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For Charles T. Munger 

who, in his own vvords, vvould tell you: 

':Acquire worldly wisdom and adjust your behavior 

accordingly. If your new behavior gives you a little 

temporary unpopularity with your peer group ... 

then to hell with them." 
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T
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h. h h' " . " d IS speec es, lS Zingers, an more. T he impcrus fo r rhe 
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to the project and has a lso produced several dozen other illusu ations throughout rhe 
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Whitney Tilson, who com pi led the M ungerisms section; l\Iichael Broggic , rhe author of our 
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in our inte racrions with C harlie, his fami ly, and the ~lungers' wide circle of friends and 

associates, we have been favored with calm skies and smooch sailing in rhe production of thio; 

book. We hope our e fforts have prove n worthy of our subjecr, a good and admirable man. 



Charles Helman Lea once said , "It will generally be admitted that the true test of all books is the influence they have 

upon the lives and conduct of their readers." We hope our book passes this test, exerting a lasting influence on you. 



by Warren E. Buffett 

and simplicity. 

Subseque ntly, two centuries went by during which Ben's thoughts on these 
subjects were regarded as the last word. Then Charli e l\iJunger stepped forth. 

Initially a mere d isciple of Be n's, Charlie was soon breaking new ground. \\'hat 
Be n had recommended, C harlie de manded. If Ben suggested saving pe nnies, 
Charlie raised the stakes. Jf Ben sa id be prompt, Charlie sa id be earl y. Life under 
Ben 's rules began to look positively cushy compared with the rigor demanded by 
l\Iunger. 

~Joreover, C harl ie consiste ntly practiced w hat he preached (and, oh, h em 

he preached). Ben, in his wi ll , created two s mall philanth ropic fu nds that" ere 
d esigned to teach the magic of compound inte rest. Ea rly on, C harl ie decided 



that this was a subject far coo important to be taught through some posthumous 
project. Instead, he opted to become a living lesson in compounding, eschevving 
fri,·o lous (defined as "any") expenditures that might sap the power of his example . 

Comequenrly, the tnernbers of Charlie's family learned the joys of extended bus 
trips" hile their" cal thy friends, imprisoned in pri,·are jets, mis~ed these enriching 

expcrtcnces. 

In certain areas, IH>\\·e,·er, Charlie has nor sought to impro,·e on Ben's thinking. 
For example, Ben' "Ad' icc on the Choice of a ~ l iscress" essay has left Charlie in the 
•· J ha\ e nothing ro add" mode that is his trademark at Be rkshire ann ual meetings. 



There was only one 

partner who fit my 

bill of particulars 

in every way-Charlie. 

"A partner who is not subservient, who 

is himself extremely logical, is one of 

the best mechanisms you can have." 

-Buffett 

As for myself, I'd like to offer some "Advice on the Choice of a 
Partner." Pay attention. 

Look first for someone both smarter and wiser than you are. 
After locating him (or her), ask him not to flaunt his superiority so 
that you may enjoy acclaim for the many accomplishments that 
sprang from his thoughts and advice. Seek a partner who wil l never 
second-guess you nor sulk when you make expensive mistakes. 
Look also for a generous soul who will put up his own money and 
work for peanuts. Finally, join with someone who will constantly 
add to the fun as you travel a long road together. 

All of the above is splendid advice. (I've never scored less than 
an A in self-graded exams.) In fact, it's so splendid that I set out in 
1959 to follow it slavishly. And there was only one partner who fit 
my bill of particulars in every way-Charlie. 

In Ben's famous essay, he says that only an older mistress makes 
sense, and he goes on to give eight very good reasons as to why th is 
is so. I l is clincher: " ... and, lastly, they arc so grateful." 

Charlie and I have now been partners for forty-five years. I'm 
not sure whether he had seven other reasons for selecting me. But I 
definitely meet Ben's eighth criterion. I couldn't be more grateful. 



Rebuttal 
Munger on Buffett 

I 
think there's some mythology in the idea 
that I've been this great enlightener of 
Warren. He hasn't needed much e nlighte nment. I frankly 

think I get more credit than I deserve. It is rrue that Warren had a 
touch of brain block from working under Ben Graham and making 
a ton of money. It's hard w switch from something that's worked 
so well. But if Charlie M unger had never lived, the Buffe tt record 
would still be pretty much what it is. 

It's hard tO believe that he's getting bette r with each passing 
year. It won't go on forever, but Warren is actually improving. 
It's remarkable: Most men in their seventies arc not improving, 
but Warren is. Berkshire is drowning in money- we have great 
businesses pounding out money. When ·w arren is gone, the 
acquisition side of Berkshire will not do as well, but the rest will do 
well. And the acquisition side will do just fine. 

I think the top guy won't be as smart as Warren. But it's silly to 

complain, "What kind of world is this that gives me Warren Buffe tt 
for forty years and then some bastard com es along who's worse?" 



Introduction 

by Peter D. Kauftnan 

Y
ou are about to embark on an extraordinary 
journey toward better investing and decision 
making. You may also arrive at a better understanding of life as 

well, all thanks to the wit, wisdom, speeches, and writings of Charli e Munger-this 
generation's answer to Benjamin Franklin. Charlie's unique worldview, what he 
calls his "multidisciplinary" approach, is a self-developed model for clear and simple 
thinking-yet his concepts and models are anything but simplistic. N otice how we ll 
Charlie's thinking stands the test of time: The earli es t talk in this collection is almost 
twenty years old, yet it is as re levant today as the day he first delive red it. As you 
will soon discover, Charlie's observations and conclusions are based on fund amental 
human nature, basic truths, and core principles from a wide range of disciplines. 



L·O·L·L·A·P·A·L·O·O·Z·A 
lof.lapa•loo•za [ ,lala-pu-'lii-za J 11. slang: 1. Somethiug outstanding of its kind. 2. As personified by Charles Munger, the 
critical mass obtained via a combi1ratiqn of conceutratiou, curiosity, pe1-severance, a11d self-criticism, applied through a prism 

ojmultidiscipli11ary mental models. 

Throughout the book, Charlie reveals his intellect, wit, values, and no end of 
rherorical flair. His encyclopedic knowledge allows him to cite references from 
classical orators to eighteenth- and nineteenth-century European literati to pop 
culture icons of the moment. Where else would you find Ocmosthenes and Cicero 
juxtaposed against Johnny Carson or today's investment managers set against 
Nietzsche, Galilee, and a "one-legged man in an ass-kicking contest"? Or how about 
Ben Franklin versus Bernie Cornfeld in a battle of worldly wisdom? Using self
deprecation and imagination to great effect, Charlie cheerful ly compares himself to a 
counting horse, proposes "Glatz's sugared, caffeinated water" as a marketing-bereft 
label for Coca-Cola, and attests, "At least when I was young I wasn 't a total klutz." 



\ 

In one talk (Practical Thought About Practical Thought?), Charlie even takes on the 
challenge of building, from scratch, a two-trillion-dollar business, and then walks us 
through his diverse mental models ro accomplish that mighty feat. 

\ 

J 

The quotes, talks, and speeches presented here 
arc rooted in the old-fashioned Midwestern values for 
which Charlie has become known: lifelong learning, 
intellectual curiosity, sobriety, avoidance of envy and 
resentment, reliability, learning from the mistakes of 
others, perseverance, objectivity, willingness to test 
one's own beliefs, and many more. But his advice 
comes not in the form of stentorian admonishments; 
instead, Charlie uses humor, inversions (following the 
directive of the great algebraist, Jacobi, to " Invert, 
always invert"), and paradox to provide sage counsel 
about life's roughest challenges. 

Charlie also employs historical and business 
case studies to great effect. In these presentations, 
he makes his points with subtlety and texture, 
often using a story-l ike context instead of abstract 
statements of theory. He regales his audience with 
humorous anecdotes and poignant tales, rather than 
with a blizzard of facts and figures. He well knows, 

and wisely exploits, the traditional role of the storyteller as purveyor of complex 
and detailed information. As a resu lt. his lessons hang together in a coherent 
"latticework" of knowledge, available for recall and use when needed. 

lt is clear throughout these talks and speeches that Charlie places a premium 
on life decisions over investment decisions. His mental models, drawn from every 
discipline imaginable, recur repeatedly and, in no way, focus on "business portfolio 
strategy" or "beta" or "Cap ~1." Rather, they center on fundamental rrurh, human 
accomplishment, human foibles, and the arduous path to wisdom. Charlie once said, 
" I wanted to get rich so I could be independent, like Lord j ohn l'vlaynard Keynes." 
Independence is the end that wealth serves for Charlie, not the other way around. 



About the Book: 

\\'e open with a "portra it" biography that chronicles Charlie's progress from a modest 
Omaha childhood ro prodigious financial success. :'\e\\' to the second edition, Charlie 
tiH.:n offers us his reflections on aging, inspired b~ Cicero's Disro11rse of Old Age. :\ext. we 

~ummarize the :\ Iunger approach to life. learning, decision making, and im·esting. T his 
section detai ls both Charlie's uncon\'entiona l way of thinking and his extraordinary work 

cthic-the twin fonts of his anwzing success. Our "i\ l ungerisms: Charlie Unscripted" 
section presents i.l col lection of the trenchant remarks he has made at past Berkshire 
llathaway and \\'c~co Financial annual meetings. 

In the balance of the book, Charlie speaks to his audience , ·ia 'ipeeches and talks 
he ga\ cover a t\\'CIHy-yea r period. In t his expanded third edition of the book, we ha ve 
added a nc\\· talk Charl ie deli,·ered at the USC Gould School of L aw Commencement 
on i\ lay 13th, 2007. So the original "rlcn Talks" ha,·e grown co become a not-so-round 

"Eic,·en Talks.'' These speeche~ and addresses co,·cr a wide spectrum of Charlie's 
interests, ranging from how one acquires ,,·orldly wisdom, to ho\\ his "l\ lultiple ;\lcntal 

l\ lodcls" can be applied w business, w how the investment strategies used by 
charitable foundations can be im proved. The clcn.:nrh talk is a spcc ial rendition 
of "The Psychology of Iluman l isjudgment" that Charlie created especially 

for this book. Each talk is well \\Orth your timc nor only for the enjoyment it 
"ill pro\'ide you, bm also for what you can absorb from the rich a. sorrment 

of ideas and practices that Charlie..: relics on. You'' ill probably never find a 
better opportuni ty to learn from someone so srn<.~rr-and so forrhri ,ghr. In his 
ta lks, Charli c sim ply opens up and tel ls it like it is. A specia l notc: Cha rlie's 
redundancy in c:-..prcssions and c-..;amples i'i purpo~cful: for rhc J..iud or deep 

"fluency" hc adnx:arc::., he kno\\·s that repetition is the heart of in-.rruction. 

A word about the style and layout of the book: Charli<..: is cnormously curious 
about nearly C\'crything he bumps into in life. Accordingly, as wc ourselves bumped into 

pcople, places, and subjects mcntioned by Charlic in his talks, we supplemcnted his text 
with related information. photographs, and other graphics. The '\idcbars" peppered 
throughout the talks, for example, sen·e to explain concepts, add a '>upporring ,·oice, or 

emphasize an imporranr ~Iunger idea. We hope these sidebars will not on ly inform, but 
also amuse and even encourage yo u to further pursuc these subjccrs on yo ur own. 

I \\'ish you good reading and an appreciation of the brightness and dry humor that 
those of us who know Charlie ~ J unger ha,·e comc ro treasure and expect from him. 

"If you skillfully follow the 
mulridisciplinary path, you 
will never wish to come bac..k. 

It would be like cutting off 

your hands." 



" I've g<Hten paid a lot over the years for reading through the newspapers." Awaiting luncheon on the T hames, 1996. 

2 Poor Charlie's Almnnnc, 



Chapter One 

A Portrait of 
Charles T. Munger 
By Michael Broggie 

"The next thing most like living one's life over 

again seems to be a recollection of that life, and 

to make that recollection as durable as possible by 

putting it down in writing." 

-Benjamin Franklin 

B
ehind the ex traordinary story of Berkshire 
H atha\vay are n vo financial geniuses: th e 
wide ly acclaimed Warren Buffett and hi s 

"silent partne r," C harlie Munger, who reli shes his 
obscurity. 

Charlie is \Yarren 's friend, ""' ~ er, ath isor, dc,·il\ ath ocate (\Yarrcn once called 

him the "abominuble no-man"), and one of the l argc~t stockholders in one of the 

mo'>t successfu l public ly traded compan ies in American business history. Since 

1964. when \\'arrcn, and some year-, later, Charlie. a'l'lumed management of 

lkrk'ihirc, irs marker value ha~ incn.:a-,cd an a~wni-,hing U ,SOO rimes, from $ 10 

" I sometimes tell my friends, 'I'm doing 

the best I can. But, I've never grown 

old before. I'm doing it for the first 

time. And I'm not sure that I'll do ir 

right. ~n 

Chapter One: ,\ Portrait of Charlc~ 'I: :\lun~er 3 



Here's Charlie in a scene destined to be 

repeated countless times over the years: 

successful fishing in C:u.s Lake, Minnesota. 

4 Poor Charlie's Almannd. 

million to roughly $135 hi lion." ithout much of an increase in outstanding c,hare'>. 

Such phenomenal growth is the singular achie\·emem of thcs~,; two unass urn ing 

l\ Jidwestcrners, who combine the ir synergistiC ahi litics ro recognize and seize 

opportunities other businessmen consistcncl~ on:rlook. 

According to Charlie, his boss's staunch anti

socialist attitude was manifested in his rule 

requiring the boys to present two pennies at the 

end of their shifts to cover the cost of the new 

Social Security Act. In return, they received a 

$2 daily wage along with the admonition that 

socialism is inherently evil. 

\\'hilc Warre n is one of the most admired and public ized businc;ss leaders 

in the coumry. Charlie has purposefully sidestepped the limelight, choosing 

relati,·e anonymity insteau. To better undcrc,tand this comple'\ and high!~ pri\atc 

busine~sman. we muc,r '>t~.rr at the; beginning. Charles Thomac, ~ J unger wa-. born on 

January I, l Y2-t, in Ameri~:a 's hcarrland, Omaha, cbraska. l\ I any notables '>hare his 

l\ lidwesrern roots: \\' ill Rog~,;rs. lknry Fonda, John Pe rshi ng, I larry Truman, \\'alt 

Disney, Ann Landers, Cemkl Ford-and, of course, Warren Buffett. 

Charli<.: i n itiall~ croc,c,cd paths \\-ith the Buffett famil~ during the formati\ <.: ~<.:ars 

of hie, I if<.: when he worked at Buffett and Son. an upscale gro<.:cry store; in Om~1ha, 

about six blocks from the Iunger household. T he boss and parr-owne r was Warren's 

grandfarh<.:r, Ernest. t\ strict disciplinarian, he '>chcduled his ~oung workers for 

t\\"ch·e-hour shifts wirh no meals or brcakc,. According ro Charlie, his boss's staunch 



Charlie with wife 1 ancy aboard their catamaran, the Cbmmel Cat, off the Santa Barbara coast. 

Chapter One: A Portrnit of C harles 1~ ~l un~t:r 5 



KNOWLEDGE WINS 
anri-~ociali-.t attitude wa~ manifested in his ruk n.:quiring th<.: 

boy-; Lo pre-.ent t\\·o pennies at the end of their 'ihifrs to cm <.:r 

their shar<.: of the <.:ost of the new Social Securir~ .\cr. In rcwrn. 

the~ recei' ed a $2 daily wage-along with a <.:on-.iderable lecture 

about th<.: e' ih of -.o<.:ialism. 

" In my whole life, I have known no 

wise people (over a broad subject matter 

area) who didn't read all the time

none, zero. You'd be am:11ed at how 

much Warren reads- and at how much 

I read. My children laugh at m~. They 

think I'm a book with a couple of legs 

sLicking out." 

6 Poor Charlie', . \lmnnacl.. 

The arduou-. \\orking conditions in the Buffccr grocer~ -.rore 

had a lasting influen<.:e on both Charlie and \Yarrcn. \\'arrcn, 

~i' year~ younger, served his hard rime~ under Grandpa l ~rnest 

se,era l years after his future business partner had moved on. 

C:harli~.:'s formal education began at D undee Elememar~ 

School where he and his younger sisters, i\ lary and Cnrol, 

were indoctrinated with ethical homil ies. Charlie's tea<.:hcrs 

remember a smart kid who was also inclined to be a bit of a 

"i')<.:acre. I k enjoyed challenging the com·enrional wi-,dom of 

teacher-. and fellow students with his e\·er-increa-.ing kno" ledge 

~aincd through voracious reading. particular!~ biographies. 

'l'bda), he can't remember the first time he wa-. expo-.ed to the 

aphori-;m-. of Ben Franklin. but they fueled an ineffaceable 

admiration for the eclectic and eccentric scate<;man/im entor. 

Charlie's parents, AI and F lorence .\ Iunger. encouraged reading 

and ~a,·e each of their children sc,·eral books at Chrbtnhl\, 

usual ly de' oured by that nighr. 

At th<.: nearby home of the .\Junge rs' close friend-,, thc 

Davises, Charl ie often read the med ical journals belongine; w 

Dr. Ed Da\'is, who \\'as both his father's best friend and a fami ly physician. Charlie's 

early exposure to D r. Da\ i-;'s medicullibrar~ spawned a lifelong interest in scicnc<.:. 

13~ the time he wa'> fourtccn, thc precocious learner also became one of rhc donor\ 

best friends. Charlie became '>O interested in medicine that he \\'arched motion 

pictures of Dr. Da\ i-., a urologi-,t, performing surgery and became fa-.cin<Hed \\ith the 

-:.rari-,rical otHcomc-, of -,imil<~r procedures in the field. 



l lamster 

breeder 

and 
trader 

,\t home, Charlie dc,·cloped a 

fondn<.:'>'> for raising hamster~ 

and periodicnll~ tradcd 

th<.:m with other c hildre n. 

1·:, en at an early agc. 

Charlie showed -;agacious 

n<.:goriating ahilit) and 

li'>Uall~ gained a bie;,ger 

-.pc<.:imcn or one" ith 

unu-,ual coloring. \\'hen 

his brood gre w to thirty-

fi, e animals, his mother 

ordcred an end to his hobb) 

bcntu'>e of the pungcnr 

odor from his basement ham-,rcr farm. One of hi~ si-,rcr-. remcmbered years later that 

the famil) had to endure the incC'>'>ant '>queaking of hungr~ hanhr<.:rs un :il Charlie 

arri' ed home from ~chool to fccd them. 

Churl i<.: attended Ccntral [ li g h Schoo l, a vay large publi c sc hool that was 

recognized as a good collcgt: pr<.:pamwry sc hool. The teachers, mosrly womcn, 

"ere dedicated ro their work and ro th<.:ir students. The Central l l igh curriculum 

pro,·ided a comentional cla'>'>ic cducarion. in ''hich Charlie nawrall~ C\.cdlt:d 

becatl'>e of hi-, logical!~ dri' cn. inquiring rnintl. 

Throug hout elementar) and '>Ccondary school, Charlie wa s )Ottnger and smaller 

than his c lnssmares, IHt,·ing bccn mo,·cd ahead in e lemcntary school after his mothcr 

taught him ro read pho ni ca ll y. ' l<>o sma ll to compere in regular hig h school sport-., 

hc joined the riAe team. earncd a ntrsity lcuer, and cn.:nrua ll) became ream capcain. 

1-1 i-; letterman's swearer r·a large lcm:r on a , ·ery small chcc;r" is Charlie's memor~) 

anracccd attention from coed-. "ho "on de red how ~uch a -.era\\ 11) kid could earn a 

, ·ar-.iry lerrer. F'orwnately for Charlie, his father " a" an a\ id ourdoorsma n a nd duck 

humcr and rook joy in his ~on's marksmanship. 

CENTRAL HIGH SCHOOL 

Chapter One: A Portrait of Charles 1: ~lun~er 7 



Omaha was not spared the severity 

of the Great Depression. Charlie's 

immediate family was not dramatically 

a fleeted, but some members of his 

extended family were. 

8 Poor Churlic'~ Almanack 

Omaha in rhc 1920~ was the proverbial mcltin~ pot; 

different race~ and religions mixed sociall) and commercially, 

and crime wa-, practically unknown. Doors and ,·chicles were 

left unlocked, and a person's word \\'as crusted impl icitly. 1-.: ids 

p layed " 1-.: ick the Can" on warm summer cvcnings and went w 

Saturday matinccs to see the latest "talkies," such as Ki11g Ko11g, 

a fa,·orite of eight-~ car-old Charlie. 

The 1930-, brought hard times, and Omaha e:-perienced 

the ~e,·erit) of the Crear Depression. Charlie's obserntions of 

the pl ight of those less fortunate made h1sting impressions. H e 

saw hobos roam ing the streets looking for handouts and others 

who were willing ro sweep a dri,·eway or porch in exchange 

for a sandwich. Tlumks to family connections, Charlie landed 

a boring job counting passersby; it paid fort) cents an hour. 

Charlie preferred this work to carrying hea\) bo-xes of groceries. 

Charlie learned that, by supporting each other, 

the Mungers weathered the worst economic 

collapse in the nation's history. 

Charlie's grandfather ,,·as a respected federal judge, and his father followed in 

his foorsreps co become a prosperous lawytr. Charlie's immediate family was not 

d ranuuically affected by the depression, bur some members of Charlie's extended 

family were. This era provided real learning experiences for young Charlie. He 

witnessed the generosity and business acumen of his grandfather as he helped rescue 

a small bank in Stromsburg, Nebraska. that \\"as o\\"ned by Charlie\ L' ncle Tom. 

Becau<>e of rhe mi~emble economy and drought-damaged crops, the hank's farm

based clients \\ere defaulting on loans. ' Ibm had rolled up $35,000 in uncollectible 

nores when ht called upon Grandpa ~ I unger for support. T he judge risked nearly 

half of h is assets by exchang ing $35,000 in sound first mortgages for the bank's weak 



loans, rhus enabling Tom to open his doors after Roosevelt's bank holichy. The 

judge cn;nrually recovered most of his investment, bur nor unril a grear many years 

later. 

judge ~lunger a l '>o :.cnr his daughrer's husband, a musician. ro pharmacy 

school and helped him buy a "ell-located pharmacy rhar had closed because of 

the depression. The busines<> prospered and secured rhe future for Charlie's aunr. 

Charlie learned rhat, by supporting each other, the ~lungers weathered the worsr 

cconom i(.; collap-;c in the nation's history. 

Fortunatl:ly. AI ~ I unger's law practice prospered during the depression and was 

given a boost when the United States Supreme Court agreed ro review~~ tax case 

im·olving a sma ll soap-mak ing company he represented. Coincidently, the huge 

Colgatc-Palmoli,·e Company was also affected by the Court's decision. Concerned 

that the l idwcstern attorney didn't lul\'e the requisite experience to argue 

successfully before the highesr court, 

Colgate offered to pay AI liberal!) 

ro step aside and allow a famous 

ew York anorney ro rake hi s place. 

The big-ciry Ia" yer lost the case 

while AI pocketed a sulnranrial fcc. 

Later, he joked that he could ha' c 

lust the c.tse just as ,,dJ for o.t nllldt 

smaller fcc. The amount of rhe fcc 

has never been revealed. bur it was 

enough, when combined with income 

AI earned from his other c li ents, to 

help keep the Jungers comfortable 

during the depress ion. Charlie also 

helped the family by working co 

earn his own pending money and 

thus learned firs[-hand the ,·aluc of 

financial independence. 

"I had a brief immersion in elementary 

physics, prompted entirely by the 
unusual incentives provided by W\'V'II. 

This immersion greatly improved my 
wisdom. What occurred was that I was 

given more models, so I was less like 

that 'man with a hammer."' 
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Jn 19-J.l, as the war raged across the Atlantic, Charl ie graduated from Central 

High School and left On1aha for the University of J\lichigan. There he 

chose mathematics as his major, drawn by the appeal of numerical logic 

and reason. H e also discovered physics after enrol ling in a basic 

course tO fu lflll an academ ic requirement for science. Charlie was 

Ltseinated by the power of physics and its boundless reach. In 

particular, he was impressed by the process followed by physicists, 

such as Albert E instein, to address the unknown. Ph ysics-like 

problem so lving \\·as to become a passion for Charli e and is a skill 

he conside rs he lpful in framing the problen1s of life. H e has often 

stated that an yone who wams to be successfu l shou ld study physics 

because its concepts and fo rmulas so beautifu ll y demonstrate the 

powers of sound theory. 

"[ anended Calrech for only nine months, during WWII, courtesy of 

the Army Air Corps, which instaJled me in a meteorology program. 

Predicting weather in those early days was, even more than now, much 

like the use of horse-race data to predict horse-race ourcomes, and my 

interest in meteorology, absent war pressure, was rero." 

College-aged men were then in high demand for military 

service. Days after wrning nineteen and completing his second year 

at l\£ichigan, Charlie en listed in the Army Air Corps in a program 

that would eventually make him a second lieutenanL lie was sent 

Harvard Dean Roscoe Pound interceded 
to gain Charlie's admittance to llarvard. 

10 Poor Charlie's Almanack 

to the Albuque rque campus of the Univers ity of ew ~~Icxico for 

stud ies in genera l science and engineering. 1 ext he was shufAed to the prestigious 

Cal ifornia Institute of' lechnology in Pasadena, Ca li forn ia. H e was schooled in 

thermodynamics and the science of meteorology-then essent ial to Ayers-and 

trained to become a meteorologist. After completing his studies at Ca ltec h, Charli e 

was dispatched to a permanent d uty statio n in 1 ome, Alaska. 

\Vh ilc s till in the service, he married Nancy lluggins, a young woman from 

Pasadena who was a good friend of his sister l\lary at Scripps College. They were 

statio ned in Albuquerque and then San Amon io Lt nti l Charlie was discharged from 

the Army Air Corps in 19-l6. Soon C harlie and ancy had thei r first child, a boy 

whom they named Teddy. 

Although he hac..l attended several uni\'Crsitics, Charl ie s till did not have a 

bachelor's degree. l evenheless, using th e GI Bill, he applied to ll a rvard Law 



School where his father had preceded him. H is lack of an undergraduate dq!;rec 

threatened to derail hin1, but a family friend, former I hm·ard Law School Dean 

Roscoe Pound, interceded on Ch<Hlie's behalf. Charlie was admitted, despite the 

dcternl ination of the admissions office to first '>end him hack to college. 

As it turned out, Charlie had little trouble 

succeeding at Harvard though he annoyed 

a few people along the way. 

As it turned out, Charlie had lirrl e trouble succeeding at Harvard though he 

annoyed a few people a long the way. Because of his intellect (the Army rneasured 

his I.Q. at the top of the curve), Charl ie had a tendency to be abrupt, which 

,,·as often interpretc.:d as rudeness. Actually, C ha rlie was just in a hurry, and the 

customary p leasanuies of the classroom were of lirrle concern ro him. Even so, he 

was liked by most of his peers and fully enjoyed 

the soci<l l aspects of student life in Cambridge. 

Cha rlie graduated from Harvard Law School 

in 1948 and was one of twelve in his class of J.>.S to 

graduate magna cum laude. H e.: considcrcd joining 

his father's law practice, hut, after a d iscuss ion 

with his Llther, both of them concluded that 

Charlie should try a larger city. He headed off to 

Sollthern Ca lifornia, a place he had liked whi le a 

student at Ca ltech. After passing the California 

bar exam, he joined the firm of\\'right & Garrett, 

later renamed J\ l usick, Peeler & Garren. Charlie 

built a house, designed by his arch itect uncle, 

Frederick Stott, in South Pasadena where he and 

ancy and the ir three ch ildren, Teddy, !\.Joll y, and 

Wendy, li\'ed. 

'' lc's a sad thing, but not 

everybody loves me." 
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Charlie indulges his lifelong interest in 
architecture on the streets of London. 

Charlie marries Nancy Barry Borthwick, 

January 27, 1956. 

12 Pour Chnrli~:~'s Almunack 

Despite outward appearances, all was nor sunny in Charlie's world. His marriage 

was in rrouble, and he and his wife finally divorced in 1953. or long thereafter, 

Charlie learned that his adored son, Teddy, was termina ll y ill \-Vith leukemia. It was a 

sign ificant burden for twenty-nine-year-old Charlie. In that era, before bone marrow 

transplants, there was no hope. A friend remembers that Charl ie wou ld visit his 

dying son in the hospital and then walk the streets of Pasadena crying. 

During this sad time, his friend and law partne r, Roy Tolles, arra nged through a 

friend for Charlie to meet ancy Barry Borthwick, who lived in Los Angeles. She 

was a Stanford graduate and had two small boys, c lose to the ages of his girls. Charl ie 

and laney had much in common and had fun together, and after a few months of 

daring became engaged. They were married in a small family wedding in j anuary 

t9S6, and all four children, his girls and her boys, ages four to seven, attended rhc 

wedding. 

Charlie and Nancy lived in her house in the hills of west Los Angeles for several 

years. Then, partly to shorten Charlie's dai ly commute, they moved tO H ancock 

Park where they sti ll reside. The house th ey built there was large 

enough for their ever-expanding fami ly: three more boys and a 

girl fo r a total of eight. Fortunate ly, both liked chi ldren! They 

also liked golf, the beach, and socia l clubs. Charlie and Nancy 

were soon members of the University Club, the California Club, 

the Los Angeles Country Club, anJ the Beach Cluu. 

With many new responsibi li ties, Charlie worked hard at his 

law practice. Even so, his earnings were unsatisfactory to him as 

they were based on a combination of b ill able hours and seniority. 

He wanted more than what a sen ior law partner would be able 

to earn. H e sought to be like his firm's leading capital ist c lients, 

in particular, the uni versally admired H arvey J\ludd, later the 

founder of the college bearing his name. \Virh ancy's support, he turned to outside 

ventures and a lternative ways ro generate income. H owever, he never forgot the 

sou nd principles taught by his grandfather: to concentrate on the task immediate ly 

in front of him and to control spend ing. 



Following this conservative approach, Charlie 

seized opportunities to bui ld wealth. H e began 

investing in stocks and acquired equity in one 

of his client's e lectronics businesses-a practice 

common among lawyers in the mid-1950s and 

1960s. This investment was mutually beneficial : 

Charlie gained invaluable knowledge about 

business while his client enjoyed the proactivt; 

attention of a lawyer who knew more than just the 

law. 

In 1961, Charlie tackled property development 

for the tirst time, in partnership\\ ith Otis Booth, 

a diem and friend. The venture, building 

condominiums on land near Caltech, was a 

smashing success. and the partners earned a 

handsome profit of$300,000 on a $100,000 

investment. Charlie and Oris then undertook 

other successful construction and development 

projects in Pasadena. Later, Charlie participated 

in similar projects in Alham bra, Ca lifornia. H e 

sharpened his business acumen by handling the 

negotiations and contracts. ln a ll cases, he left all 

of his profits in real estate vcnwrcs so that bigger 

and bigger projects became possible. When he 

stopped in 1964, he had a nest egg of$1.-J. million 

from rea l estate projects alone. 

In Februar~; 1962, he joined four colleagues from ~ I usick, Peeler & Garrett in 

establishing a nc\\' law firm. The original partne rs were Roy To lles, Rod Hills, Dick 

Esbenshade, Fred Warder. and Charlie. They were jo ined by Rod's wife, Ca rla, and 

j ames T \\'ood, a sole practitioner and friend of the Hi lls, and, irnportancly, who had 

a client. Thev named the firm ~fungcr, ' lol les & Hills. 0\·cr the years, the firm had 

"I think when you're buying jewelry 

for the woman you love, financial 

considerations probably shouldn't 

enter into it." 
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Charlie on attracting dienrs: " It's the 
work on your desk. ... It's the work 

on your desk. D o well with what you 

already have and more will come in." 

Charlie's father, 
Alfred C. Munger 

It was Charlie's return home to Omaha 

to administer his father's estate that led 

to his meeting Warren Buffett. 

14 Poor Charlie's A lmanack 

several names, a lways beginning with l'vlunger, Tolles. With the addition of Ron 

Olson, it fina lly became !\ Iunger, rfol les & Olson, shortened as "~ I unger Tolles" or 

"l\ fTO." 

The successfu l practice of law was by then a backstop rather than an ending 

objeeti\·e for Charlie. At about the time that he ,,·as launching his new law firm, 

he was carefu lly crafting his exit plan. Charlie set up an investment partnership 

with Jack Wheeler, and they were later jo ined by AI larshall. The idea for this 

partnership arose;; a few years earlier when the death of Charlie's father requ ired him 

to return to Omaha to administer the estate. To welcome him home, the children of 

Charlie's friend and medical mtntor, Or. Ed IJa,·is, arranged for a dinner party. Both 

of the Oa,·is boys, Eddie Jr. and Neil, were former chi ldhood chums of Cha rl ie and 

were now physicians while their sister Wil la had married an Omaha bus inessman, 

J ,ee Seemann. T he dinner parry included Wil la and Lee, ci l and his wife j oan. 

and a fellow named \\'arren Buffett. 

The dinner party included Willa and Lee, 

Neil and his wife joan, and a fellow named 

~rren Buffett. 

Chadic 1ccugnized Warren's fam ily name from his days at 13uffctt <lnd Son, and 

Wa rren had heard of Charlie a few years earlier when he was raising investment 

capital in Omaha. At one point, Warren had mer wi t h Dr. Da\'iS and his wife, 

Dorothy. to explain hi s investment phi losophy, and they agreed to place a large part 

of their life savings- $! 00,000- with him. \Vhy? The doctor exp lained that \\'arren 

rem inded him of Charl ie i\ lunger. Warren didn't know Charlie but already had at 

least one good reason to li ke him. 

During the homecoming dinner, Charlie and \Varrcn realized they shared many 

ideas. It also became evident to the others at the tab le that this was going to be a 

two 'vny conversation. As the evening progressed, rhe rwo young mcn-\Varren was 

twenty-nine and Charlie thirty-five-became engrossed in a wide-ranging dialogue 



Q and A with Warren Buffett 

OK, the fi1·st question is how, when, and where did you first meet 
Charlie Munger? 

\\'ell, I first met Chari it: in 19S9 "hen the Davis famil) got me together with him. Dr. 
o~n i ... pre\ iow.l~ had often mi ... taken me for Charlie, and I wanted to find out whether that 
wa-. a <:ompliment or an in~ult. So." hen Charlie camt: home to Omaha in 1959. the Da\ i~e~ 
arranged for us to go to dinner; in fact, I think we had a !>mall little private room with a fe" 
Da\ i-.es in attendance. SometinH.: during the c;\·ening, when Charlie -.rarrcd rolling on the 
Aoor laughing at his own joke~. I kne" I had met a kindred spirit. 

What was your ftrst impression? 

~ I ) fir<.r imprc~sion was that 1 had run into somebody that had a lot of simi lari ties to me. I \ ·e been known to roll on the floor 
laughing at m) O\\ n stuff. too, and w try to dominate the com er~ation. Charlie wa!> a little more :..uccessful at that than I\ e e'er been, 
hut he\ heen great to study under. 

This is great. Now, here's your big one. What are the secrets of his success? 

\\'ell, one cimc, some attractive woman sat next to Charlie a nd a!>ked him what he owed his success to, and, unfortunan:ly, she 
insi-.ted on a one-word answer. He had a speech prepared that would have gone on fo r several hours. But, when forced to boil ir down to 

one word, he said that he was "rational." You know, be come:. equ ipped for rationality, and he applies it in business. li e doe~n 't always 
apply it ebewhere, but he applie., it in business, and that's made him a huge business succe.,~. 

What other character traits do you think have contt·ibuted to his success? 

I think actual!~ it really doe!> come out of Rcn Franklin that he admires so much. I mean, there i!> honesty and integrity, and always 
doing more than his share and not complaini ng ahour what the other person does. \\'c\ e been a~sociared for forty years, and he's ne\'er 
second-gue~scd anything I 've done. \\'e've never had an argument. \\'e\·e disagreed on things. but he's a perfect partner. 

What would you say are his most unusual characteristics? 

I would say c\·erything about Charlie i-; unusual. l'\'e been looking for the usual now for fort) years, and I ha,·e yet to lind it. Charlie 
marchc'> to hi~ 0\\11 music. and it's mu'>ic like virtually no one ebe is listening to. So. I \\Ould 'i:l~ thar to try and typecast Charlie in terms 
of an~ other human that I can think of, no one would fit. He\ got hi., own mold. 

Last question, what effect do you think Nancy has had on his life? 

I would have to say that Charlie ts not looking for anyone to have an effect o n him, but t h;1t laney has done a re markable job in spite 
of that facr. I wou ld hate to be a marriage broker with C harlie as a clienr. 
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Q and A with Susie Buffett 

Tell us about Warren and C harlie first meeting one another. 

The first night they met, eiiDavis had gotten them together at this restaurant, and I'm 
watching these two people and I thought, did Neil bring them together because he wanced w 
see what happened \\hen these egos clashed? Because you have these rwo strong, verbose, 
brilliant guys. It was amazing to me to sec Warren get quieter and let Charlie cake the lead. I 
had never seen that before. Warren always took that role, and I'd never seen anybody cake that 
away from him, and he relinquished it to Charlie that night. It was uniqut:, I'll never forget that 
even mg. 

That was unusual? 

Well, Warren is usually so much quicker, he's just so much faster anu srnancr dwn cvc1 )' lHIU). 

I mean, it can't be helped. And here was Charlie "taking off," you sec. It was really fascinating to me. And then what happened after that 
is history. 

I think Warren felt chat Charlie was the smartest person he'd ever met, and Charlie felt \Varren was the smartest person he'd ever met. 
And that was unique to each of them, and it's continued to be that way, and so their respect for each other's intclli)?;ence was I think the 
beginning. You know, when they see the integrity they have in common, and so forth. It's a match made in heaven. 

It 's exciting. It's like chemistry and I could see, always when they were 
together, I mean it's like combustion. It was really, really great. I think that 
Warren was an aberration in his family, Charlie perhaps was in his, and they just 
happened, luckily, to meet each other. 

What effect do you think Nancy has had on C harlie's life? 

I think it's obvious to everybody that Charlie's life is enhanced in every aspect 
because of Nancy. She does things with such grace and humor and dignity. I'm 
like everyone else that knows this wonderful woman-1 just respect her, love her, 
and she's a phenomenal human being. I think if Charlie's had any good luck in his 
life, his ultimate luck was, and is, Nancy. 

\Vendy Munger conducted these 

interviews with Warren and Susan 

Buffett in November of 1998. Susan 

Buffett passed away in July 2004. 
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l 'O\ cring man~ a'>pccts of businc~~. finance. and hi'>tor~. \\ 'here one " a~ 

knO\\'Ied~eable, thc orhcr ,,·as just as excited w learn. 

Warren \\US uncnthusiastic about Charlie'~ continued practice of Ia\\. I k 

'>aid that while Ia\\ might be a ~ood hobb~ for Charli~.:. it wa'\ a far ks!> promising 

bu-.iness than "hat \\'arren was doing. \\'arren \ logic helped Charlie to decide 

to quit law practice at the earliest point he cou ld afford to do so. 

\\'hen Charlie rcwrneu to Lo!> .\ngc les, the com·ersations concinucd 'ia 

tclcphone and' ia lcn~thy letters. -.omctimcs as long a-. nine pages. It \\ .1'> 

C\ idcnt ro both that they \\·ere meant ro be in bu!>inc~., to~cther. Thcrc "as 

no formal partm:r;;hip or contractual n.:lationship-thc bond was created hy a 

handshake and backed by t\\·o ~litl\\'(.:slC rners who unllcrsrood anti respcncd 

the' alue of one\ \\ord. 

There were man~ benefits w their partnership: fri~.:nd<>hip. im c-.tmenr 

opportunitie::., and the unique abi lity w grasp each other's ideas and 

obsen·ations. I ,atcr. the two organi~:ar ions they headed were also beneficiaries . 

. \o, \\'arren \\'as im csring in anti acquiring companies, he sent bu-;incs'> to 

~ Iunger Ti>lles, a prJctice that allo\\ ed him m·cr time w benefit from ha\ ing one 

of the nation\ rop hm firms at his disposal. 1\lungcr Tolles. meanwhile, nor only ~ot 

BtdTcu's legal fcc!:>, hill ~llso gained bccausc his reputation atrracted other bltJc-chip 

cticncs to the firm. 

\ l un~er Toll eo, i-. nor just about mone~. rhou~h. \I irroring the \\·a ~ Charlie 

conducts his per'>on:tllifc, rhe finn has an em·iable record of quietly prO\ idin~ 

pro bono assisram:c ro support gro11ps f'or impoverished and disa(l\'anragcd people 

in lhe Los An~clc-. community. To thi-. da\'. Charlie continues co influcm:c rhe 

Too Much Alike? 

The insighrfulness of Charlie's "worrying" was 

evident in a 2005 interview wirh Kiplinger 
Personal Finance Magazine: 

" flo" do \XIarren Buffett and you differ in your 

approach ro investing and decision making?" 

"Not much. And therein lies the problem: If 
something gets by one of us , ir's likely to get by 

both of us." 

There was no formal partnership or contractual relationship-the bond 

was created by a handshake and backed by two Midwesterners who 

understood and respected the value of one's word. 
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~Iunger, Tolles & Olson. founded in 1962 by 

Charlie !\Iunger and si\. other partners, is today 

a leading business law firm with offices in Los 

Angeles and San Francisco. Its litigators and 

transactional lawyers focus on handling their clients' 

most important problems. Charlie's influence and 

simple maxims ha' e had a deep and continuing 

impact on the firm, encouraging a relentless focu'> on 

understanding and soh ing the clients' problem'>. The 

firm largely eschews com·entionallaw firm marketing, 

following Charlie's advice that "The best source of 

new legal work is the "ork on your desk." The firm's 

.......... 

lawyers ha\'e worked closely with \\'arrcn and 

Charlie on matters for Berkshire Hathaway, with 

Ron Olson I cadi ng the negotiations that resolved 

Sa lomon Brothers' Treasury auction problems. 

Bob Denham k:f't the firm in 1991 ro he S:1lomon 's 

!!Cneral counsel (while \\'arren was interim 

chairman) and then became chairman and C EO 

of Salomon after \\'arrcn 's departure. Denham 

returned to ITO in 1998 after sel ling Salomon 

ro whar is now C itigroup. The firm's law)crs 

continue to handle Berkshire's acqu isitions and 

its relati,·cly rare significant litigation. 

"CharliP Munger ha~ ~penr a professional lifetime studying lives that ha'c worked well and others that have glitches or have experienced fai lures. 

This compilation illuminates what he has learned and makes plain why he remains for Munger, lolles & Olson its most important mentor." 

-Ronald Olson 
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-Robert E. Denham 

Partner, Munger, 

Tolles & Olson 

Wesco Financial directo r 

- Ronald L. Olson 

Partner, Munger, 

Tolles & Olson 

Berkshire Hathaway director 



firm's auorneys, reminding them, "You 

don't need to take the last dollar" and 

"Choose clienrs as you would friends." 

Though Cha rlie left the firm as an acri,·e 

partner in 196S after on ly three years, his 

indelible inAucnce remains, as indicated 

by the fact that his name stil l heads the 

listing of 175 attorneys. \\'hen he left, he 

didn't take his share of the fi rm's capital. 

Instead, he directed that his ;;hare go 

to the estate of hi s young partner, Fred 

Warder, who left behind a ,,·ifc and 

ch ildren w hen he died of cancer. 

To this day, Charlie continues to influence the 

firm's attorneys, reminding them, "You don't 

need to take the last dollar" and "Choose 

clients as you would friends. " 

Charl ie's plan for financial independence was soon working with grcJt success. 

He spent much time bu ilding the asset base of\Vhcclcr, I\ Iunger & Co., his 

im·estment partnership with j ack \\'heeler. He also spent rime working on \'a rio us 

rea l estate de,·e lopments. All was going as planned, with no sign ificant re\'erses. At 

Wheeler, 1\lunger, Charl ie "·as im·esting in stocks partly with his own money and 

partly with other people's money. Charlie concentrated more on puttin~ his capital 

to work than in attracting new clients. Because Jack \\'heeler held two seats on the 

Pacific Coast Srock Exchange, che partnership paid low trading comm issions while 

\\'heeler, ~Junger kept the o\·erhcacl costar c lose to zero. 

FORBES 400 

Charles Munger 
$1.6 billion 
Investments. Los Angeles. 
80. Divorced, remarried; 8 children 
Less lauded. far less wealthy partner of 

Warren Buffett, still plays integral role at 
Berkshire Hathaway. Vice chairman since 

1978, demands intense number-crunching 

analysis of investments. Met Buffett in 
1959; soon began investing in Berkshire. 

Other investments: sub~tantial ~take~ in 
Costco Wholesale (discount re tail ), Dai ly 

journal (legal news), Price Legacy (real es

tate investments). Education enthusiast 
funded new wing at Pasadena's Hunting

ton Library; on board of Harvard-West
lak" Sehoul. 

Forbes, October 11, 2004 
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T he Answer Man 

Twemy thousand people attend the Berkshire annual meeting, 
and nearly five hundred garher ar Wesco Financial. For 

roughly six hours ar the Berkshire meeting and three at Wesco, 

wiLhour so much as a pencil and paper, and with no rehearsal 

or screening of the questions, C harlie responds to any and all 

queries. Case in point from the 2004 Wesco meeting: 

Question: " I'll be hitting the Wall-Eye Opener next Friday 

night at Eagle Lake, Minnesota. Any recommendatioru 
concerning lures or bait?" 

Charlie: " I stopped fishing for wall-eye; 1\ ·e become a bass 

fisherman in my old age. But in my lake, they do better with 

wall-eye at night." 

20 Poor Charlie'!. Almunuck 

As rime pas.,cu, Charlie anu Warren kept up their frequent telephone 

conversation" and leners, sharing ideas and inYesrmenr concepts. 

Sometimes rhe) would awee ro inn:sr in the same compan~. Ocher times 

they went different <.Jirections. Jn time. their independent portfolios ha<.J 

0\erlapping in\'esrmenrs. \\'arren im·csrcd in the Blue Chip Scamp Co. 

and became rhe largest single shareholder. Charlie became the sc<.ond 

largest o;harehl)lder, and. e\·enruall~. Berkshire I Iathaway ended up 

acquiring rhc company. 

Charl ie built the \\'heeler, Iunger partnership from 1<)62 through 

1975. It <.l id e;.;ceptionally wel l for the first eleven yea rs, compound ing ar 

ZH .. ) percent gross (20.0 pen.:enr net) vs. 6.7 percent for the Dow, \\ithom 

a single dm\ n year. Bu t the partnership was hit hard in the \'iciou-; bear 

marker of 1<)7:) and 1<)74 when it fell31.9 percent and 31.:) percent in 

back-ro-back \'Cars, a'i the partnership's largest holdings, Blue Chip 

Stamp<; and New ,\ merica Fund, fell sharply. This decline \\LIS dec,pite. a" 

Charlie pms it, "ha' ing it~ major im·csrments 'irruall~ sure of C\'Cntuall~ 

being saleable at price~ higher than the quoted marker pricec;." Bur rhc 

partnership rebounded mongly in 1975, risin~ 73.2 percent, bringing 

rhe m era II rec.:oru o,·er fourteen years ro 19.t> percent (I J. 7 percent ncr) 

compounded ,tnnttal rerurns \ 'S. 5.0 percem for rhe Om\. 

t\frer rhi-. difficu lt experience, Charlie followed Warren in concluding 

char he no longer \\'antt:tl to manage funds directly for investors (\\'arrcn 

had c lo~ctl hi" own partner~hips in 1969). Instead, they resoh·ed to bu ild 

equ ity rhnlllgh ~rock ownersh ip in a holding eompnn). \\'hen \\'h<.:cle r, 

i\lungcr wa-. liqu idated, irs stakeholders rece ived shares in Blue Chip 

Scamps and l)i,·er~ified Retail in~. Late r, these shares were cor1\'erted 

inro Bcrk'ihire ll arhawtl) stock, which ended 1975 ar $38. Touay, each 

share i~ "orrh more than $85,000, making Charlie a membcr of rhe 

Forbe~ li<,t of 400 wealthiest indi,·iduals. \\'bile he doesn't mind rhe 

wealth, he regrets ha\ ing hi~ name on any such lisr. Despite his healthy 

'>elf-image, Charl ie \\Otrld prefer robe anonymous. 



Charlie Munger Investment Partnership Results 
"Table 5 is the record of a friend of mine who is a H arvard Law graduate, who set up a major law firm. I ran in co him in about 1960 and tOld him the law was fine as 

a hobby but he could do better. He set up a partnership quite the opposite of Walter's (Walter J. Schloss, another superinvesror profiled in the article). H is portfolio 

was concentrated in very few securities and, therefore, his record was much more volatile but it was based on the same discount-from-value approach. He was willing 

to accept greater peaks and valleys of performance, and he happens to be a fellow whose whole psyche goes toward concentration, with the results shown. Incidentally, 

this record belongs to Charlie Munger, my partner for a long lime in the operation of Berkshire Hathaway. When he ran his partnership, however, his portfolio 

holdings were almost completely different from mine and me other fellows mentioned earlier." 

( E\.cerpt from 'The Superinvcstors of Graham-and-Doddsvi lle," by Warren E. Buffen] 

Table 5 -- Charles Munger 

Year Mus. lnv. Investors Lehman Tri-Cont. Dow Over-all Llmfted 

Trust Stock (".4) (".4) (".4) Partnership Partners 

(".4) (".4) (".4) r"> 
Yearly Results (1) 

1962 -9 8 -13.4 -14 4 -12 2 -7.6 30 1 20.1 

1963 20 0 16 5 23 8 20 3 20.6 71 7 47 8 

1964 15 9 14 3 13 6 13 3 18.7 49 7 331 

1965 10 2 98 190 10 7 14 2 84 60 

1966 -7.7 -9 9 -2 6 -6 9 -15.7 124 83 

1967 20 0 22 8 28 0 25 4 19 0 56 2 37.5 

1968 10.3 8 1 6 7 6.8 1.7 40.4 27 .0 

1969 -4 .8 -7 9 -1.9 0 1 -11.6 28.3 21 .3 

1970 0 .6 -4.1 -7 2 -1 0 8.7 -0 1 -0.1 

1971 90 16 8 26 .6 22 4 9.8 254 23 6 

1972 11.0 15 2 23.7 21.4 18.2 83 73 

1973 -12 5 -17 6 -14 3 -21 3 -13 1 -31 9 -31 9 

1974 -25 5 -23 6 -30 3 27 6 -23.1 -31 5 -31 5 

1975 32 9 33 3 30 8 354 44.4 73 2 73.2 

Compound Results (2) 

1962 -9 .8 -13.4 -14.4 -12 2 -7.6 301 20.1 

1962-3 8.2 0.9 6.0 5.6 11.5 123.4 77.5 

1962-4 25.4 15.3 20.4 19 6 32.4 234.4 136.3 

1962-5 38 2 26.6 43.3 32.4 51 .2 262 5 150.3 

1962-6 27.5 14 1 39 5 23 2 27 .5 307 5 171.3 

1962-7 53.0 401 78 5 54.5 51.8 536 5 273 0 

1962-8 68.8 514 90 5 65 0 63 5 793 6 373 7 

1962-9 60 7 394 86 9 65 2 445 1046 5 474 6 

1962-70 61 7 33 7 734 63 5 57.1 10454 474 0 

1962-71 76 3 56 2 119 5 100 1 72.5 1336 3 592 2 

1962-72 95 7 79.9 171 .5 142 9 103.9 1455 5 6427 

1962-73 71.2 48.2 132.7 91 2 772 959 3 405.8 

1962-74 27.5 10.3 62.2 38.4 36.3 625.6 246.5 

1962-75 69.4 47 .0 112 2 87.4 96.8 1156 7 500 1 

Average Annual Compounded Rate 3.8 2.8 u 4.6 5.0 19.8 13.7 
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Warren and Rick on "Cotnmodore Charlie" 

The Channel Cm, 
Santa Barbara, 

California 

22 Poor Churlie\ Almanack 

"Warren, why do you think Charlie built this enormous 

catamaran?" 

"WeU, that's the question that's been asked throughout the nautical world 

and, actually, there ate two of us that know the answer to that. Rick Guerin and 

I had an experience in Minnesota where, on a totally calm day, not a ripple on 

the surface of the lake, Charlie managed to sink a boat with no outside help 

whatsoever. As Rick and I went down for the third time, we shouted out to 

Charlie that the next time he should get a boat with a Little more stability to 

it. We've decided that Charlie, with 3,400 square feet of surface area on his 

\ 

Channel Cat, may have finally found a b. oat that he can pilot with only a 

moderate risk of sinking it single-handedly." 

Rick Guerin adds: "As 1 came up for the first time, it just so 

happened that I was nose to nose with Warren. His eyes were as 

wide as saucers. 1t was only after 1 rescued him that I realized I 

had missed an enormous opportunity, namely, that the time to 

negotiate a reward for rescuing someone is before, not after, 

you save them. Who knows, with a little more 

presence of mind, maybe, just maybe, I would 

today be chairman of Berkshire Hathaway. By 

the way, I caU Charlie's catamaran 'Munger's 

Folly.' It's the only completely irrational 

thing Charlie has ever done." 

Charlie gets the last word: "T he boat was fun to design 

and build. What's irrational about that?" 



The; srory of Bcrk.,hire Harha"·a~ \extraordinary '>liCCCS~ under \\'arrcn and 

Charlie's leadership h<1S been told many times e lsewhere, '>O the derails \\on'r be 

rcpcarec.l here. ' I h summarize, howe\ cr. they ha,·e a spectacular track record of 

idemifying undcn alucd companies and then either buying large swkc., in the 

public markers or acquiring them outright. Regarding the Iauer, the~ ha' c acquired 

a di,·erse assortment of businesses such a<> j ohns ~ Jam illc, the Buffalo l~ ,·cning 

:'\lews, FlightSafcty lmcrnational, ct.l crs, Shaw Carpet, Benja mi n loorc Painr, 

G l ~ fCO. and Dair) Queen. Tn addition, they h<nc purchased meaningful '>takes in 

public companic'> '>uch a'> The \\'a.,hington Post, Coca-Cola. Gillette, and .\mcrican 

E'\prcss. For the mo~t pan, they ha' e held their major im estmenrs for the long 

term- in fact, the) still own almost C\ Cr) business the)\ e ever acquired outright. 

"That sounds funny, making friends among 'the 

eminent dead, ' but if you go through life making 

friends with the eminent dead who had the 

right ideas, I think it will work better for you 

in life and work better in education. It's way 

better than just giving the basic concepts." 

Charlie's affinit) for Benjamin Franklin's expan'>i\e career in go,·ernmcnt, 

bu.,iness, finance, and industry, can be found in his rrwn) speeches and \\hcne,·er he 

ho lds an audience, large or small. i\t the sc\'cnty-fifth anni,·crsa ry nf Sec's Candy, 

Charlie said, " I am a biography nut tn) '>elf. And I think" hen you 'rc trying to teach 

the great concepts that work, it help-. ro ric them inro rhc li,·cs and personalities of 

the people who de' eloped them. I think you learn economics better if you make 

r\dam Smith your friend. That sounds funnv, mak ing fr iends among 'the eminent 

dead,' but if you go through life making fr iends with the eminent dead who had the 

right ideas. I think i1 "ill work better for ~ou in life and work better in education. 

It\ way better than ju.,t gi' ing the ba'>ic concepts.'' 

Charlie on 
Being a Partner 

"A partner, ideally, is capable of working 

alone. You can be a dominant partner, 

subordinate partner, or an always 

collaborative equal partner. I've done 

all th ree. 

People couldn't bclie'e that I suddenly 

made myself a ~ubordinate partner to 

Warren, but there are some people that 

it is okay to be a 'ubordi nate partner 

to. I d idn't have the kind of ego that 

prevented it. There are always people 

who will be better at something than 
you are. You have to learn to be a 

follower before you become a leader. 
I)eople should learn to play all roles." 
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Charlie Munger's Lesson in Philanthropy 
At the end of his speech to a foundations financial offi cers group, 

entitled " Investment Practices of Leading Charitable Foundations" 

(1998), C harlie Munger speaks of 

. . . the current harmful trend in which ever more of the 

nation's ethical young brain power is attracted into lucrative 

money management and its attendant modem frictions, as 

distinguished from work providing much more value to 

others .... Early Charlie Munger [be says of himself] is a 

hurriblt: l:an:t:r model for the young, because not enough 

was delivered to civilization in return for what was wrested 

from capitalism. 

I can state from first-hand experience that "later" Charlie Munger 

has become an admirable model and has delivered much back 

to civilization. Nancy and Charlie Munger's philanthropy to 

educational and research institutions has always been steady and 

significant, if somewhat quiet, un til they began to include in their 

giving the funding for construction of important new buildings, 

24 Poor Charlie's Almanack 

which made their generosity visible. They began with the science 

center at the Harvard-Westlake School in North Hollywood, 

California, where Charlie was a trustee. T hey have continued 

here at the Huntington Library with a new addition, named T he 

Nancy and Charles Munger Research Center, and are continuing at 

Stanford University Law School with a new graduate residence that 

will house law, business, and other graduate students. 

The Huntington is an independent research library located in 

San Marino, California, established by railroad magnate Henry 

E. Huntington in 1919. Its principal purpose is the support of 

advanced scholarship in the humanities and social sciences. T he 

library's main collection strengths are British and American history 

and literature and the history of science, medicine, and technology. 

The collections number more than six million items, and the library 

hosts almost 1,800 postdoctoral scholars annually. Nancy Munger 

was a trustee for ten years and continues as Trustee Emerita. At 

the time of her active retirement, she and Charlie wanted to make 

a significant gift to the institution and decided upon the much

needed expansion of the research library's facilities. 

The resulting building, dedicated in September and fully opened 

to scholars by mid-November of 2004, is a 90,000-square-foot 

building that adds significant space for collection growth, an 

enlarged reading room for use of rare materials, offices for scholars 

in residence, new conservation and photography Laboratories, and 

a suite of offices for the institutional administration. 

What a marvelous experience it was to work with the Mungers, 

and particularly Charlie, in the design and function of the Munger 



Research Center. Charlie had specific ideas about the exterior 

design of the building, which has resulted in a neoclassical facade 

that references and complements the hjstorical builrungs on the 

Huntington grounds. Charlie left the internal function of the 

building, though, to my staff and me to develop. This was a 

complex process because we had the finite budget of their gift to 

manage and the existing library building to consider, which had 

already undergone five additions from 1929 through 1984. As the 

project progressed, I came to realize that Charlie had set a delicious 

mathematical problem before us to solve, and that like everything 

else he throws rumself into, he was looking for measurable results. 

We worked with the Earl Corporation of Pasadena, a design/ 

build company that Charlie had recommended to us, and the end 

result was a spacious, highly functional building that will serve 

our coUections and scholars through the twenty-first century. We 

not only came in on time and slightly under budget, but also as 

the building took shape, some of the Mungers' friends and a few 

foundations made adrutional contributions toward its furnishing 

and operation. As a result, we have an elegant, fully furnished, 

functional research center and four years of operating expenses, 

which will give us time to rruse endowment for its continued 

operation. 

Another important part of the quotation from Charlie's speech 

above is " ... work providing much more value to others." Nancy 

and Charlie Munger's gift to the Huntington for the Munger 

Research Center has allowed us to succeed and to provide, in turn, 

value to our scholars for this century. Value for one's money is 

as important in philanthropy as it is in investing. Thus endetb 

another important Charlie Munger lesson. 

-David S. Zeidberg 

R. Stanton Avery Director, 

The Huntington Library 

The Munger Research Center of the Huntington Library receives 

all net proceeds from the sale of this book. 

C hapter One: A P ortrait of Charles T. Munger 25 



2005 © \VWw.l\l:tnlevcn5(ln.com 

"It is a grand mistake to think of being 

great without goodness and I pronounce 

it as certain that there was never a truly 

great man that was not at the same time 

truly virtuous." 

-Benjamin Franklin 
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Franklin used his self-made wealth to achieve 

financial independence so he could concentrate on societal 

improvement. Charlie admires that trait in his mentor and 

strives to emulate Franklin. H e has had lonJ.!; involvement 

with Good Samaritan Tlospiral and Harvard-Westlake School, 

both in Los Angeles, and has chaired the boards of each. He 

and 1 ancy have a lso long supported Stanford Un iversity 

and the Huntington Library, Art Collections, and Botanical 

Gardens in San l\larino, California. They recently provided 

funding for a n1ajor expans ion to the Huntington called 

the 1\lunger Research Cente r (which will receive the net 

proceeds of this book). Although Charlie is a self-described 

conservative Re publican, chief among his causes is Plann ed 

Parenthood. H e believes that every child deserves to be born 

to a welcoming mother. He also s upports efforts to impro,·e 

the em·ironmenr and the quality of education. As the father 

of eight and grandfather of sixteen, Charlie regards his legacy 

as helping future generations inherit a better world. 

With his incisive wit and wisdom, Charl ie 1\ lunger 

continues to be an inva luab le partner ro his best friend, 

\\'arren Buffetr, and reacher to the broader business \\·orld. 

'logether, they have built one of the most successful and 

widely admired companies in history. 



Praising Old Age 
Munger's Reflections 
on Aging, Inspired by Cicero's 
Discourse of Old-Age 

I 
n 17+4, Ben Franklin was sti ll a rclati,·cly unknm' n tradesman engaged in 

printing in Ph!ladel ph ia. At that rime, he published, as a non-com mercial 

labor of love, a book conraining the firs t American translation from I ,a tin 

into Engli'>h of Cicero's deSmnllllf. Cicero had \Him:n this \\ork, prai'>ing 

old age, in rough I~ the '>i-.; rierh 'ear of his life. 

I first heard of this book in 2006 when I recei,·ed from my friends, Ani!:US 

and Lucy lcBain, an e:-.act reprint of Fmnkl in 's 17+4 translation. It ''as cnrirled 

Ciom, On 11 Lifi 11(•/1 ~'pml (2005. I ,e\ cn~er Press). I practically \\·enr into orbit 

upon seeing a \\Ork b~ Cicero rhat I could not recall e\cr ha\'ing heard of, full of 

pnti:-.c for old agc. Perhaps the lcBain-. figured I needcd an authoritative book 

e-.;pla ining rh e man~ opportunities and consolations still tl\'a ilablc ro tm.: ar age 

8.2. \\'hate,·cr their moti\ ations. rhe :\ lc Bains inspired rhc folio" tng rcHccrions. 

I practically went into orbit upon seeing a work 

by Cicero .. full of praise for old age. 

\\'hen I first learned ofCieero while '>tudying Latin at Omaha Central Hi~h at 

the rail-end of the Grear Depression. ir did nor seem sad to mc that Ciccm had 

died shortly after the ending of thc rcp trblican form of government hc loved. 

Marcus Tull us Cicero 

Marcus Tullus Cicero li,ed to age 63, a long 

\pan for a Roman of hi~ time. Then he was 

murdered io 43 B.C. by order of Marc Anthony 

for opposing continuation of the autocracy that 

had replaced Roman democracy a few years 

earlier, upon Caesar's becoming Emperor. Thus 

ended the life of Rome's greatest writer, orator 

and lawyer, who was also one of Rome's greatest 

statesmen. 
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Greco-Roman 

The Gerry Villa in Malibu, California is an 

example of classical Roman architectural 

style with Greek influences. Reopened in 
2006, the Gerty Villa showcases Greek, 

Roman and other antiquities. 

"Greco-Roman" reflects the essential unity 

of the Mediterranean world at the time 

when those cultures flourished, between the 

8th century B.C. and the 5th century A.D. 
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After all, he would ha,·e soon <.lied from some 

other cause. And all around me I could ~e<..: that in 

som<..: important sense Cicero had not fully died. 

l nuecd. it \\'as plain that Cicero dead had fan>rahl~ 

influenced man) more people than Cicero li\ ing. 

Thi!> outcome \\'as caused not b) hi'> marc) rdom, 

but by the presen·ed \\Ords of so great an author. 

l'\or had his belO\·ed republican form of 

go,·crnment perished irrctricn1bly. 1 n fact, a form 

of gon.:rnm.enr prescribed by Cicero surrounded 

me right there in Nebraska. !\ lorcover, not only 

tltc foJIIJ uuL abu the rrappings of Ciceronian 

gO\·crnmenr were present. The architccwre and 

statuar~ of Central I ligh were Creco-Roman in nature, reflecting the admirable 

desire of early :'\ebra'>kans to gi' e due credit to ancient models respomible for 

present felicity. 

His underlying philosophical view was one of 

deep and realistic cynicism about human nature .. . 

The fu ll merit~ of the peculiar form of go\'ernmcnr that Cicero had 

recommended and 'cbraska had adopted <.lid not come through to me well at 

Cenrral High, wh~..:re I did not ha\'t: an opportunity to stu<..ly the Cicero tract that 

explained it. But I Iuter came to share Cicero's go,·erniTienta l views. What he 

recommended was a combination of aspects of limited-franchise dcmocr<1C), 

oligarch~ and temporary kingship formed into an elaborate system of checks and 

balances designed ro prc\·enr an~ one politician from causing unendurable damage. 

His underlying philosophical 'ie\\' \\Us one of deep and reali<>tic cynicism about 

human nature, including a di'>taste for pure mob rule and demagogues. Thi'> 

cynicism was of courst: counterbalanced by his belief that it was the dut) of tre 



ciri;.enry, particularly it'> most eminent members, to '>en c the State and it'>' a lues 

wi<>ely and ,·i~orous l y, e\·en ifrhat required a great sacriflcc on the pan of the servers. 

t\11 ages have found chat the duty pan of this prescription is a hard se ll. Indeed, 

Cicero in his O\\ n time found it necessary to im·cnt the Larin word "morali.,," root of 

our \\'Ord moral, to help flog his fello\\ Romans in the right direction. 

What moved me ... was my recognition that in 

a value system like Cicero's I would be pretty 

likely to rise . 

. \ru.:1 1 ca1nc w :-.lwrc Cict:ro's political ,·ie\\S, I fancied many rimes that I had 

been con\'erted out of concern form~ fello\\' man. But no" I belie' e that a man 

.,<.:[dom fully kncl\\ s hi<> O\\'n mori,·e'> . . \ccordin~ly. I now think that\\ hat mm·ed me, 

in r.;ubswntial part,""'" my reco~nirion that in a value system like Cicero\ I \\'ould be 

preuy likely w rise . 

. \s i r worked our, I got more out of I i fe than l de st.: ned. . \nd the thought 

panerns that seem ro be rewarded in one's life arc U<,uall~ those which end up as 

part of one's most imense conviction ·. t\nd so 1 ha,·e come to like Cicero better and 

berrer as the year-; h•tve rolled by. At one time I even skim med 'tro llopc'~ biography 

nf Cicero in the couro.<.~ of deciding nc,·cr to recommend ir to anyone not alrc•tdy a 

Cicero addict. 

1 orwithstanding the .i\lcBains' questionable social racr in gi,·ing an old man a 

book on aging, their \\'hole judgment was perfect. Cicero\ ca lk would haH; done 

me no good at Omaha Central High, "here m~ main ambition was ro make a better 

impre.,.,ion on Shirlc~ Smails. Bm in .2006 Cicero\ di-.cu'ision of old age met an 

enrh usiastic reception. 

For instanc<.:, the very first page lightened one of my main burdens. 'l'h<.:re 

Cicero reported rhar the "thought~ rhar Ao\\'ed on m<.: ... in composing [thi-; \\ork] 

... pro,·ed so enrerram1ng and delightful to me :hat ... they ha' e [madt:j Old Age 

[appear] ... agreeable and comfortable." I lere, ob\'iou'ily, spoke a man of m~ 

"' ... 

Anthony Trollope 
( 181 5 - 1882) 

Anthony TroiJope was one of the most succe~~ful, 

prolific and respected English novelists of the 

Victorian era. Trollope wrote penetrating novels 

on political, social, and intcrgender issues and 

conAicts of his day. He also occasionally veered

~ometimcs densely- into biography, addressing 
the lives of such as Cicero and Lord Palmerston. 

Trollope's populariry continues to this day. 
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Catiline Conspiracy 

Lucius Sergi us Catilina ( I 08 BC 

- 62 BC), known in English a~ 

Catiline, was a Roman politician 

best known for his anempt co 

overthrow the Roman Republic 

and in particular the power of the 

aristocratic Senate. Cicero, hi~ 

most biucr political enemy, spared 

no denunciation in his "Catiline 

Orations." The Catiline con~piracy 
is one of the most famous events of 

the turbulent final decades of the 
Roman Republic. 
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O\\ n kind. aummaticall) enrruncetl and 

com·inced by his O\\ n "onh. 1 had long 

bdic,·ed that I had a ~ocial defect in m\ 

tendency w gain enthusiasm in the course 

of telling others \\'hat I thought they should 

kno\\'. After a ll, l often ca used antipath y 

I could partially counteract only through 

being generou<> to an e:\tent that was 

~ometimes irk-.ome. l l appil~. the great 

Cicero described this trait as a helpful 

virtut:, t:asing the process of instructing 

the world. Precise ly. But what arc we tO 

think of tht: high <>chool that had thi-; great 

man gi,·e me an extra paragraph or t\\o on the Catiline conspiracy when he could 

h<n ·e been telling me to become more confidenr about my O\\ n "ord.,? I suppose 

the am" er is that Central High wa'i a prett~ ,!!;ood place for it'> era or that many of m~ 

fellow srudenr-; were so strong in se lf-rq~ard that they didn't ha,·e 111) yo uthful need 

for reassu ranee. 

Cicero's words also increased my personal 

satisfaction by supporting my long-standing 

rejection of a conventional point of view. 

As I c.:onrinu<.:d through Cicero'-; pag<.:-;, I found much more material t:elebrating 

my wa~ of life. ,\.,the yea rs ha\'e passed, I ha' e encountered more anti more 

criticism from being lost in m~ o\\ n thoughts wht:n others \\ Crc ta lki ng to mt:. Th is 

beha,·ior. roo. i-. deemed a , ·irrue by Cicero a., he demonstrate'> in hi., appraisal of 

the a-.rronomer Gallu~ and other-. li"e him: " I low often did the ri'oin~ ~un surprise 

him, fixed on a calculation he began m ·crnight ... and how many others we ha,·e 

known in th<;ir old age [so] de lighting thcrw .. eh ·es in rhcir srttcli cs ... inge nious and 

commcndabk?" 



,\nd Cicero\" ords also increased rn~ personal sati.,faction by supporting my 

long-standing rejection of a conventional point of ,·icw. I have alwa ys refused to 

accept one interpretation of the Parable of the Pharisee and the Publican in the 

Chri-.tian Bible. l ' ndcr this interpretation, a learned. piotl'> man. ahcr a long life 

.,pent doing hi'> dm~. i'> criticized for rejoicing rhat he didn't end up like another 

man "ho beha,·cd much "orse and fe ll into a low moral and worldlY condition. 

Cicero, like me, is tota ll y against refraining from cnjoymenr of this sort of delightful 

contrast. T o him. pride in a job ''ell done is , ·asrly constructive. For instance, 

it mocinues good conduct in earl~ life because, in remembrance. you can make 

your'>elf happier" hen old. T o which. aided b~- modern knowledge, I '' ould add 

"and, besides. as )Oil par you rse lf on the back fo r lx~having well, you will impro,·c 

your fuwre conduct." 

.. . as you pat yourself on the back for behaving 

well you will improve your future conduct. 

In praise of the porcnrialiries of ath·anced age, Cicero. for pages and pages, 

recircs great accomplishments of war. -.catecraft and literawre by old and eminent 

men who are made happy by pe rforming so wel l for so long. For example, he says 

of one of the great St: ipios, " Had his life been protracted a hundred year-.. t:an you 

'>llppoo;;e it would e' cr ha,·c prm ed burdensome w him?" 

In the course of describing the'>e in-.rant:es of .,uccec;<; in old age, Cicero 

supplies interesting ftlt:tS about the Roman pol itica l sy~rem. l ie has Caw say: " It 

wa'> wirh great un~.:a~iness ro mysdf that, when Censor, I turned Lucius Flam in us 

out of the Senate. '>C\ en years after he had been comul. Buc I could not bear that 

hi., I killing a Gaul" irh his o\\·n hand'> merely to amu-.e hi., fa,·orite proc,riture who 

mi-.-.cd seeing gladiatorial deaths in Home I should pa~'> "irhour public censure." 

Ah, those were the days! GiYen such Roman power, would not any wise person 

no" approach the l'.S. Senate with delight? And perhap-. also puhli"h a li'>t of 

Senators under rc' ie\\? 

Luke 18:9-14 (IGng James Version) 

And he spake this p<trablc unto certain which 

trusted in themselves that they were righteous, 

and despised or:hers: 

Two men went up into the temple to pray; the 

one a Pharisee, and the other a publican. The 

Pharisee stood and prayed thus wir:h himself, 

God, I thank thee, that I a m not as other meu 

arc, exrortioners, unjust, adulterers, or even as 
this publican. 1 fast twice in the week, I ghc 

tithe\ of all mat I possess. 

And the publican, standing afar off, would not 

lift up so much as his eyes unro heaven, but 

smote upon his breast, saying, God be merciful 

to me a sinner. I tell you, rhis man went down 

to his house justified rather than the or:her: for 

C\Cl) one that exaltcth himself shall be abased; 

and he that humblcth himself shall be exalted. 
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M ilo or Milon of Croton 
(Late 6th century, B.C.) 

A six-cime Olympic victor in 

wrestl ing, and one of the most 

famous Greek athlete~ in antiquity, 

Milo kept on competing even 

well after "hat would have been 

considered a prime age for an 

Olympic athlete. 

Ancient sources report Milo would 

demonstrate his strength by hoJdjng 

NS arm OUt, fingers OUtStretched, and 

no man could b.:nd even rus little 

finger. Another legend majncajns he 

would rrajn in olf years by carrying a 
newborn calf on hi~ back every day. 

By the time the Olympics arrived, he 

was carrying a four-year-old cow. 

32 Poor Charlie's Almanucl. 

~ l oreO\ er, it is not enough for Cicero w praise the' irwe~ of the old. l ie 

also criticit.es the defects and foll ies of the )oung. In one case he attrib utes the 

destruction of a great gO\ ernmenr to the fo llowi ng cause: "t\ parcel of young, r<J\\ 

and ignorant orator'> ~carted up " ·ho took upon them to act a~ 'itatesmen and found 

meam to in-,inuate them~eh e~ with and manage the People." 

Cicero, learned man that he was, believed in 

self-improvement so long as breath lasts. 

Cicero generally wci~hs the norma l adva ntages of youlh as inferior w the normal 

ad\ anta~e~ uf a!!,e. To thi-, end, he points out that Agamemnon in the war on Troy 

"never once wished for n.:n more men with the strength of . \ja\. bur. instead, ''anted 

ten more '' i th the '' i'>dom of:'\ estor." 

The uge prefe rence of Cicero is c learl) attributable to his ,·alu ing, most high ly, 

srrength of mind O\'Cr '>rrength of body. In one place he reports: --~ filo is said to 

lul\ e entered into the Olympic field carr~ ing an ox on his back. ~ow, if the choice 

were gi,en you, would yo u prefer ~ f i lo\ '>rrength of body or P~thagoras' abili ty of 

m ind?" ' lo Cicero this i~ a rhetorical que'>tion with on ly one an~wer. 

Cicero, learned man that he was, belie,·ed in self-impro,·emenc so long as breath 

lasts. l ie commends Socrate~ for learning to play the fiddle late in life and another 

Roman for mastering Greek when old. Indeed. according to Cicero, the death'> of 

other~ that hurt the mo'it arc the ones of people you arc learning from. And so at 

o ne point he has Cato -;ay of Quintus Fabius l\ laximus: " I was so fond o f hearing 

him '>peak [that] I ... feared that'' hen he ,,.a.., taken from us, l ~hould ne,·er find 

another [!>uch] man to improve hy." And Cicero twice quote~'' ith relish wha1 ,,·a~ 

often said of Solon, the great man of earl~ {\thcns: "Daily learning something, he 

grew old." 

Cict:ro counsels that the study of philo..,ophy, inn life-long ~earch for ha.,ic 

cause'), i., an ideal acti,· ic~. usually sen·iceahle for old people all the ,,·ay to the gnt\'C. 



I lis prai'>C of this form of learning i'> unsrinring: "\Ye can 

ne\ er '>ufficicntl~ admire the c'.ccllcnccs of Philosophy: 

to who"e Dictates whosoe,·er .. ubmir ... he will ne,·er fail 

to find hirnsclf [easy] in any stage or condition of life." 

\\'hen I rcAccted on Cicero's lo,·c of knowledge, as 

di-;pla)ed abo,·e, J happened to remember wlur I regard 

a~ Cicero\ \\'isest and mo~t cutting critique of Rome, 

ucli' crcd "irhout the need for a -.inglc "ord: \\'hen 

Cicero wa'> Quaesror in Sicil) he '>ought our the gra' e 

of .\rchimedc:., by far tht..: greate~t mathematician of 

antiquity, and found it co,·ercd with thorns-a natural, 

dcfccr i,·c outcome in a Roman ci\' ilizution that had 

almost no imcrest in either mathematics or '>cience. 

Cicero counsels that the study of philosophy ... 

is an ideal activity, usually serviceable for old 

people all the way to the grave. 

,\s might be expected in a ''ork fir'it pub lished in .\mt:rica h) Ben Franklin, 

Cic<.:ro's di-;course often supplit..:'> recommendations regarding all sorts of conduct. 

somt.:timc'> supponed pithil) b~ rca.,ons. For instance. Cicero argues against 

mi'!t.:rly conduct b) the ekkrly rich: ··can anything be more "cn.,clcssly absurd 

than that the nearer we art.: to our journey's end, \\'C should still by in more 

provision for it?" 

~\nd fear of death is si lly and unaccepmble for this Roman. li e reasons that 

cithcr (a) you are going to a pt.:rpcwal, better afterlife, or (b) )OU \\On 't retain an) 

pain if there i-. no such outcome. 

To ( :iccro it is unwonhy that an old man would "ork w imprO\ e only what he 

wou ld li,·e ro enjoy. For hin1 rh<.: only life worth Ji,·ing is dcdica(ed in substantial 

part tu gom.l uuLcu1ne:s one cannor possib ly survi,·e w sec. 

Archimedes 
(287? - 212 B.C.) 

An ancient Greek m.Jthematician, physicist, 

engineer, aSLronomer and philosopher, Archimedes 

had one of the greateH minds in antiquity. He 

discovered principles of density, buoyancy, 

opl'ics, and, most famomly, leverage. Of this I an 
principle, Archimedes said, "Give me a lever long 

enough and a fulcrum on which to place it, and I 

shall move the world." 
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Pythagorean Philosophy 

Pythagorean geometry resolved one of the great 

problems of the day, the duplication of the square. 

The solution is known as the theorem of the 

square on the hypotenuse, or the Pythagorean 

propo~ition. More germane co Cicero's discou rse, 

Pythagorarean philosophy argues tha t there are 

three kinds of men: those who may be clas~ified 
as lovers of wisdom, lovers of honor, and lovers of 

personal gain. 

34 Poor Charlie\ Almanac!-

Earl~ reriremenr is criticized b~ Cicero a-.' irwally umhinkablc. lie cites the 

moral idea of P~ rhagoras that "no man -.hould quit his post but at the command of 

his General; that is, of God himself." 

In general, Cicero did not appraise the last part of life as inferior, constituting a 

poor residue of a better life when young. lot for Cicero is the attitude arrribured 

ro Lord Chesterfield who "ha\'ing drunk the cup of life three quarters of the way 

co the borwm " ·as no\\· willing to -.hare the dregs with some \\Calth~ " ·oman." T (> 

Cicero, if)ouli\e right, the inferior parr of life i'i the early parr. 

To Cicero, if you live right, the inferior part 

of life is the early part. 

Cicero belie' ed in the displa) of great re-.pect to clderl~ male-.. l ie rhus had 

rough I) the same good idea as Confuciu-.. ~ l oreo\'er, he coun!>els old men to stand 

up for their rights: ''Old age is e,·cr honorable when it rakes care w suppon irs 

proper rights and gives thern not weakly away but asserts them to th<.; last." 

Cicero is n<.;,·er in favor of complaining abour personal misfortune, and he 

has reason-;. For instance, he docs nm belie' c the old '>hould complain about 

diminution-. in sexual ,·igor. Instead, he thinks they should rejoice that they Jre 

now les~ like I~ ro disgrace rhcmo;ch cs or contract ,·encrcal di-.ea-.e-.. Thus Cicero 

found benefit'> in age similar w rho-.e disco,·crcd by an old friend of mine, here 

ca lled "Clot;;." Just before he died at age 75, he said to me: "I ust.:d robe uoublcd 

by unwelcom<.;, lustful thought-; about my friends' wives, but, by God, [ finally 

licked it." llo\\'(.:,·er, Cicero is not content when e,·eryone, <H 75. is more like Glorz. 

Cicero, -;rill in hi-. early ~ixrics, brag-. of hi-. <;tare in which'\ olupruou-. enjoyment<>" 

~cem inferior to "orawry ... and the Practice of Pleading." In rhi-. the great man 

may ha,·e p;ont.: roo far in extrapolating a pt.:r-.onal preference. Being the greatest 

lawyer in the \\Orld. he may ha,·e been misled by his O\\·n balance of talents. Surcl) 

the rest of us, when still i n our early sixci<.:s, will not ,·ery often pr<.:fcr litigation as 

Cicero docs. 



t\-; parr of his opposition to complaining. Cicero point-. our 

ho\\ \illy it is ro complain of reaching old age. According 

to Cicero, the best a young person can hope for is to gcr 

old before he dies, and it is not fitting ro complain about 

gcrr ing rhc best outcome you C<)llld have e,·cr reasonably 

'' anted. 

Cicero. like Caro before him, concedes rhar, in 

moderation and meriroriou-. company, the corwi,·ial imbibing 

of'' i ne i mprm·cs life. So al-.o '' irh -.ray-; ar one's counrr~ place, 

well tended by orhcrs. a practice also fa, ored by Jefferson, " ho -.bared 

Cicero's con,·icrion that such scay-; fostered sound values. 

There i-; a judge-like objecti\ e balance in Cicero rhar make-. him shade -;ome 

of hi-; obsen ations. He ha-; 'iomeonc a'ik Caro if hi'>'' ontkrful old age docs nor 

benefit from more than hie; moral ani rude. to'' ir. if hi'> old age ha-. not been 

benefited by his grcar success. Cato replies thn o;ome benefit probably came 

from rhc success. 

In re,·erse, while Cicero argues that handling a low world ly outcome wirh the 

right mora lity and diligence is just"" admirable as hand ling a high outcome. he 

concedes rhar abject po\'erty. if it come-;, is ine,·itabl~ ,going w make aged life 

difficult. 

According to Cicero, the hest a young person can 

hope for is to get old before he dies. 

Bur Cicero docs nor go c;o far a~ co concede that'' ealrh "ill protect the'' eak 

and imprm ident from misery . . \ ccording ro Cicero. the ''calrh~ arc sure w suffer 

if rhe~ arc lacking in moral and prO\ idcnrial skill. 

The most celebrated passage.: in dt' St'llf'r11flt is probably the.: following grand 

summary: "The best Armour of Old Age is a well spe nt life preceding it; 

Cato the Elder 
(234 - 149 BC) 

"Patieuce is tbe grert/es/ of rtll virtue;." 

Marcus Porcius Cato wa~ a Roman 

statesman, surnamed "The Censor," 

bur known to history as "the Elder," to 

distinguish him from Ca10 the Younger 
(his great-grand~on). lie came from 

a noted family, established himself as 
a scholar and served in a number of 

governmental offices in Rome. As Censor 

to Rome, he revised "ith unsparing 
severity the lists of senators and knights, 

ejecting many whom he judged unworth) 

on moral grounds or for their lack of 

abi lity. The expulsion of L Quincrius 

Flamininus for wanton cruelty was an 

example of his rigid justice. 
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M;uk Antony 

(83 BC - 30 BC) 

Following Caesar's assassination on the Ides 

of March of 44 BC, Cicero and Mark Antony, 

Caesar's subordinate, became rhe leading men 

in Rome: Cicero as spokesman for rhe Senate, 

and Antony as consul and executor of Caesar's 

will. But the men had never been on friendly 

terms, and their relationship worsened after 

Cicero made it clear he felt Antony was taking 

unf.1ir liberties in interpreting Caesar's wishes 

and intentions. Cicero, in a series of speeches 

called the UPhilippics," attacked Antony and 
praised his rivals. Through the " Philippics" 

and his renowned "isdom, Cicero became a 

hugely popular leader. Eventually provoked 
into forming a militia, Antony hunted down 

Cicero and reclaimed Rome. Once in power, 

Antony proclaimed Cicero an enemy of the 

state and had him executed in 43 BC. 
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a Life ernplo~ ed in rhe Pursuit of U'>eful Kno\\ ledge, in honourable .\ crions and rhe 

Practice of \ 'irwe: in ,,·hich he'' ho labour~ w impro,·e himself from his Youth, will 

in Age reap the happiest Fruirs of them: nor only because rhe~e nc\ er leave a r-. tan, 

nor even in rht.: cxtrcamest [s ic I O ld t\ gt.:; bur because a Consc ienct.: bearing Witness 

rhar our Life was we ll-spent, together with the Remembrance of past good Actions, 

yield<> an un'>peakable Comfort ro the Soul." 

[Franklin} left behind a full record of an old 

age that was among the most constructive and 

happy ever lived ... 

Do all the~e prescriptions of Cicero, if followed pretty\\ ell, rca II~ impro\'c life? 

\\'ell, b~ a •mange coincidence, Ben Franklin, the man who first published them in 

.\merica, followed the prescription<> a!> \\ell as he could. And he li,ed a ,·cry long 

life, eminent ro rhe end, and left behind a full record of an old age rhar was among 

the most constructi,·e and happy ever livt.:d. And th is happened despite many 

disadvantages he suffered, medical and otht.:rwise. 

As usual, Ben Franklin impro,·ed \\hat he found. :"\or satisfied with mere 

cheerful acceptance of an aged stare, Franklin relished the role of an old man and 

played ir joyou~l) to a fare-rhee-\\ t.:ll, "hik: abu lai.Jut i11g lU h~lp ~:t~:arc "hat he could 

not possibl) li,·e ro enjoy. Tint'>, rhe-,e ideas of Cicero worked "t.:ll for Frankl in. 

Mark Antony Roman Imperatorials 



.\ nd, no doubt. they wil l sti ll work \\el l for quite a fe" orhcr'>. 

So there is a special reason, apart from Cicero's contrihurion' co 

po litica l '>cic ncc, in keeping so man) \tatucs of C icero in our 

public places. In this way C ice ro is still be ing he lpful more rhc n 

two thousand years after lark i\ nronv rricd to rid th e worl d of 

hi s inA ucncc. 

:\ lorcO\ cr. \\'arren Buffett. a-, a '>Ort of modern baron 

carrier for a Ciceronian poinr of' ic\\, i'> now doing a good job 

in imiwting Cicero and F ranklin in old agc. l\'ot only docs 

Bufft:rt, much like Cato, stay in th<.: arena with no plan to c ,·cr 

lea ,·e . li e docs so joyo usly and whi le providing good res ul ts 

fu r LI H1:-.c..: "lro will t rust him parit:nt ly. And from a pulpit 

bui lt high by worldly succc""· he abo imitates C icero, Cato 

Franklin on Aging 

"I guess 1 don't so much mind being old, as I mind being fat and old. I should l1ave 1zo objection 
to go over the same life from its beginning to the end: requesting only the advarztage authors have, of 
correcting in a seco11d edition the foults of the first. Life's Tragedy is that we get old too soon ami wise 
too late. Wlum you're finished cbnnging, you're finished. " 

Franklin was noted for his curiosity, ingenuity and diversity of interests. He continued his career 
of inventing, writing, and statesmanship and more into old age, developing a phonetic alphabet at 
age 62. Five yeacs later, he published two of his most celebrated pro-American satirical essays: "Rules 
by Which a Great Empire May Be Reduced to a Small One," and "An Edict by the King of Prussia." 
In 1776 at age 70, Franklin assisted in writing the Declaration of Independence, radically edi ting 

Jefferson's draft. Later that year, he was dispatched to France as commissioner for the United States and 
remained there until 1785. After his return, Franklin became an abolitionist, freeing both of his slaves 
and eventually becoming president of The Society for the Relief of Free Negroes UnJawfully Held in 
Bondage. At age 81, Franklin served as delegate to the 1787 meetings that would produce the United 
States Constitution to replace the Articles of Confederation. He is the only Founding Father who is a 
signatory of all three of the major documents of the founding of the United States: the Declaration of 

Independence, the Treaty of Paris and the United States Constitution. On April 17,1790, he died in 
his Philadelphia home at age 92, leaving his famous autobiography unfinished. Carried onJy up to the 
year 1757, it omitted many of the achievements for which he is best remembered. 
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and Franklin b) communicating much that tells others what rhey should think and 

bO\\ they should bcha\ c. And his words are often made more acceptable through 

usc of insightful humor. 

This highly unusual case, I think, s hould not cause all othe rs to push so hard 

as Buffe tt docs to follow almost e\'ery prescription of Cicero. In the modern 

world, with its increased wealth and longevity, a great ma ny people li ve in to gross 

impairment, and othe rs whil e still in great condition are fo rced away from high 

worldly power when they have much life ahead of them. The re fore, some cheerful, 

non-Buffe tt-like adjustment to a reduced worldly role is usually sensible for the old . 

And, finally, it is wise for most didactic people ro heed the warning, timed tO George 

Bernard Shaw's death, that the world rewa rds gadflies, but onl y a few, with those 

usua lly chosen because , lil-.c Shaw, they tempereu morality with wit. 



Retnetnbering: 
The Children on Charlie 

From Charles T. Munger, Jr. 

O n the last day of a family ski vacation in Sun Valley when 

I was fifteen or so, my dad and I were driving back in the snow 

when he took a ten-minute detour to gas the red jeep we were 

d riving. He was pressed for time to have our family catch the 

plane home, so I was surprised to 

notice as he pulled into the station 

that the tank was still half-full. I 

asked my dad why we had stopped 

when we had plenty of gas, and he 

admonished me: "Charlie, when you borrow a man's car, you 

always return it with a full tank of gas." 

My freshman year at Stanford, an acquaintance lent me his 

car, more because friends we had in common twisted his arm 

than that he knew me all that well. The rank was half-full, and 

the Audi Fox was red. So I remembered the jeep and topped 

the tank before I brought the car back. H e noticed . We've had 

a lot of good times since, and he stood as a groomsman at my 

wedding. 

After Stanford, I learned that on that vacation we had been 

staying at Rick Guerin's house and driving Rick Guerin's jeep. 

Rick is one of my dad's friends who, on his return to Sun Valley, 

certainly wouldn't have been troubled, and was unlikely even 

to notice, if his jeep had less gas than when he left it. My dad 

still didn't skip a point of fairness and consideration. So I was 

taught that day not only how to get a good friend, but also how 

to keep one. 

Family Values at the 

Munger Dinner Table 

By Wendy Munger 

My dad often used the 

forum of the family dinner 

table to t ry to educate his 

children. His favorite 

educational tools were the Morality Tale, in which someone 

faced an ethical problem and chose the correct path, and the 

Downward Spiral Tale, in which someone made the wrong 
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choice and suffered an inevitable series of catastrophic personal 

and professional losses. 

His specialty was the Downward Spiral Tale. He could 

really warm to the topic of apocalyptic consequences. He 

used such extreme and horrific examples that we were often 

simultaneously groaning and laughing by the time he finished. 

He's in a league of his own when it comes to describing negative 

outcomes and the lessons to be learned from them. 

His Morality Tales were more straightforward. I remember 

the story my dad told his kids, then ranging from age five to 

twenty-five, about a financial officer at one of his companies 

who made a mistake that resulted in the loss of hundreds of 

thousands of dollars to the company. As soon as this officer 

realized his mistake, he went immediately to the president of 

the company and told him about it. My dad told us that the 

president then said, "This was a terrible mistake, and we don't 

want you ever to make another one like it. But people make 

mjstakes, and we can forgive that. You did the right thing, 

which was to admit your mistake. lf you had tried to hide the 

mistake, or cover it up for even a shore time, you would be 

out of this company. As it is, we'd like you to stay." I think 

back on this story every time I hear of yet another government 

official who chose the cover-up instead of the honest confession 

after making a mistake. 

r don't know why I use the past tense in describing my 

dad's educational efforts at the dinner table. His oldest children 

are heading toward their sixties, the table is now crowded 

with grandchildren, and he's still using his distinctive style of 

storytelling to keep us on the side of the angels. We're very 

lucky to h~ve him at the head of our table. 

40 Poor Charlie's Almanack 

From William H. (Hal) Borthwick 

It has been a fascinating and wonderful fifty years (nearly) 

since Charlie and my mother were married. There were many 

opportunities that I offered Charlie for formative education. 

H ere are a couple: 

1. Do the job right the first time. 

This story goes back to Minnesota times. One of my jobs 

as a driving-age teen was to pick up and deliver the housekeeper 

from the town of Cass Lake. This wasn't just a drive down 

the street; the boat had to be driven across the lake to the 

marina where I would hop into the car to drive to town, and 

then the process 

was reversed. 

Part of the job 

in the morning 

was to pick up a 

newspaper wruJe 

I was in town. 

Well, one day a big 

storm blew in-

rain, waves, wind, 

etc., big-time. 

The " Blue Viking" 

With all the excitement and difficulty, I rud get to town in the 

morning and returned with the maid, but forgot the paper. 

Charlie and I had a one-second or so discussion after I answered 

the question, "Where's my paper?" in the negative. "Go back 

and get the paper and never forget it again!" So, back 1 went 

through the storm to get the paper, bouncing in the waves with 

rain sheeting off the boat, thinking co myself that T wasn't going 

to allow anything like this ever to happen again. 



2. Be responsible. 

Charlie's mother drove herself from Omaha to Minnesota 

each summer. When she was there, we used her car for 

errands. There was but one set of keys, and while I was playing 

with friends in a sailing boat on the lake, the keys fell out of 

my pocket into five feet of murky water. I went home and 

confessed. Of course, in the Great North Woods, there aren't 

many locksmiths, and with Charlie, there wasn't patience 

for such stupidi ty. The solution, again in about a second, 

was: "Go out with your friends and keep diving till you get 

those keys, and don't come home without them." After about 

two hours of diving, with the sun sinking like a stone, the 

miraculous glint of metal in the weeds was before my eyes, and 

I could go home. 

T here are a lot of these gems from Minnesota because, in 

those days when Charlie worked so hard and so long, that was 

the only meaningful time we spent with him. During the work 

weeks, he was off before dawn and home abou t dinner time 

and then studied Standard & Poor's and, later, would spend a 

couple of hours on the phone with Warren. 

From David Borthwick 

Many years ago, Father decided our Minnesota lake cabin 

absolutely had to have a tennis ball practice machine for the 

court that had been built a few years earlier. While he certainly 

wanted the children to groove their groundstrokes, there was 

a bit more to it than that. For it was Father who was out on 

court more than anyone, with the machine positioned so he 

could endlessly practice-volley close by the net. Before long, 

he mastered the well-placed easy put-away volleys, the kind 

of shots everyone else instinctively tried to kill bu t usually hit 

into the net or ten feet out. By working on the tennis version 

of golf's short game, which few others could be bothered to 

practice, Father, as he's done throughout his life, gave himself 

a fair if maddening competitive advantage. 1 really dreaded 

playing against him, especially in doubles where the netplay 

really counts. Thank God it was tennis, not business. 

Thinking about Father made me remember a long-ago 

humorous TV beer ad in which a smartly dressed man at a 

table is so engrossed in his glass of beer as to be oblivious to 

a rampaging bull charging a bullfighter right in front of him. 

He doesn't flinch even when the bull smashes the table in to 

matchsticks. The announcer's tagline was "Try . .. beer for a 

truly unique experience," or something like that. 

Take away the beer and substitute the financial market 

listings, architectural plans, or a scholarly biography of Keynes, 

and you have a dead-on comedic take on Father night after 

night in his favorite chair poring over something, aiJ but deaf 
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to the roughhousing younger children, a blaring TY, and Mom 

trying to summon him to dinner. 

Even when not reading, Father was often so deep in 

contemplation that a routine drive to take Molly and Wendy 

back to Pasadena could have turned into an excursion to San 

Bernardino without Mom calling out the correct freeway 

turnoffs. Whatever was on his mind, it wasn't the outcome of a 

football game or a botched golf shot. Father's ability to Ch inese 

wall off the mosr intrusive distractions from whatever mental 

task he was engaged in-a practice alternately amusing and 

irritating if you were trying to get his attention-accounts as 

much as an~hing else for his success. 

From Molly Munger 

When I went to college in 1966, I was very lucky to have 

been thoroughly steeped in Daddy's influence. In an angry and 

radical era, I would buy the Wall Street journal or Fortuue at 

the subway kiosk just outside the college gates, tuck it under 

my oxford cloth arm, and stride off to economics and business 

classes. People were occupying the dean's office, going to jail. 

I was in the basement of the Lamont Library learning how to 

read a balance sheet. 

Daddy raised us to be skeptical, even contrarian, and that 

was a particularly helpful way of thinking to carry into the 

maelstrom of the late sixties. Over many years, sitting in the 

library at our house on }w1e Street, he had told us often fLmny 

stories of people who either followed the group too blindly or 

lashed out coo reflexively. "Crazy," "maladjusted," "pompous," 
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"self-satisfied"-we knew from his adjectives what he thought 

we should avoid. 

In Minnesota, he found a way to hard-wire the same 

message into our very bodies. He had arranged for the old 

Larsen Boat Works to make us an "aquaplane," a heavy wooden 

affair we stood on as he towed it behind the boat. He would 

make sharp turns to see if we could hold on, and the only way 

to avoid the disgrace of a fall was to keep shifting weight to 

compensate for the extreme angles. Then, and on into the 

future, l would always be 

viscerally terrified if it seemed 

any thought or activity was 

getting out of hand in one 

direction or another. 

When I was in college, 

Daddy had seven other 

children to raise, worked in 

a seedy part of Spring Street, 

and owned but one company, 

a small, grimy outfit that made 

motor additive. But he saw 

these were unhinged times. 

Tl1.: AyuaplaJit: 

He sent me the allowance of a much richer father, keeping me 

in professionally ironed shirts and making me feel sharp as a 

bandbox. From 3,000 miles away, he continued to help me 

keep my balance. 

l could go on. Suffice it to say that our father has always 

known what he was doing, as a parent as in so much else. 

appreciated it greatly. I still do. 



From Emilie Ogden 

"You have your father's 

hands," my husband remarked 

out of the blue, as we shared 

a glass of wine. I looked at 

him, a little stunned, not by 

the comparison, bu t by his 

telepathy. I had been devising 

a short piece about my father, 

and the very subject had been on my mind. 

I had already noticed that my oldest son's hands are like 

his grandfather's, with fingertips slightly square, and nail 

beds shaped like teacups rather than ovals. But it's something 

about the way our hands take positions that first sparks the 

comparisons. My father, my son, and I all cross our hands 

behind us in the same distinct manner, the left hand holding 

the wrist of the righ t, as we walk, minds elsewhere. 

"What is it about my hands, exactly, that reminds you of 

my father's?" I asked. 

" It's in the 'U' where your index finger curves into your 

thumb," he said, showing me. "It's the way you hold things 

there.'' 

My father is holding his hands out above me. His fingers 

are curled, and his thumbs are pointing at each other, like 

handles on a bike. I reach my girl arms up straight, and I grasp 

each of his thumbs as he lifts me off the ground. l hang on 

delighted until my strength is spent. And when one child is too 

big for "thumbs," there is always another, on down through the 

line of grandchildren. 

Sometimes we'd get him to put down the Wall Street 

j our·nal and play "sandwich." As he sits in the green armchair in 

the library, we pile on like the bacon, lettuce, and tomato of a 

BLT, his hands squeezing us together in a multilayered hug. 

My fa ther holds a perfect chicken egg. We've won the 

father-daughter egg toss, earning me one of my favorite 

possessions: a marble cube sprouting gilt acanthus leaves, with 

a life-size golden replica of an egg on top. T his trophy sits on 

my desk, reminding me of the sunny day when my dad was so 

present and so gentle as to keep a flying egg from breaking in 

either of our hands. 

My father's hands know the tensile strengtl1 of different 

fi shing lines by feel. They tie on a chartreuse jig or a plain old 

hook. His hands rise to his lips where he cinches his knots 

with his teeth and bites off the extra line. His hands get wet 

reaching in to tin bait buckets. They pinch twisting black 

leeches or one of Leroy's famous minnows, "guaranteed to 

catch fish, or die trying." His hands hold yellow-green Zingers, 

pickles so spicy-hot a bite will bring a laugh, and peanut butter

mustard sandwiches. 

My fa ther's hands rise early, with the rest of him, and 

appear at the edges of the business pages. In Minnesota, he 

might crumple this newsprint into loose balls, build kindling 

pyramids, strike long hearth matches, and press spade-shaped 

wooden bellows. With tl1e fire lit, he might cook blueberry 

buckwheat pancakes on the Ben Franklin wood stove, using an 

old wood-handled spatula with chipped red paint. 

Bu t if you play Password and give the clue "Charlie 

Munger's hands," anyone will first answer, "books." No matter 

where he is, his hands are always holding open a volume, 
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typically a Ben Franklin biography, or the latest treatise on 

genetics. One might also answer ''graph paper," for the 

buildings he's been designing. 

When T think of my father's hands, 1 also see them up on 

stage, in front of thousands in Omaha every year. His fingers 

encircle a Diet Coke, pinch peanut brittle or the stick of a Dilly 

Bar, or t ry to search incognito through a See's Candies' box, 

zeroing in on the rum nougat. His hands are crossed in &ont 

of him, as he shakes his head saying, "I have nothing to add." 

Or they move to the rhythm of a longer philosophical answer, 

making aU the hands in the stadium clap together. 

My father's hands, gesturing alongside every colorful joke 

and guiding story, have molded me as mrely as a sculptor's. 

I can be nothing but glad, and grateful , for the touch of my 

father's hands in mine, and in my son's. 

From Barry Munger 

Several years ago, I came across a book by Calvin Trillin 

called M essages from My Father, a memoir about Trillin's fa ther, 

Abe, who was born in the Ukrain e, grew up in Missouri, and 

spent much of his career operating neighborhood grocery stores 

in Kansas City. Abe Trillin regarded thrift as a moral virtue, 

paid his bills the day they arrived, and got up at four in the 

morning, six days a week, to pick the produce for his stores. 

A man of few words, he was nevertheless convivial, trenchantly 

funny, and spoke naturally to small children. He was skilled at 

cards. He was sardonic, but had an underlying optimism that 

one coLud get along in the world with the proper outlook and 

character. 
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T he fact that my father shares many of these qualities, even 

if he's not known for his discernment about produce, does not 

fully explain my attachment to this light, deft, and anecdotal 

little book. Reading it somehow conjures my father for me, 

even though in the broad outlines of his life, my father has 

almost nothing in common with Abe Trillin, other than the fact 

that my father once worked part-time at a Midwestern grocery 

store, Buffett & Son in Omaha. 

Like my father, Abe Trillin had a fundamental reserve, 

partially Midwestern in origin, that was at odds with his 

personable qualities. He did not regard a long drive in a car or 

a fi shing outing as an opportuni ty to "catch up." He did not 

linger on the telephone. His son eventually came to marvel at 

"how much my father managed to get across to me without 

those heart-to-hearts tlut I've read about fathers and sons 

having in the study or in tl1e rowboat or in the car." The title 

lvfessagesfrom My Father comes &om the author's surmise that 

his father must have been communicating his expectations 

through coded messages. "It's possible that my father had a 

code so subtle that J didn't know of its existence," he writes. 

Anyone w ho knows m y father knows that his mruu1.er 

of expression is not always subtle, but he has many ways of 

sending his messages. If he doesn't like the way his bridge 

partner plays ou t a hand, for example, he might say, "You 

played that like a plumber," but if he wants to offer serious 

cow1sel to one of his children, he is more likely to couch the 

message in an anecdote, preferably deli vered in a group setting 

so that no one is singled out. In both instances, he appears 

blunt and avuncuJar- that inimitable Charlie- but at the card 

table, he uses a lack of indirection for harmless ribbing, and 



at the dinner table, he uses indirection to spare feelings. He's 

more subtle than he appears. 

A friend of mine recently began 

an anecdote about my father 

by saying, "So your dad's 

sitting in hjs chair, like 

Rushmore .... " I knew 

exactly what he meant. 

Not many people can 

summon up the image 

of a 5,700-foot granite 

mountain and the faces of four 

presiden ts simply by taking possession of an upholstered chair, 

but my father can. AJJ of the Munger children have at one time 

or another approached Rushmore to make a request and felt 

like Dorothy approaching Oz, except that Oz was more voluble. 

Rushmore did not always respond. Sometimes my father 

made a low steady noise from somewhere around his larynx, as 

though Rushmore had gone volcanic, but that was not so easy 

to interpret. Can you be more subtle than silent? 

Unlike Abe Trillin, perhaps, my father really does send 

messages, in the form of speeches he has written, letters he has 

received and sent, and articles from varied sources about social 

pol icy, psychology, business ethics, and law, among other topics. 

Many of them appear in this book. What doesn't appear is the 

note my father scrawled on the enclosure. The note is usually 

extremely brief, and often just a "send to" list, but every once 

in a while the note wiU have a wry fi llip, like this one from 

1996, which was appended to a long appreciative letter from a 

Berkshire H athaway shareholder in Sweden. "I hope you find 

this amusing," my father wrote. " If only I had the influence 

with my wife and children that I have in some other quarters!" 

When I finished the Trillin book, I sen t i t to my father. 

Even if he didn't recognize himself in it, J figu red he would 

enjoy the book's Midwestern milieu, the immigrant strivi ng 

of the Trillin family, and the humor. The book is written 

with so much affection that l thought I could even use it to 

communicate such feelings to my dad indirectly, which is the 

preferred route. At the very least, J thought the book might 

reassure my father that his messages were being received, even if 

they were not always heeded. 

About a week later, the book came back, in a padded 

envelope, with an address label supplied by his secretary. T here 

was no note, so J wasn't sure whether he had read the book 

or rejected it. It seemed untouched, so I concluded that my 

message had gone unreceived, loose pages tossed on Rushmore. 

Not much escapes my father, however. It turned out that he 

had simply instructed his secretary to send copies to the whole 

family. 

From Philip Munger 

Some of my most affectionate memories of my father are 

of shopping for clothes at Brooks Brothers and Marks and 

Spencer. Most people already know that Father is not a big 

fashion man. H e once said that he was nonconformist enough 

in his behavior and opinions that it made sense to chart a very 

straigh t course in attire. His going along wi th normal social 

customs and his sense of humor, he said , were what allowed his 
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otherwise sometimes prickly temperament to harmonize with 

other people. 

I vividly recall going 

with my Father to 

Brooks Brothers, when 

it was still housed 

in that beautiful 

old wood-paneled 

building in downtown 

Los Angeles, to buy 

my first serious suit. 

I must have been 

about eleven or 

twelve. I can see 

those polished brass 

elevator doors opening. We looked through the racks. Father 

picked out a pin-striped charcoal grey suit. When J was sixteen, 

we went to buy another suit, this time a three-piece, which I 

wore religiously during my debate days. It kept the icy wind 

blowing off the lake at Northwestern, during a tournament, 

ar bay. We bought, at the same time, a pair of wing-tip shoes 

for my summer stin t at the Daily journal (a coming of age 

ceremony required by Father for each boy), shoes which have 

lasted till this day. There is another theme here. W hen we 

bought a brown tweed coat at Marks and Spencer in London, 

Father said, "This will always keep its crease." H e admired both 

stores because they were durable institutions and because their 
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merchandise was, too, and fairly priced. Durabili ty has always 

been a first-rate virtue in my father's view, along with ritual and 

tradition. H e never had a desire to change his primary habits, 

sartorial or otherwise, once he had, like Franklin, acquired 

them. 

T still shop at Brooks, partly because each year at Christmas 

Father gives every child a gift card, which is perfectly timed 

for the winter sale. But I always end up going more often 

than that. One year, !used his largess to purchase trousers 

with pleats. My father looked at them askance and said, "Do 

you want to look like a jazz drummer?" In New York, Brooks 

is still housed in its grand old building. I think of my father 

every time I go; I'm very attached to the place. When I went 

to study at Oxford, in winter 1988, he gave me an old Brooks 

coat of his, dating from the forties, of a sort of tannish-olive 

hue, I think, with a warm zip-in lining. As I walked home from 

the Bodleian Library each night, that nasty damp penetrating 

English cold would not get through. When I returned to the 

United States, r realized I had left the coat on a bus. I wept at 

the loss. Even now 1 wish 1 had that coat. 



Celebrating their forty-fifth wedding anniversary with the family in August 2001 in Kent, England. 
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Friends Have Their Say: 
"Charlie's Smart, Curious, 
Focused ... and a Little 
Absentminded." 
"We all have our little quirks-my 

family and friends tell me I'm sometimes 

absentminded and opinionated. Maybe 

they're right." 

- Charles T. Munger 

Roy Tolles, friend and business 
associate since 1946 

"charlie has a desire to understand exactly what makes 

things happen. H e wants to get to the bottom of 

everything, whether it's something of serious interest to him 

or not. Anything that comes to his attention, he wants to 

know more about it and understand it and figure out what 

makes it tick." [Editor's Note: Roy Toiles passed away February I, 2008.] 

Glen Mitchel, friend since 1957 

"He knows how to take all of his brains and 

all of his energy and all of his thought and 

focus exactly on a single problem, to the exclusion of 

anything else. People will come into the room and pat 

him on the back or offer him another cup of coffee 

or something, and he won't even acknowledge their 

presence because be is using one hundred percent of his 

huge intellect." 



Bob Bird, President, Wesco Financial, 

friend and business associate since 1969 

" 'VJhen Charlie is in deep thought, he often loses 

W track of a lot of what's going on around him, 

including social niceties. I remember that when we 

were negotiating with Cenfed to have them take over 

our savings and loan business, Charlie and I went over 

to their offices to meet with their CEO, Tad Lowrey. 

We had a perfectly wonderful meeting-Charlie can put on the charm if he puts his mind 

to it-and we were winding things up very satisfactorily. 

"Tad walked us to the elevator. Just as we got there, the elevator door opened, and Charlie 

walked directly inside. He never said goodbye, never shook hands, nothing. Tad and I 

were left standing there, smiling and speechless." 

Warren Buffett, 

friend and partner since 1959 

"I was in New York City with Charlie 

to attend a Salomon Brothers board 

meeting. We had come out of the building 

and were standing on the sidewalk, discussing 

what had transpired at the meeting. At least, 

that's what I thought we were doing, for 

suddenly I realized that I had been talking to 

myself for some time. I looked around for Charlie, only to see him climbing into the back 

of a taxicab, headed off to the airport. No goodbye, no nothing. 

"People think it's Charlie's eyes that cause him to miss seeing things (Charlie lost his vision 

in one eye many years ago due to complications from cataract surgery). BUT IT'S NOT 

HIS EYES, IT'S HIS HEAD! I once sat through three sets of traffic lights, and plenty of 

honking behind us, as Charlie discussed some complex problem at an intersection." 
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Dick Esbenshade, friend and business 

associate since 1956 

"'VJhen it comes to being curious and 

W focused, when Charlie gets interested in 

something, he REALLY gets interested in it. I 

remember three talks he prepared and presented 

to our law firm on some of what he referred 

to as 'the eminent dead' he had encountered 

through his extensive reading: Isaac Newton, 

AJbert Einstein, and Simon Marks. In particular, 

I remember the central message of the talk on 

Simon Marks (of retailer Marks and Spencer): 

'Find out what you're best at and keep pounding 

away at it.' This, of course, has always been 

Charlie's basic approach to life." 

Howard Buffett, 

son ofWarren Buffett and 
friend of Charlie,s since 1959 

"For years, I would see Charlie at our Southern 

California beach house. I remember having 

'conversations' that were essentially one-sided, feeling like 

I should have a dictionary at my side to look up all the 

words I didn't understand. I remember not saying much, 

being scared to ask a question and appearing stupid. He's so 

darned smart, like my father, in the stratosphere. 

"I've been quoted in the past (out of context, of course) as saying my father is the second 

smartest person I've ever known, Charlie being the first. To keep peace in my family, I 

have no comment on such reports." 



And Bill Gates Has His Say: 

"Ben Franklin once said, 'I cannot conceive otherwise than that He, 

the Infinite Father, expects or requires no worship or praise from 

us, but that He is even infinitely above it.' 

"I think the same can be said of Charlie Munger-despite any accolades 

from me or others in this book he will still be his own best critic as well 

as the person who appreciates his own jokes the most. 

"Warren told me before I met Charlie that he was the most amazing 

business partner a man could have. He also warned me not to expect to 

get a word in edgewise when talking to Charlie because even at a cocktail 

party Charlie would hold his hand up to prevent others from starting to 

speak while he took a drink. 

"H e also warned me that Charlie might not be the best person to choose 

as a boat captain, relating a story where he managed to sink a boat in a 

totally calm lake with no other traffic by going full speed in reverse with 

a low transom on the stern. 

"Charlie exceeded even the high expectations that Warren set. He is 

truly the broadest thinker I have ever encoumered. From business 

principles to economic principles to the design of student dormitories to 

the design of a catamaran he has no equal. 

"Our most memorable correspondence was about stock options and their power to distort business results. Our longest correspondence 

was a detailed discussion on the mating habits of naked mole rats and what the human species might learn from them. 

"Charlie has the ability to capture knowledge with simple descriptions. When discussing the intelligence of offspring, he refers to the 

'genetic lottery.' When discussing venture capitalists who defend stock options, he deems them 'no better than the piano player in a 

whorehouse.' When discussing the deleterious effects on efficiency of cost-plus contracts, he likes to say 'even the mule knew to 

slow down.' 

"This book capturing Charlie's wisdom is long overdue." 
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Chapter Two 

The Munger Approach 
to Life, Learning, and 
Decision Making 

((Take a simple idea and take it seriously." 

-Munger 

D 
cspite being largely self-taught, Ben 
Franklin \tvas spectacularly s uccessful in 
such diverse fie lds as journalism, publishing, 

printing, philanthropy, public service, scie nce, 
diplom acy, and i nvcn tin g. :-- tuch of Franklin\ 'ilH.:cess was due 

to the essentia l nature of the man- most especially his appetite for hard work bur 

also hi~ i n~at i <tble curiosity and patient demeanor. Above all, he possessed a quick 

and\\ illing mind that enabled him to easi l) master each ne\\" field of endeavor he 

cho'>e to underrake. It is not '>urpri'>ing that Charlie I\ Iunger con'iiders Franklin hi~ 

gn::atc'>t hero, for \Iunger i~ also large!~ self-caught and '>hare-; man~ of Franklin's 

unique characteristics. Like Franklin, Charlie has madc himself into a grandma'>tcr 

of preparation, patience, discipline, and objectiYity. He lut'i parlayed these 

accribtHcs inco grcat success in both his personal and business endeavors, especial ly 

in his investing. 
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Business as an Ecosystem 

"When we try to pick out anything by itself, we 
find it hitched to everything else in the universe." 

- John Muir 

" I find it quite useful to think 
of a free market economy-or 
parcly &ee market economy
as son of rhe equivalent of an 
ecosystem. Just as animals 
flourish in niches, people who 
specialize in some narrow 
niche can do very well. 

"This is a very unfashionable 
way of thinking because early 
in the days after Darwin 
came along, people like the 
robber barons assumed that 
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the doctrine of the survival of 
the fittest authenticated them 
as deserving power. But the 
truth is that it is a lut like: an 
ecosystem. And you get many 
of the same results. 

"In business we often find 
that the winning system 
goes almost ridiculously 
far in maximizing and/or 
minimizing one or a few 
variables-like the discount 
warehouses of Costco." 

'I(> Charlie, successful im c., ring i~ simply 

a b) product of his care full) organized and 

focused approach to life. \\ arren Buffcn once 

said, "Charlie can analyze and evaluate any 

kind of dea l faste r and morc tl<.:<.:urarcly than any 

man alive. He sees any ,·nlid \\'<.:akne~s in sixty 

.,ccond'>. I Ie is a perfect partner." \\'hy does 

RutTen proffer such high prai.,c? T he answer 

lie.., in the markedly original approach ~lungcr 

applies w life. learning, and decision making

the principal subject of this O\ t.:n·ie,,·. 

A \\'Ord to rhe wise lx:fore wt; begin: (;j, en 

the complexity of Charlie\ approach, what 

folio".., i-. nor inrended a'> a "ho" -to" ksson for 

the a-.piring im·estor. lnsrcad. it is a general 

o\·e rvie\\ of "ho" he seem-. w do it." Our goal 

here is w present the basic outline of Charlie's 

app roach to prepare you for the voluminous 

tkrai ls that follow in the rt.:~t of thc book. If you 

arc an'\ious to get to the h<.:arr of the n1aner. the 

"~ l ungerisms: Charlie l n'>cripred" and .. Eic\'en 

' l ~llk -;" secrions-pre~ented \'erbarim in Charlie's 

O\\ n \\'Ords-arc the be-;r '>OLm:e for exacting 

"how-co" advice on a broad range of topics. l lcre 

we wi ll content ourselves with a presentat ion of 

the gent.:ral though t process<.:'> Charl ie employs 

when considering an im·eqmcnr, followed by an 

outline of his guiding im·<.:~rmenr principles. 



Munger's "Multiple Mental 
Models" Approach to Business 

Analysis and Assessment 
"You mmt know the big idea' in the big disciplines and usc them routindy-aJI of them, 

not ju\t a fe\\. 1\lost people are trained in one model- economics, for example-and try 

to \Ohe all problems in one ''·H· You know rhe old saying: 'To the man "ith a hammer. 

the \\Orld looks like a nail.' I hi~ i\ a dumb way of handling problems.n 

Charlie\ approach to im C'>ting i'> quite different from the more mdimentar~ 

:-.ysrems used by mo~t inn.:stors. ln'>rcad of making a supcrticia l stand-a lone 

as:-.essment of a company's financial information, Charlie..: conducts a comprehensi,·c 

ana ly"i" of both the internal workings of the in vesrm~.:nr candidate us well a:-. rh~.: 

larger. inregratcd "ecosystem" in\\ hit:h it operates. r lc call'> the toob he uses(() 

conduct rhi'> re,·ie,,· "~ l ultiplc ~!ental \ lodck" These model<., discussed at length 

in '>C\ era! of the Talks k'>peciall~ number" ' I\, o, Three, and Four), sen-e as a 

fmmc'' ork for gathering, pron:ssi ng, and acting on information. They borrow from 

and ncar!~ st itch rogcthcr thc anal) tical tools. mcthods, and formu la<> from such 

"You have to realize the truth of biologist 

julian Huxley's idea that, 'Life is just one 

damn relatedness after another. ' So you must 

have the models, and you must see the 

relatedness and the effects from the relatedness. " 

traditional disciplint:s as history, psychology, physiolog~. mathematics, engineering, 

biolog). physics, chcmistr~. smti'>tic-., economics. and ~o on. T he unassailable logic 

of Charlie\ "ccosysrem" approach w irH C'>tment analysi\: .lusltts multiple fru1ot-s slltlpt' 

almost t"i.'t'IT ·'J'Siem, mllltiplt• modd1 fmmtt r:arit'ly of disrip!itll'S, ttpplif'rl 'U!:it!t flue/If')'. llrf 

neerll'rl to mtdt•txltmd t/:111 .I)'Sit'/11. ,\ s j ohn ~ l uir obst:r\'cd abom the interconnectedne'>\ 

of narurc, "\\'hen ,,.e try to pick o ut anything by itse lf. we nnd it hitched w 

e\·t:rything else in the uni\·crse." 

A Latticework of 
Mental Models 

"Simplicity is the end result of long, bard 

work, not the starting point." 

- frederick Maitland 

" I've long bclic\Cd that a certain system

which almost any intelligent person can 

learn- works way better than the systems 

that mo;t people use. What you need is 

a latticework of menral models in your 

head. And, with that ~stem, things 

gradually get to fit together in a way that 

enhance~ coenitinn. 

" Howe\'er, my particular approach seldom 

seems to get through, e\'Cn ro people of 

immense ability. Things usually die after 

going to the 'Too-liard' pile." 

-Munger 
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A Willingness 
to Change His Mind 

"raced with rhe choice berwccn 

changing one's mind and pro,·ing there 

i~ no need tO do so, almost everyone 

gets busy on the proof." 

-John Kenneth Galbraith 

Charlie has developed an unusual 

additional attribll£e-a willingness, 

e'en an eagerness, to identifY and 

acknowledge his own mistakes and 
learn from them. As he once said, " If 

Ber~hirc has made a modest progress, 

a good deal of it is because Warren and 

I are very good at destroying our own 

best-loved ideas. Any year that you 

don't destroy one of your best-loved 

ideas is probably a wasted year." 

Charlie likes the analogy of looking at 
one's ideas and approaches as "tools." 

" \XIhen a better tool (idea or approach) 

comes along, what couJd be berter than 

to swap it for your old, less useful tool? 

Warren and I routinely do this, bur 

most people, as Galbraith says, forever 

cling to their old, less usefulrools." 
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Charlie '>eck'> w discm·er the uni\cr\c hitched to each of hie; imc'>tmem 

candidate\ b) gain ing a firm gra~p on all, or at least most, of the rek,·anr factors 

comprising both its inrernal and external em·ironment. \\'hen proper!) collected 

and organized, his 1\ lulriple len ra i l\ lodels (about one hundred in nt1mbcr, he 

estimates) provide a context or " lattice\\'ork" rhar leads to remarkable insights as ro 

Famously willing to change his mind, Thomas Alva Edison 

(1847- 1931) found " 10,000 ways that won't work" in his 

ultimately successful pursuit of the incandescent bulb. 

the purpo-;c and narure of life. 

~ lore pertinent to our purpose 

here, hi'> model... '>Lippi~ the 

anal\'tical '>mlcture that enables 

him ro reduce the inherent chaos 

and confusion of a complex 

investment problem into a 

clarified scr of fundamenul<;. 

Espcciall~ important examples 

of rhec;e modcb include rhe 

redundancy/backups~ stem 

model from engineering, the 

compound interest model from 

mathematics, the breakpoint/ 

ripping-moment/a utocatalysis 

models from ph) '\ic~ and 

chcmistr~. the modern 

Darwinian'>) nrhesis model 

from biolog). and cognitive 

m isjudgment models from 

psychology. 

The ncr result of this broad-spectrum analysis is a heightened understanding 

for ho\\ rhe man~ factors affecting an im C'>tment candidate blend and link ro one 

another. Sometime 'I this under'>tand ing rc\ cals the existence of second order. 

"ripple," or "spillover" effects. Other ri mcs the factors employed combine to creace 

enormous "/ollttfJIIIoozrt-leve/ rP.wlls," good or bnd. By applying this framework, 



T·H·E L·O·L·L·A·P·A·L·O·O·Z·A 
E·F·F·E·C·T 

"Of course, the term Munger has coined for factors which reinforce and greatly amplify each orher is 'LoUapalooz.a Effect."' 
- Henry Emerson, Ediror, Outstanding lnv~stor Digest 

"The most important thing to keep in mind is the idea that especially big forces often come out of rhese one hundred models. When several 

models combine, you get lollapalooza effects; this is when two, three, or four forces are all operating in the same direction. And, frequently, you don't 

get simple addition. It's often Like a critical mass in physics where you get a nuclear explosion if you get to a certain point of mass-and you don't get 

anything much worth seeing if you don't reach the mass. Sometimes the forces just add like ordinary quanti ties and sometimes they combine on a 

breakpoint or critical-mass basis. 

"More commonly, the forces coming out of these one hundred models are conHicting to some extent. And you get huge, miserable tradeoffi. 

Blll if you can't think in terms of tradeoffs and recognize tradeoffs in what you're dealing with, you're a horse's patoot. You clearly are a danger to 

the rest of the people when serious 1.hiuking is being done. You have to recognize how these things combine. And you have to realize the truth of 

biologist Julian Hwdey's idea that 'Life is just one damn relatedness after another.' So you must have the models, and you must see the relatedness 

and the effects from the relatedness." 

- Outstanding Investor Digest, December 29, 1997 
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Multiple Mental Models 

"I'll Do It Myself" 

"When my friend Buffett and I left our respective 
graduate schools, we found huge predictable patterns 
of obvious extreme irrationality in the business 
world. T his irrationality was grossly important in 
what we were trying to do, yet it had never been 
mentioned by our professors. Our solution, one we 
learned at a very early age in the nursery: "'Then I' ll 
do it myself," said the Little Red Hen.' 

"So if your professors won't give you an appropriate 
multidisciplinary approach, if each wants to overuse 
nis own models and underuse the important models in 
other disciplines, you can correct that folly yourself." 

,, 
'. 
' ' 

;~~ ., 
',: 
~ ; 
': 

'. ' . . ' 

Wisdom Reaffirmed 

Munger and Buffett aren't the only elite 
investors who use nonbusiness models to superb 
success. Legendary fixed income expert Bill Gross 
(PIMCO) once told the students of the UCLA 
Anderson School of Business: "The book that 
rests on my library coffee table is not Peter Lynch's 
Beating the Street or even my own, but several books 
by historian Paul Johnson on the makings of the 
nineteenth and twentieth centuries. 

"There is no better teacher than history in 
determining the future.... There are answers worth 
billions of dollars in a $30 history book." 

Particularly in Talks Two, Three, and Four, Charlie lectures on the value and importance of using 
multiple models in business. H e explains where he found his unique models and how he mastered 
them, and he cites specific examples of their application in real-world analysis and decision making. 
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Charlie li,Ts in a different world from most in,·csrors "hen ir comes ro imc~rmenr 

anal: si~. His approach <H.:ccpts the re~dit) that im·estmem problems arc inherently 

complex, and in a manner more in kecpinl!: with the rigor'i of scientific inquiry than 

com cnrional "im e'>ting," he arrack'> them "ith a ~taggering degree of preparation 

and broad-based research. 

Charlie's "Big Ideas from the Big Discipl ines" approach to inves tme nt c\·aluation 

is certa inl y unique in the business ,,·orltl-as is its o rig in . ot finding an) existi ng 

approach adequate to the task. Charlie painstaking!) created his own 

largcl~ '>elf-taught "Y'tcm. The ·'-,elf-taught" statement i'> 

no e:-;:aggeration: he once said . "To thi-. day, I have nc\'<.:r 

taken any course, an)'''·hc rc, in ch<.:m istry, economics, 

psychology. or bu'>inc..,.., ... . \nd yet th<.:'>C disciplines

e'>pecially psycholog~-form the foundation upon 

"hich his system i'> built. 

lr i~ this s ig nature aprroach, hacked b) 

Charlie's formidable Inte llect, tcmp<.:ramenr, 

and decades of rclc\'am experience, that h<l\ e 

made him the virtuoso of busine'>s parrern 

recognition so valued by Buffett. I ,ike a 

c iH.:ss g r,u1drnaste r, through logic, instinct, and 

intuition, he determine-; the most promising 

imc-.tmc.:nt ··mo\c..,," .111 the \\'hilc projecting the 

illu..,ion that the ithighr came casil~. e\ en sim ply. 

Bu t make no mis take: This "simplicity" comes only 

at the end of a long journc~ tO\\'ard undc.:rsranding-not 

at the beginning. IIi ' clarity is hard \\On: the product of a 

lifetime of studying the patterns of human behm·ior, hu'>incss 

s~ -.tems, and a m~ riad of othe r sc:icntific di..,ciplines. 

Charlie counts preparation, patie nce, discipline, and objccti\'ity among his 

mo\t fundamental guid ing principle'>. I lc "ill not c.Jc, iatc from these principles, 

rc.:gardlcss of group d) namics, emotional itches. or popular" i'idom that "this rime 

An Acceptance 

for Reality 

''I'm afraid that's the way it is. If there 

are rwenry factors and they interact 

some, you'll just have ro learn to handle 

ir- because that's the way the world i~. 

Bur you won't find ir rhat hard if you 

go at ir Darwin-like, step by Mep 

with curious persistence. You'll 

be amazed at how good you 
can ge1." 

- Munger 

"Perhaps the most valuable 

result of all education is the 

abiliry to make yourself do th~ 

thing you have to do, when it 

oughr to be done, "hether you like 

it or not. It is the first lesson that ought 

to be learned and however early a man'$ 

training begins, it is probably the last 

lesson that he learn~ thoroughly." 

- Thomas Henry Huxley 
Darwin's self-appointed 

advocate or " bulldog" 
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l'ntieucr £scn/ie1·, 1888, Van Gogh 

Patience: The:: An of 
"Waiting Without Tiring 

of Waiting" 

"Look at tho~c hedge funds-you 

think they can wait? They don't 

know how to wait! In my personal 

portfolio, I have sat for years at 

a time with SIO to Sl2 million 

in treasuries or municipals, just 

waiting, waiting .... 

"As Jesse Livermore said, 'The big 

money is not in the buying and 

selling ... but in the waiting."' 
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around it's different." \\.hen faithfully adhereu to, thc-.e 

traits result in one of the besr-kno\\'n J\ lungcr characteristics: 

1101 buyi11g or sdli11K t::ny ofrm. I unger, I ike Huffett, believes 

a successful im·e-.tmenr career boib uown ro only a handful 

of decisions. So" hen Charlie like'> a hu'>iness, he makes 

a \'ery large bet anu [~ pically hold'> the position for a long 

period (sec Wa rren Buffett's ana lysis of the original 1962-197.1 

I\ Iunger partncr'>hip on page 21 ). Charlie calls it "sit on your 

""" im c-;ring" and eire~ irs benefit~: ''You're paying Ie,., to 

broker<;, you're listening ro less nomen-.e, and if it \\ork-.. d1e 

tax system gives you an extra one, two, or three percentage 

points per annum." In his view, a portfolio of thrt;e 

companies is plcmy of di,·ersification. ,\ccordingl~. Charlie 

i'l \\ illing ro commit uncommonly high percentage~ of hi.., 

il1\cstmenr capital to indi,·idual "focu'>cd'' opporrunirie-.. 

Find a \\'all Street organization, fin;mcial adv isor, or mutual 

funu manager willing to make that statement! 

Gi,·cn Charlie\ record of 'HICCC'>'>, not ro mention 

fiuffett's endorsement," hy aren't hi-. in,·esrmem practices 

more routinely emulated by others? Perhaps the answer is that, for most people, 

Charlie's multidisciplinary approach is simply roo hard. l: urrher, fe\\· investors '>hare 

Charlie's willingness to appear foolish by not following "the herd." Rcligiou-. in 

his objccti\ ity, Charlie i" content to s\\'im imperturbably again-.r the ride of popular 

LEMMING 
( Dicrostonyx groenlandicu.s) 



Discipline and Patience 

Ted Williams' 
Seventy-Seven-Cell Strike 

"It takes character to sit there with all that cash and do nothing. 

r didn't get to where I an1 by going after mediocre opportunit ies." 

-Munger 

"In making investments, I have always believed that you must act with discipline whenever 

you see something you truly like. To explain this philosophy, Buffett/Munger like to use a 

baseball analogy that I find particularly illuminacing, though I myself 

am not at all a baseball expert. Ted Williams is the only baseball 

player who had a .400 single-season hitting record in the last seven 

decades. In the Science of Hitting, he explained his technique. He 

divided the strike zone into seventy-seven cells, each representing 

the size of a baseball. He would insist on swinging only at balls in 

his ' best' cells, even at the risk of striking out, because reaching for 

the 'worst' spots would seriously reduce his chances of success. As a 

securities investor, you can watch all sorts ofbusiness propositions 

in the form of security prices thrown at you aU the time. For the 

most part, you don't have to do a thing other than be amused. O nce 

in a while, you will find a 'fat pitch' that is slow, straight, and right 

in the middle of your sweet spot. Then you swing hard . T his way, 

no matter what natural abili ty you start with, you will substantially 

increase your hitcing average. One common problem for investors is 

that they tend to swing too often. This is true for both individuals 

and for professional investors operating under institutional 

imperatives, one version of which drove me out of the conventional 

long/short hedge fund operation. However, the opposite problem is equally harmful to long-term 

results: You discover a 'fat pitch' but are unable to swing with the full weight of your capital." 

- Li Lu of LL Investment Partners 

Zone 

C hapter Two: The ~1unj!cr Approach to Life, Learning, and Decision Making 61 



The Influence of 
Phil Fisher 

"I always like it when someone 

attractive to me agrees with me, so I 

have fond memories of Phil Fisher." 

Philip Fisher (1907-2004), author of 

Common Stocks tmd Uncommon Profits, 

among many other books, began his 

investment career in 1931. Like Ben 

Graham, he achieved impressive results 

O\Cr his lifetime, but Fisher did it with 

a markedly different approach. Unlike 

Graham, who typically invested in 

statistically cheap "cigar-butts" (with 

chc notable exception of GEICO), 
Fisher preferred to buy and hold che 

stocks of high-quality companies chat 

could, "grow and grow and grow." 
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opinion- indefinitely, if neces-.ary- \\ hich is a rare auribme in the a' erage im·escor. 

And" hilc this behavior can at times appear simply stubborn or contrarian, that is not 

the defining characteristic. Charlie is '>imply content to trust hi'> own judgment t:\ en 

when it runs counter to the wisdom of the herd. This " lone-wo lf' aspect ofCharlic's 

temperament is a rarely appreciated rca-,on why he consistently 011tperforms the 

larger im cstment community. Indeed, if temperament chiefly ariscs from inborn 

tcndcncie'>, iL may be that hard "ork, intellect, and experience, regardles'> of their 

intcnsit~, arch~ thcm'iches in'>tdl1cicnt w make a great im e"tor like Charlie 

~ I unger . . \-, \\e shall witness throughout the remainder ofthi'i hook, the right kind 

of gcnctic<lll) predetermined "wiring" is needed as well. 

At the 2004 Berkshire f fathaway annua l meeting, a young shareholder asked 

Buffett hcl\\ to succeed in life. Aflcr Buffett 'ihared his thoughts, Charlie chimed 

"When 'Warren lectures at business 

schools, he says, 1 could improve 

your ultimate financial welfare 

by giving you a ticket with only 

twenty slots in it so that you had 

twenty punches-representing all the investments 

that you get to make in a lifetime. And once you'd 

punched through the card, you couldn't make any 

more investments at all. Under those rules, you'd 

really think carefully about what you did, and 

you'd be forced to load up on what you'd really 

thought about. So you'd do so much better. "' 



1 n: "Don't do cocaine. Don't race rraim. And a\·oid ,\IDS '>ituations." ~lany \\ ould 

dic,mi-,., his '>ecmingly flippant ans\\ cr a'> merely humorouc, (\\ hich it certainly \\·as), 

but in fact it faithfully reflects both hi-. general' iew'i on ~1\oiding trouble in life and 

his particular method for a\·oiding mi.,~teps in investing. 

Often, as in this case, Charlie gener<llly focuses first on" hat to avoid-that is, on 

''hat "\OTto do-before he consider'i the affirmati\ e '>tq>'> he will take in a gi' en 

-.ituation. ''.\Il l ,,·am to knm\ ic, \\here I'm going w die, c,o I'll nc\er go there" i~ 

one of hi'> fa, orite quipc,. In bu-.in<.:'>'> ac, in life. Charlie gain'> enormous ad,·amage 

b~ '>ummarily eliminating the unpromi'iing ponions of "the ch<.:'>'i board.'' freeing 

his time and attention for the more productive regions. Charlie stri\'(;s to reduce 

complex situations tn their mo-;t basic, unemotional fundamentals. Yet, within this 

pllr''illit of rationality and :-.implicit~. he is careful to a\'oid ''hat he calls "physics 

em~." the common human cnl\ ing to reduce enonnousl) comple\. S)Stcms (such a-; 

tho-.c.: in economics) to onc-'>il.c-fits-all :'\e\nonian formula-.. I n'itead, he faith full~ 

honorc, ,\ll)(.:rt Einstein's admonition.··.\ '>cientific theor~ -,hould be as simple as 

po.,.,ibk, hm no simpler." Or in hi-; own \\'ords, "\\'hat I'm against is being , ·ery 

confi(i<.:nt and feeling that you kno\\, for -;ure, that your particular action will do more 

good than harn1. You're dealing with high ly complex systt:ms wherein everything is 

intc.:racting with e\·erything else." 

.\nmhcr Benjamin-Graham, not Franklin-played a o.;ignificam role in forming 

Charlie\ im esting outlook. On~.: of the mo:-.t enduring concepts in (Ira ham\ Tnt' 

llltdliRt'lltlm:t'storis :\Jr. ~larker. l\ually, ~Ir. .i\Iarket i'> a temperate and reasonable 

fcllo\\', bur some d<lYS he i'i ~ripped by irrational fear or gr~.:ed. Graham cautioned the 

im estor ro carefully use his own, line motional judgment of nliue instead of relying 

on the.: often manic-depre~~i\ c bcha' ior of the finaneialmarkcts. Simi larly, Charlie 

recogni;c-. that e\·en among the most competent and motinlted of people. decisions 

arc nor ah' <1) s made on a pure I~ rational basis. For thic, rca-.on, he con'iidcrs the 

pc,~ chological factors of human misjudgment o.;ome of the mo'>t important mental 

modeh that can be applied to an im C'>tmenr oppor[lfnir~: 

"f>t•t:wlltt!lv, 1 've gottt'll so tltrtl I 110«:: 11st a J:i11rl of r-a:.·o -trmi· 1111alysis. First, m·ltat 

rllf t!ttf(lttots that real()' {{OVem tnt' illlt•n•sts i11«:ok.:rd, mtio11al(v mllsidnwl? All{/ sm)Jir/, 

The Influence of 
Ben Graham 

r;; NJAM IN GRAHAM 
ltp4atft.Wit .... c. .. fti4M•'Y_.,tAS0MlWliG 

....................... 
_...._ ...... L .... JH( 

INT(lliG(Nl 
INYlSTOR 

Mr. Market 
"In me shon run, the market is a voting 

machine. But in the long run, it is a 

weighing machine." 

Valuation 
"Investment is moH successful when it 

is most businesslike." 

"Investors should purtha3e \locks like 

they purchase groceries- not like they 
purchase perfume ... 

- Ben Graham 

Paradox 
"It's not the bad idea~ that do you in, 

it's me good ideas. And you may say, 
'That can't be ~o. That's paradoxical.' 

What he [Grahamlmcant was that if a 
ming is a bad idea, it'~ hard to overdo. 

But where there is a good idea with a 

core of essential and important truth, 

you ca.n't ignore it. And then it's so easy 

to overdo it. So the good ideas are a 

wonderful way to ~uiTcr terribly if you 
overdo them." 

-Munger 
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}errminb Lnmellting the Destruction ofjerustdem, 

1630, Rembrand1 

The Two-Track Analysis 

"Generally, smcks are valued in 1wo 

ways. One is the way rha1 wheal 

is valued-in rerms of irs perceived 

pracrical utility ro the user of the 

wheal. The second way is the way that 

Rembrandrs are ,-aJued. And ro some 

extent, Rembrandu are valued highly 
bcuusc rhc:y'n: gone: up in price in the 

past." 

"To us, investing is rhe equivalenl of 

going out and betting against the pari
muluel system. We look for a horse 

wirh one chance in two of winning and 

which p.ays you rhree 10 one. You'n: 

looking for a mispriced gamble. That's 

what im-esting is. And )'OU have 10 

know enough ro know whether the 

gamble is mispriced. Tha1's ,-aJuc 
im·esting. ·• 
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ll"'hnt an• tht• subt'Oitsrious i11flur11rrs 'U''nt'/1' lht• bmi11 at a S11bro11srious lr"i:el is automatiml/.1' 

formiNg I'OI!dusions in '<-'fllious 'U''a)'S-'U''nirh, /~1· and large, are u.wful-lmt 'U''nirh oftel! 

mrt/[1111tlio11! 011e approorh is mtiollali~l'-lht' 'U!:ay you'd f.!•od.· 0111 rt brirl[!.e problem, by 

n:rtlllrtlill[!.lhr• rMI i111erest, the ret~ I probrtbilitits, a11rl so for/h. .lllrl!ht• o!her is to rvolttale the 

fJJ:)'(/wloJ!.imlfrtr'lot:l· that muse subm11.wio11s mlldusiolls-mally of 'ti!'nidt an' ru•ro11g." (For 

more specifics on chis topic see Talk Ek:n;n, in \\·h ich Charlie applit:s mental models 

from rhe field of psychology ro illustrate C\\ cnr~ -fi\·c common cuu..,es of human 

m isjudgmenr.) 

Olwiousl), tht: methods described co this point can't he lcarnt:d in u uni\·ersir~ 

classroom or on \ \ 'a ll Street. They were de\ eloped by Chari ie, from scratch, ro 

satisfy his own exacting rcquircmcms. Thcy probab ly dcscr\'C a rirk of their 

o\\'n, something like: "Quickly Eliminate rht: Big Universe of \\'har I" or ro D o, 

Folio\\' l 'p \\ irh a Fluent, ~lultidisciplinary Attack on \\'hat Rcmaim, Then Act 

Decisi\·cly \\'hen, and Only \\'hen, rhe Right Circumstances .\ppcar." Is it wonh 

rhc cffon tO de\ elop and adhere ro '>Uch an approach? Charlie '>Cem~ ro think so: 

"It'<; kind of fun to sir there and outthink people \\·ho are \\a~ -.marrcr than you arc 

because you've trained yoursc lfro be mort: object i\·e and more multidisciplinary. 

Furrht:rmorc, there is a lor of money in ir, us I can test ify from my own personal 

experience." 

Swimming Againsr the Currenr 
"We're emphasizing the knowable by predicting how certain people and companies will swim 

against the current. We're not predicting the Huclllation in the current." (Photo: The Alcatraz 
~harkfest Swim pits experienced swimmers against brutal currents and frigid water temperatures). 



Munger's Investment 
Evaluation Process 

"'( he number one idea i~ to view a stock as an ownership of the bmine~\ and to judge the 

\taying quality of the busine'~ in terms of its competitive advantage. I ook for more value 

in term\ of discounted future c;J,h flow than you are paying for. Move only when you have 

an advantage. It's very basic. You h.nc to understand the odds and have the discipline to 

bet onl) when the odds are in your fa,or. \Y/e just keep our head; down and handle the 

head" ind, and tailwinds as be;~ we can, and take the resuh after a period of years." 

. \-, \\ c \ e norcd, Charlie dot.:\11 't m:tkc a lor of im e'>tmenr-.. r li-. approach is 

perhap'> be-.t sttmmari/.t:d by Thoma.., \\'arson Sr., the foundcr of IB:\1: ''I'm 110 

gf'llills. 1'111 smr111 i11 spo!s, r111rll stay rtrollllrl those spots." If Charlie knows anything, 

h<.: kno\\ s his "'>pots": his careful I) id<.:ntiti<.:d ci rcles of compctence. To stay within 

th<.:'><.: l'irl'ic'>, he first appli<.:s a basic, O\ era II screen. designcd ro limit his im·cstmcnr 

field to onl) "-.implc. undcr ... mndablt.: candidates.'' .\')he '>a)'>. "\Yc ha' e 

three l>:t'>ker'> for im e~tint?;: ~ e'>. no. Jnd wo tout(h ro under .. rand." 

To idemit\ pmenrial "ye-." candidate'>. Charlie looks for an 

t:a!)~ w undcr ... mnd, dominam hthincss franchise rhat can 

'>IIStain ir .. <.:lf <tnd thri\'e in al l lll<lrker en,·ironmcnts. 

l ' nlkrstandahly. few cornpani<.:~ '>llf\ i' c this firsr cur. 

\I any im C'>Wr fa\ orites such "" pharmaceuticals and 

tcchnolo~~. for c'ample. go '>traight ro the "roo tough 

to undcr-.tand" basket. Ilea\ il~ promoted "deals" and 

IP<h earn immediate "no\." Tho'>e that do sur>:i,·c 

chi'> first\\ in nO\\ ing arc !>ubjectt.:d ro rht.: 'icrecns and 

tiltcro.; of Charlie's mental mode l approach. The process 

is ill[t.:ll'>t.: <lnd Dar\\' ini<ln, bur also cftic.:ienr. Charlit: dett.:'it'> 

"plact.:r min in g." the process of sifting through piles of o;and 

for '>pt:ck'> of gold. Instead. h<.: applic-. hi-. " Big Ideas from tht.: 

Big D i-.cipline'>" ro find the large. unrccogni/.cd nuggets of gold that 

som<.:tim<.:-. li<.: in plain sight on tht.: ground. 

Thro11ghout his exhaustive C\ aluarion, Charlit: i!) no sb\ c w <l d<ltabase: 1 Jc 

rakeo; into account all rele\'ant aspect'>, both inrernal and external ro the company 

Circles of 
Competence 

" If we have a strength, it is in 

recognizing when we are operating 

well within our circle of competence 

and when we are approaching the 

perimeter." 

-Warren BuiTcu 

"lf you have competence, 

you prctry much knnw it~ 
boundaries already. To ask 

the question [of whether you 

are past the boundary] is to 
answer it." 

- Munger 

" I'm no genius. 

I'm smart in spots, 

and I stay around those 

spots." 

-Thomas Watson Sr. 
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Identifying Your Circle of 
Competence 

In Talk inc (page 400), Charlie tells the 

apocryphal story of Max Planck and the 

chauffeur who dro'e him to the public 

lecrurc~ he gave throughout Germany. On 

one occa~ion lhe chauffeur, who by this time 

knew the lecture by heart, suggested that he 

and Planck switch places. At the conclu~ion 

of the chauffeur'~ flawless recitation of the 

lecture, a physicist stood up and posed a very 

difficult question. lhc chauffeur, ready for the 

situation, replied, '' I'm surprised that a citi"t.en 

of an advanced city like Munich is asking so 

l'lt>rnenr~ry a que.~ tion. so I'm going to ask my 

chauffeur ro respond." 

In the real world, it is critical to distinguish 

when you are "M;u. Planck," and when you 

are the "chauffeur." If you cannot respond 

legitimately to the 11txt question, you lack true 

masrery and arc likely outside your "Circle of 

Competence." 

66 P oor Charlie'~ .\lmanucl.. 

and it'> industry, cn;n ifrhc~ arc difficult to identify, measure. or reduce to llltmbcrs. 

Hi s rhoroughnc'>'>, IHl\\ C\ er, docs not cause him ro forget his O\ era II "ceo'>~ '>tcm" 

theme: Sometime ... the maximi/.ation or minimization of a single factor (nora hi~ 

specialization,'"' he likes ro point out regarding Cosrco's discount warchou<;c<;) can 

make that '>inglc faccor di~proportionately important. 

Charlie treat'> financial report~ and their underlying accounting'' ith a 

:\lid western dose of skcptici'>m. At best. they arc merely the beginning of a 

proper calculation of inrrin~ic 'aluation. not the end. The list of additional fa~t<H'> 

he examines is seemingly endlc~'i and includes such things a'> the current and 

prospecti,·c regulator) climate; state of labor, supplier, and cusromer re lations; 

potentia l impact of chang;cs in technology; competitive s trengths anu vu ln cr<lbi litics: 

pricing power; sca lnhi liry; cl1\·ironmenr;ll is<>tJc<>; ::mel, notabl y, the presence of 

hidden exposures (Charlie kno\\ s th:H there is no such thing as a riskless in,·ew11ent 

candidate; he's <>carching for those with fe\\' risks that arc ca<>il~ undcrstan(bble). 

Tlc recasts all financial statement figures to fit his own , ·ic\\ ofrcalit~. including the 

actual free or "o" ncr'>" cash being produced. im·entor~ and other \\orking capital 

Warren and Charlie on ((Moats" 

Buffett: "So we think in terms of that moat and the abiliry to keep irs width 

and its impossibility of being crossed as the primary criterion of a great busmess. 
And we tell our managers we want the moat widened every year. That doesn't 

necessarily mean the profit wiU be more this year than it was last year because it 

won't be sometimes. However, if the moat is widened every year, the business 

will do very well. When we sec a moat that's tenuous in any way-it's ju~t too 

risky. We don't know how to evaluate that. And, therefore, we leave it alone. 

We think that all of our businesses-or virtually all of our businesses- have 

pretty darned good moats. And we think the managers are widening them. 

Charlie?" 

Munger: " How could you say it better?" 

Buffen: "Sure. I lave some peanut brittle on that one." 

- From the 2000 Berkshire Hathaway annual meeting 



assets, fixed assets, and such frequently overstated intangible assets 

as goodwi ll. He also completes an assessment of the true impact, 

current <.llld future, uf the cust uf stuck uptiuus, [JCH~iuu [Jlaus, 

and retiree medical benefits. He app lies equal scrutiny to 

the liabi lity side of the balance sheer. For example, under 

the right circun1stances, he might "iew an obligation such as 

insurance float-premium income that may not be paid out in 

claims for many years-more properly as an asset. He especiall y 

assesses a company's management well beyond conventional 

number cmnching-in particular, the degree to wh ich they 

are "able, trusnvorthy, and owner-oriented." For example, 

how do they dep loy cash? Do they allocate it incclligcntly 

on behalf of the mvners, or do they o\·ercompcnsatc 

then1seh'cs, or pursue ego-oriented growth for grO\nh 's sake? 

Abo\'e all, he attempts w assess and understand competitive 

ad,·ancage in e\'ery respect-products, markets, trademarks, 

employees, distribution channe ls, societal trends, and so on-an<.! 

the duwbility of that adntntagc. Charlie refers ro a company's 

competiti,·e ad,·antage a<> its "moat": the ,· irtual phys ical barrier it 

presents against incursions. Superior companies have deep moats that are 

continuously widened to provide cnuuring protection. In this' ein, Charlie 

carefully considers ''competitive destruction'' forces that, O\'Cf the long term, 

by siege to most companies . . ll1111ger rmd Buffett are /aser:fomsed 011 this issue: Ovt>r 

their long businPss mren:l' r!tt'Y !tave /mmed, sometimes painfit!ly, thot.fcx-oe· b11sinesses SI(J"i.:ivt 

over multiplegfllemtiolls. Accordingly, they stri,·c ro identify and buy only those 

businesses with a good chance of beating these tough odds. 

Final ly, Charlie seeks to calculate the intrinsic value of the whole business and, 

wirh allovvance for potential dilution, etc., to determine an approximate ,·alue per 

share to compare to market prices. This latret· 10/lljJ{//ison is the fimdolllntlol purpose 

of the w.·hole process-mmpari"K value (w.·!totyou Kef) u::ith jJJice (ru·hatyo11 fJt~l'). On this 

subject he is famous for his viewpoint that "a greol busi11ess Of afair jJ1ire is superior /0 

Independent 
Thinking 

"You are neither right or wrong 

because the crowd disagrees with 

you. You are right because your 

data and reasoning are right." 

-Benjamin Graham 

"The most d ifficult thing in business 
is first getting yourself to thinking and 

then getting others to thinking." 

-Harvey Firestone 

"Apply logic to help avoid fooling 

yourself. Charlie will not accept 

anything 1 say just because I say it, 

although most of the world will." 

-Warren Buffett 

"Never fool yourself, and remember 

that you are the easiest person to fool." 

- Richard P. Feynman 
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Margin of Safety 

"The margin of safety is always 

dependem on the price paid. iL will be 

large at one price, small ar some other 
price, and nonexistent ar some higher 
price.n 

-Benjan1in Graham 

(With respect LO margin of safety, 

Charlie frequently suggestS that 

invesrors can benefit from following 

the "Big Idea Model" of redundancy 

from engineering. Bridges are designed 

with backup systems and extra capacity 

to prevent failures-so roo should 
investing strategies.) 
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o joirbusi11ess at a greol price." \Varren Bttffen often credits Charlie with convincing 

him of the wisdom of this approach: "Charlie understood this early. I was a s low 

learner." Cha rli e's insight helped Buffett move from pure Benjamin Graham-style 

investing w focusing on great businesses such as The Washington Post, GEICO, 

Coca-Cola, Gillcne, and others. 

Though extremely thorough, Charlie is able to ignore insignificant detail and the 

distractions to which oth~rs sometimes fall \'ictim. ln \'estmcnt \'ariabks, just like 

all other variables, go through their own process of elimination. By the time he is 

finished vvith his analysis, he has reduced the candidate to its most salient clements 

and ach ieved a remarkable degree of confidence about whether or not co act. Thr> 



"Charlie shoved me in the direction of not just buying bargains, as Ben 

Graham had taught me. This was the real impact Charlie had on me. 

It took a powerful force to move me on from Graham's limiting views. 

It was the power of Charlie's mind. He expanded my horizons. " 

n •tt!!latioll,.fillal/y, bet omes 110t so 11111dt mat!tematiml as p!tilosop!tim/. l.f ltimarely "a feel" 

emerges, a function (tf both the analysis itself and Charlie's li fetime of accumulated 

experience and ski ll in recognizing patterns. 

Ac th is point, on ly an exceptionally 

superior invcstmcnr candidate will stil l 

be in the running. But Cha rli e does not 

immediately rush cJttr and huy ic. Kno\\'ing 

that a necessary companion to proper 

valuation is proper timing, he applies yet a 

finer screen, a "prior to pulling the rrig,(!;cr" 

check list, which is especia lly useful in 

eva luating \Vhat he refers ro as "close ca lls." 

The checklist includes such items as: \\"h at 

arc current price, H>lume, and trading 

cons iderations? What disclosure timing or 

other sens iti,·iti es exist? Do contingent 

ex it strategies exist? ,\re better uses of 

capita l currently or potentially anti lable? Is 

sufficient liquid capital current ly on hand or 

must it be borro\\'cd? \\'hat is the opportunity 

cost of that capita l? And so on. 

Cha rlie's exhausti,·e sc reening process 

requires considerablt: self-di scipl ine and 

- ~rren Buffett 
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Fluency and Perspective 

"You need to have a passionate interest 

in why things are happening. That 

cast of mind, kept over long periods, 

gradually improves your ability to 

focus on reality. If you don't have the 

cast of mind, you're destined for failure 

even if you have a high I.Q." 

"The deep structure of the human 

mind requires that the way to full-scope 

competency of virtually any kind is learn 
it ~11 to Auency, like it or not." 

-Munger 

"I notice that when all a man's 

information is confined to the field in 

which he is working, the work is never as 

good as it ought to be. A man has to get 

perspective, and he can get it from books 

or from people-preferably !Tom both." 

-Harvey Firestone 
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Properly Playing the Hand 

"The right way to think is the way Zeckhauser p lays bridge. It's just that simple." 

"Most players gain pleasure from feeling 

accepted or belonging to the group. The good 

player, however, gains pleasure from his ability 

to cope with the realities of the game." 

- John Finn 

"In investing, just as in baseball, to put runs 

on the scoreboard, one must watch the playing 
field, not the scoreboard." 

-Warren Buffett 

results in long perious of apparent "inactivity." Bur as Charlie says, " H ard work is 

an csscnrial clemcnr in rrack ing down and perfecting a strategy or in executing ir." 

For Charl ie and \\'arren, the haru work is conrinuous, whether it resu lts in current 

investing activity or nor-and usually it does not. This habit of committi11gjar 111ore 

time to /earllillg a11d thi11h11g tha11 to rloi11g is 110 arrirlent. lt is the blend of d iscipline 

and patience exhibited by true masters of a craft: an uncompromising commitmenr 

to "properly p laying rhe hand." Like world-class bridge p layer Richard Zeckhauscr. 

Charlie scores himself nor so much on whether he won the hand. but rather on how 

well he played it. I Vhile poor outcomes are exmsab/e i11 the ,1/tmger/Buffett wJor!rl-given 

the fact that some 011tromes are Olllside of their tOIIIrol-sloppy prepamtioll a11d decisio11 

mah11K are lle'ver exmsable bera11se they A RF. mlltro!!rtb!e. 

On those relati\·c ly few occasions when all the circumstances are just righr and 

Charlie uoes im·esr, he -.viii likely make a large. decisive bet. He does not pick 

around the edges, take "initia l positions," or make ·'small, speculative investments." 



Such behavior implies uncertainty, and Charlie's moves, few as they arc, arc anything 

hut uncertain. As he says, he practices ''extreme patience con1bined with extreme 

decisiveness." Charlie's self-confidence is based nor on who, or how many, agree or 

disagree with him, but on his ability ro objecrin;ly , ·icw and measure himself. This 

self-mastery affords him rare objccti,·ity in gauging his acrual knowledge, experience, 

and correctness of thought. Again, we sec the important role played by the right 

kinds of temperamenta l qualities: self-discipline, patience, calm, independence. 

Charlie's level of investment jmfonllflllf'f ~~~· flf'KI/(}b/y impossible w·ithout them. 

Okay, it's a good company. But is the price 

low enough? Is the management made up of 

people Munger and Buffett are comfortable 

with? If it is cheap enough to buy, is it cheap 

for the wrong reason or the right reason? 

What's the flip side? What can go wrong that 

I haven't seen? 

\\'hat m akes a g reat business model for Charlie? I lis recommended reading 

materials (see Appendix) pro,·ide some guidance. G1111S, Germs, a11d Steel, 1'/ze 

Selfish Ce11e, lre, \ge, and Dm~·i11:1· Hli11r/Spotall have a certain theme: Ll foc11s on the 

aforement ioned issue of "competitive destruction" and an examination of why 

some cncitics arc ncrerrheless able to adapt, survive, and even dominate over time. 

\:Vhcn this theme is extrapolated into investment selection, the preferred ~ I unger 

business emerges: Some thri'e by outcompeting (~t Ia Selfish Gmt') and others by 

ourcoopcrating (DariJ!:ill:~ Rli11rl Spot). Once again. we sec Charlie's rich Auency 

across a broad range of disciplines at work: How many investors ever consider, 

us Charlie routinely does, such a broad and so phisticated spectrum of factors? To 

name hm a few, he routinely considers facrors such as f'OIIVfl:~iOII, i.e., how the laws 

of thermodynamics intersect with la\\'s of economics (fo r instance how paper and 
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"Competitive Destruction" 

" l have a clipping from l:hc J 911 

Bujfnlo Evening News that lists the 

fifty most important stocks then 

actively traded on the New York Stock 

Exchange. Today only one, General 

Electric, remains in business as a large, 

independent company. That's how 

powerful the forces of competitive 

destruction are. Over the very long 

term, history shows that the chances 
of any business surviving in a manner 

agreeable to a company's owners arc 

slim at best. 

" It gets e:<tra tough when a fanatical 

small competitor-like a Rose Blumkin. 

or a Les Schwab, or a Sam \Val ton

sets their sights on your particular 

marketplace. H ow do you compete 

against a true fanaLic? You can only 

try to build the best possible moat and 

conlinuously attempt to widen it." 
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The Limitations of 
Formulas 

" P('ople always want a fn rmtd:o-hlll 

it doesn't work that way. You have tO 

estimate total cash generated from now 

to eterni ty, and discount it back ro 

today. Yardsticks such as P/Es are not 

enough by themselves." 

- Buffett 

"You need a different checklist and 

different mental models for different 

companies. I can never make it easy 

by saying, 'Here are three things.' You 

have to derive it yourself to ingrain it in 

your head for the rest of your li fe." 

-Munger 
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pcrro lcum become a nc\npapcr delivered to a front door), p.~rrhologiml tcndcncie~ 

and incenti,·es (norablv the extreme behavioral press ures they create, both good 

and had), and fundamental sustai11abili(v over time (the constant and often deadly 

interplay between positive factors such as ''moats" and thc ravages of competitive 

destruction). Char/it> is possibiJ• w:ithout pm· w·hnt it mmrs to !hr rhrrNist of atypiral 

im . .-'e.\l/1/flll farton; he ro11siders a11d his deep .fi11mry i11 the divn:re disriplillesfrom u•hidt they 

are drau:.w. 

':All intelligent investing is value investing

acquiring more than you are paying for. 
You must value the business in order to value 

the stock. " 

Price is What You Pay, VaJue is What You Get 

On several occasions, incurring the skepticism that must often be borne by "value-style" 

investors, the United Stares has made asrure territorial acquisitions. In 1803, Thomas 

Jefferson's administration completed the Louisiana Purchase from Napoleon's France 

for the sum of $15 million, which worked our to roughly 2.9 cents an acre. In 1867, in 

what at the rime was known as "Seward's Folly," the US acquired the Territory of Alaska 

from Ru.~~ia for l'he sum of $7.2 million in gold, or roughly 2 .5 ccnr~ an acre. Ry way of 

comparison, Lhe Alaska purchase price, in 2006 dollars, is the equivalem of S 1.67 billion, 

certainly no folly in tenus of the value of oil, minerals, and strategic advantages obtained. 



An Investing Principles Checklist 
"No wise pilot, no matter how great his talent and experience, fail\ rouse his checklist." 

\\'~.: htn c now examined Charlit:'s approach to thinking in general and to 

im<.:sring in particular. In kt:t:ping ''ith our intenr to ob~cr\'e "how he seems ro do 

it," \\C "ill rccap his approach b~ u'>ing the "checklist" mt:thodology he ach·ocatcs. 

(For ( :harlic \ O\\ n \\Ords of" i'>dom on the ,·alue and importance of checklists. 

'>CC ' I:tlk Fi'e and page 320.) "\me, hm,·e,er, that the foll<l\\ing principles arc 

mo'>t c.:crrainl~ not employed b~ Charlie in a one-by-on<.: or one-time fashion a'> the 

chc.;ckli<>t format might seem to irnp l ~. ~or can they nec<.:o.;sarily be prioritiz<.:d in 

terms or any apparent or rclati,·e importance. Rather, each must be cons idered as 

part of rh~.: cum pk'> '' hok 01 g<.:'>W I L of the invesrmenr ana I ~ sis process, in m uc.:h thc 

'>a me'"'~ thar an indi\ idual tilc i'> inrcgrnl to the larger mosaic.: in" hic.:h it appears. 

• R i'>k-. \II im·e~tmcnt c\·a luarion'> o.;hould bq~i n b~ mctl'>uring risk. 

c-.pccially reputationa l 

• Incorporate an appropriat<.: margin of safety 

• A\'(>id dealing with people.; of qu<.:stionablc charac.:e<.:r 

• I nsi'>t upon propt:r compcn'>tHion for risk as'>um<.:d 

• ,\1\\'ay-. beware of infhuion and interest rate e'po!->tlre-. 

• .\, oitl big mistakc-.: 'I hun permanent capital I<>'>'> 

• lnd<.:pendcnce-"Onl) in fair) ralcs are emperor~ told Lhcy arc naked" 

• Objecti, · it~ and rationality r<.:quirc indt:pcndence of thought 

• Remember that ju'>t lx:cau~e other people agree or disagree wit h you 

doe'>n 't ma~e ~ ou righr or" ronp;-the only thinp; that matters is the 

correcmes~ of~our anal)-.i" and judgment 

• i\ li micking tht: herd im it<.:'> rcgression to th<.: mean 

(merely average pcrform<.~ncc) 

Compound Interest 

" ... 'tis the stone that will turn all 

your lead into gold .. ,. Remember 

that money is of a prolific generating 

nature. Money can beget money, and 

its offspring can beget more." 

- Benjamin Franklin 

" If you rook our top fifteen decisions 

out, we'd have a preu y a'crage record. It 
wasn't hyperactivity, bur a hell of a lot of 

patience. You stuck to your principles 

and when opportunities came along, 

you pounced on them with vigor." 

"There are worse situations than 

drowning in cru.h and sining, sining, 

sining. I remember "hen I wasn't 

awash in cash-and I don't want ro go 
back." 

- Munger 
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• Preparation-"The only \\'a~ to win is to \\·ork, work, work, work, and 

Invert, hope to h;.ne a fe" in~ight~" 

Always Invert • Den: lop into a lifelong ~elf-learner through 'oraciou'> reading; 

Know What to Avoid 

"The ' Munger Sy~tem of Avoiding 

Dumb SnafT' will alone, strictly adhered 

10, allow you to prevail over your 

'betters,' no marter how smart the} 
are." 
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cuJri,·atc curiosit) and '>tri' e to become a little" i'>cr C\ er~ day 

• \ lore importanc than rhc "ill to" in is the will to prepare 

• Oe\'elop fluency in mcnral models from the major academic discipline'> 

• Tfyou \\ant w ~ct smart, rhc qucstion you ha,·e tO keep asking i-. 

• l nrcllecrua l humi lity- Aeknowkdging what you don 't know is the 

dawning of wi.,dom 

• Sta) "ithin a \\'el i-defined circle of competence 

• ldcntif\ anti rewncile diseonfirming e,·idence 

• Resi-.r the era\ ing for fa be precision, false cerrainrie'>. ere. 

• .\bcl\e all, ne,·cr fool your'>elf. and remember that you arc rhc easiest 

person to fool 

((Understanding both the power of compound 

interest and the difficulty of getting it is the 

heart and soul of understanding a lot of things. " 

• Ana lyric rigor- l \c of lhe ~eicntific method and effceti' e check list<; 

minimit.cs errors ~1ntl omi'>!'>ions 

• Determine \:lite apart from price: progress apart from 

acti\ iry; "calrh apart from size 

• It i<> berrcr to rcmt:mlJer the ulJ, iuus than ro grasp the c-;otcric 



• Be a busines~ anal) '>t, nor a market. macroeconomic. or c;ecurit~ analy:-.t 

• Consider roralit~ of ric;k and effect; look ahnl\ ~ at potcmial second 

order and higher level impacts 

• Think forwards and btt<.:kwards- 111\·crr. al\\'ay'> in,·crr 

• t\llocation-Proper allocurion of c1piral is an im c:-.tor\ number one 

job 

• Remember that hight:'>t and best uc;c is alway-. mca-.urcd b~ the 

nc-;r best use (opporwnity cost) 

• Good ideas are rare- \\ hen the odds arc greatly in your fa, ·or, bet 

• Don't ··fall in 10\c" \\ith an imec;tmcnr-be ::.iruation-depcndent and 

opporru nit~ -d ri n;n 

• Patience-Resist the nalllral human bias to act 

• "Compound interest is rht: t:ighth \\'onder of the world" (Einstein); never 

interrupt it unnecessarily 

• t\\'l>id unnecessary tran.,actional ra-;es and frictional costs; never rake 

action for irs 0\\ n sake 

• lk alert for the arri\ al of luck 

• l•:njoy rht: process along'' ith the proceeds, becau-;e the process is 

\\'ht:rc \'OU li' c 

• Deci-;i,·cncss-\\'ht:n proper circumstances present themseh·es. 

act'' ith decisi' cnc-.., and com iction 

• Be fearful when other-. arc greed~. anJ greedy ''hen others are fearful 

• Opportunity dot:sn 't come often, so seize ir ''hen it docs 

• Opportunity mt:eting the prepared m ind: that's the game 

Mispriced Bets 

" It's not given to human being~ rn have 

such talent that they can jusr know 
everything about everything all the 

time. But it is given to human beings 

who work hard at it- who look and 

sift the world for a mispriced bet- that 

they can occasionallr find one." 

T homas Carlyle 
0~95-1881 ) 

"The task of a man i~ not to see what 

lies dimly in the distance, but to do 
what lies clearly at hand." 
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Charlie Sums It Up 

"How do some people get wiser than 

other people? Partly it is inborn 

temperament. Some people do 

not have a good temperament for 

investing. They're too fretful ; they 

worry too much. But if you've got a 

good temperament, which basically 

means being very patient, yet 

combine that with a vast aggression 

wht:n you lutuw enough to do 

something, then you just gradually 

learn the game, partly by doing, 

partly by studying. Obviously, the 

more hard lessons you can learn 

vicariously, instead of from your own 

terrible experiences, the better off 

you will be. I don't know anyone 

who did it with great rapidity. 

Warren Buffet t has become one hell 

of a lot better investor since the day 

I met him, and so have I. If we had 

been frozen at any given stage, with 

the knowledge hand we had, the 

record would have been much worse 

than it is. So the game is to keep 

learning, and I don't think people are 

going to keep learning who don't like 

the learning process." 
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• Changc-L i\ c \\ ith change and accept unrcmo,·ablc com plex it) 

• Recognize and adapt to the true nature of the world arou nd yo u; 

don't expect it to adapt to you 

• Continually challenge and willing!~ amend your "lx:'>t-lo,ed idea'i" 

• Recognize rea lity even when you don't like it-cspccially when you 

don't like it 

• Focus-Keep thing., '>imple and remember what you ~ct out to do 

• Remember that reputation and integrity are your mo'>t , ·aluable 

assets-and can be lost in a heartbeat 

• Guard agaimt the effects of hubri., and boredom 

• Don 't O\ crlook the ob,· iou~ b~ drowning in minutiae 

• Be carefu l to c-.;clude unneeded information or '>lop: "A smal l leak 

can s ink a great ship" 

• Face your big troubles; don't ""cep them under the rug 

Sin<.:c human beings began investing, thcy ha,·c been sean.: hing for a magi <.: 

formula or easy recipe for instant wealth. As you <.:an sec, Charlie's superior 

performance doesn't comc from a magic formula or some business-school-in-;pircd 

S) stem. It comes from "hat he calls hi'> "con<.tant scarch for better mcth<Hh of 

thought," a" illingnc-.., ro "prepay" through rigorous preparation, and from thl: 

extraordinary our<.:omcs of his multidisciplinary research rnodel. /11 the mrl, it 

romf'.l' do~w /f) Char/it' :\' most /1asir J(llidillf( pri11riples, his jtllldal!lflltal philosf)phy 

of /{fr: Pnpamtio11. Di.wiplillt'. Pntimre. Dt•risii.:mess. Each arrribute is 

in wrn lo!>t \\"ithout the mhcr. but together the~ form the d~ namic 

crirical mass for a cascading of positi,·e effect-; for \\'hich l\ lunger is 

famou'i (th<.: "lollapa looza"). 



Finally, a word or t\\ o on why rhi:- O\ c.:n iew of Charlie's investment philosophy 

has focused so much on the.: -;ubjecr of'\, hat to buy" and so little on "when ro 

'>t..:ll." The an'>\\Cr, in Charlie\ o\\'n word-., -;erYe:- a'> a \\onderful '>tllnmarion of the 

"\Iunger School" of highly-concentrated, focused in,csting de.,cribc.:d here: 

"Ill' ·n, prn1ifll lo p1111i11g o11t ltnJt:t> 

tiiiiOIIJI!s rl 11101/l'.)' fJ!:hrn' u:·t u:·o11 t hact lo 

mrd'e rmothrr decisio11. !lyo11 bt'-\' somdhi11t.; 

bem11se it:,· tmdt'rf..'flllltrl. t!mt yo11 hrt'Uf lo 

thi11l rtllfJIII .wlli11g it il!.'nnt il flj>j>roarht•s 

yo11r mlmlrtlio11 of ils i111ri11sir 't:alllt'. 

Tllflt:r hflrrl. 8111, {lyo11 t'llll b11y rt fl""'-' gtml 

f'fJIIIj>all ies, the11 ,ro11 t'ftll sit 011 yo11r ms. 'f'lwl :, rt 

good 1hi11g ·• 

I ,ike his hero, Bcnjarnin Frank lin, Ch~tr l ie 

~Junger painstakingly de' eloped and perfected 

unique appmachc'> ro personal and businc'>'> 

en den\ or-.. Through these method'>, and the 

dc,·clopmcnr clnd maintenance of sound, lifelong 

habit'>. he has achie\ ed e\.traordinar~ -.uccess. 

c:And so these complex, aging prodigies carefully 

tend their compound interest machine, a joint 

creation of two exceptional personalities. Others 

may try to duplicate Berkshire Hathaway, but 

they won't be able to duplicate these two 

exceptional minds." 

-Robert Lenzner and DavidS. Fondiller 
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Honesty Is the 
Best Policy 

C on'>i'>tcnt with hi<; ~lid" C'>tcrn root<;, .hon~~ry and i~te~rit~ .and Ch~rles Al.un~cr 
ha\ cal" a~s been..,~ non) mous. A'> C.harlu.: once 'iald, ·Domg the nght thm~ can 

pay bi~ di' idcnds both pcr-;onally and profc-.sionally." As a re~rimonial to just ho\\ 

deeply honesty and integrity arc ingrained in Charlie, his dau~hter \\'endy recllls the 

Warer~are era and the'>) mparhy she had for the daugluers of Richan..l Ni.,oll, a-, their 

farber\ ethicallap-;e-. became kno" n. " I kne\\' "·irhout a doubt that my dad \\Cndd 

nc,cr put us in a -.imilar situation. I can't tell YOU ho\\ \\onderful that made me 

fee l. " 

We asked legendar~ fixed-income expert Bill Gross of PII\ ICO ro 

comment on Charlie and honest~. Here i'i \\'hat he had to say: 

"\\'hen the East and the \\'est coao;ts fall into rhe sea, either through srorm, 

earthquake, or a dct<.:rioration of va lues, there wi ll sti ll be Iunge r's Omaha. 

Charlie's ethical '>tandards shou ld be hcamed by satellite..: wall global financial 

centers to pre,·cm fuwre Enrons and \\'orldComs. 

"\\'hat tine example-. ami reachers Charlie and \Yarren arc. <.:~pecially for )Clung 

peopk. As Albert Schwcitzcr said, 'Example.: is not the main th ing in rcachin~-it 

is the on ly thing.' Charli<.: and \\'arrcn, in a lifetime busines'> 'ra<.:c,' ha\'(~ nm only 

fini'>hcd up from, bur IHt\e ne,·er cur an) corner<; along th<.: wa~. 

Bill Gross 
"One could nor find more c'emplary ' I lonesr Abes' in the tinan<.:ial \\'orld than 

\\'arrcn Buffcn and Charlie I ungcr. Thei r annual reports arc legend, and they 

conta in not on ly \\'Ords of bona fide i1wesrm<.:nr \\'isdom, hu t sclf-recrimin:uion "hen 

deemed ne<.:essary." 
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'1 think track records are very important. If 
you start early trying to have a perfect one in 

some simple thing like honesty, you're well on 

your way to success in this world. " 

-Charles T. Munger 

Ri(;k Guerin, longtime friend <tnd bus iness associate <tdds: "On two ocnt:s ion:s, 

I sa\\ Charlie pay more than he needed to in bu-.ine'is transactions. First, 

"ith t\\·o little old ladies who held nore'> in a husine-..., "e \\ere bu~ ing, which 

\\e could ha\e ea'>ily redeemed ar far less than face \alue-Charlie nen::nhele~~ 

paid them face Yalue. Second, w rai-.e some ca<>h I needed for anorher 

inYestment, I offered tO sel l him my half of a venture \\'e were in to,!!;ethcr, and 

he sa id to set a fa ir price- ! said $UO,OOO; he sa id. no, $230,000 \\ as correct, and 

he paid me that. This also presented C harl ie with the opportunity to usc one of 

hi-. ftl\ oritc line'>: T m right, and ~ou're smarr, and sooner or later ~ou'll see I' m 

right.' ( )f course. he \\·a~ right on both '>core'>- he had ~ct a more accurate price. 

and l did evcnruall~ come to -.ee it that \\'ay. 

"' l~tking ad,·anragc of a cheap stock price on the scock c'chan,!!;e is one thing, 

hut rak in,!!; ac.kanragc of partners or o ld ladies is somethin,!!; else-•wmerhing 

Charlie just Joesn 't do." 

Rick Guerin 

"Charlie just loves to usc one of his 

favorite lines on me: 'I'm right , and 

you're smart, and sooner or later you' ll 

see I'm right."' 
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uAbili ry wi ll ge1 you ro the top, but it 
takes charaCicr 10 keep you there." 

"Trickery and rreachery are the 
practices of fools thnt have not the 

wits cnougl• 10 be honest." 
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Charlie on Honesty: 
2004 Wesco Meeting 

"Louis Vincenti, who used ro sir in rhe chair I occupy today, used ro say, ' If you 

tell the truth, you don't have to remember your lies.' So we rry and keep it s imple 

by telling it like it is at aJI times. Having so many longtime loyal shareholders means 

that we have never given a damn whether any quarter's earnings were up or down-at 

lea~t we don't care in terms of their effect on shareholders. We prefer pro firs to losses, 
obviously. Bur we're nor willing to manipulate in any way just to make some quarter 

look a little better. And that's a very difFerent ethos from the standard. 

"And in terms of intellectual content, I think this place tries harder to be rational 

than most places. And I think it rrie~ harder than most places ro be erhicaJ-meaning 

ro tell the truth and to nor be abusive. Now with 175,000 emplo)Ces, or something 

like that, ar Berkshire, l'U bet as I sir here at least one of them is doing something 

that I would very much regret. However, despite the presence of some human failing, 

we've had an amazingly low amount of litigation or scandaJ or anything of that sort 

over a vast number of decades. And people notice that. 

"We think there should be a huge area between what you're willi ng to do and 

what you can do without significant risk of suffering criminaJ penalty or causing 

losses. We believe you shouJdn'r go anywhere near that line. You ought to have an 

imernal compass. So there should be all kinds of things you won't do even though 

they're perfectly legaJ. That's the way we try to operate. 

" I don't think we deserve a lot of credit for that because we early understood that 

we'd make more money that way. And since we understood it so well, I'm not sure 

that we're entitled to credit for such morality as we have. 

"Of course, it is hard to know your own motivations. But I'd like to believe tha1 

we'd all behave well even if it didn't work so well financially. And every once in a 

while, we get an opportunity ro behave that way. Bur more ofrcn we've made extra 

money our of morality. Ben Franklin was right for us. He didn'r say honesty was the 

best morals, he said it was rhe bcsr policy." 



Our First 
I Have Nothing to Add ... 

On occasion, Charlie will pose a challenging question to his 

audience, or receive one, and leave it unanswered. By so doing, he 

says, he encourages his listeners co "reach" for the ans,.vers themselves 

and, as a result, better learn and retain the information they discover. 

Charlie says his father routinely used this same technique with him, 

with resu lts that still benefit him today. 

In keeping with the promise of this book to present the wit and 

wisdom of Charlie Munger, we consider it a responsibility and duty to 

once and for all provide ans'vvers to some of the riddles and questions 

Charlie has long left us "reaching" for, but never quite grasping. 

We begin with this question from the calk Charlie gave at the 

Harvard Faculty Club, October 6, 1994, "The Psychology of Human 

fisjudgment": 

Question: "You cite the Warren Buffett rule for outcry auctions: 'Don't 

go.' Then you say, 'We don't go tO the closed bid auctions either, but for a 

different reason, one which Zeckhauser would understand."' 

Answer: "Zcckhauscr-hc's the Harvard professor who is also a great 

bridge player. The problem, a different one, with closed bid auctions is that 

they are frequently won by people making a technical mistake, as in the case 

of Shell paying double for Belridge Oil. You can't pay double the losing bid 

at an open outcry auction. You don't have that problem, you have different 

ones. But closed bid auctions invite a possibility for big mispricing errors." 

Look for more "I Have Nothing to Add" moments sprinkled throughout the book. 
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Chapter Three 

Mungerisms: Charlie Unscripted 
Highlights from Recent Berkshire Hathaway 
and Wesco Financial Annztal Meetings 
By Whitney Tilson 

"The wisdom of the wise, and the experience 

of ages, may be preserved by quotations. " 

-Isaac Disraeli 

W
arren Buffett and Charlie Munger are 
undoubtedly the greatest investment duo 
ever, so any investor who fails to learn 

as much as possible about these two men and 
how they achieved their success is, to use one of 
Charlie's favorite words, "bonkers." 

But the real joy of swdying \\"arren and Charlie is not that one can learn a great 

deal about how to compound money at a high rate for an extended period-though 

this is certa inl y a nice side benefit! Rather, by absorbing their teachings, one will 

gain a far deeper understanding of the h u rna n cond ition, the state of the world, 

ho\\' to think rationally, and, mos t importantly, how to better lead a life of integrity, 

happiness, and kindness (here's a hint: these c haracte ristics are intertwined). 

"It is a good thing for an uneducated 

man w read book~ of quotations." 

-Sir Winston Churchill 
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"Armed with this collection of 

Mungerisms, I plan to plagiarize 

Charlie more frequently and 

accurately than I have been able 

to in the past!" 

- C. B. "Chuck" Thornton 
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Learning from Warren isn't hard

there arc many books abou t him; he 

regularly gives speeches, writes articles, 

and makes public appearances; and he's 

published lengthy annualleners for 

decades (you can read the lase thirty of 

them for free at www.bcrkshireharhaway. 

com; if you haven 't done so already, what 

are you waiting for?!). But Charlie is n10re 

private: There are on ly two books about 

him, and he is a far less prolific writer and 

speaker. 

For this reason, many people fail to recognize 

that Charlie is a genius in his own right, and that 

he has had a profound effect on Warren's investment 

philosorhy, which Warren freely acknowledges. The dynamic 

between them is pretty funny to watch. On stage at the Berkshire 

annua l meeting, Warren genera ll y takes the first stab at answering a 

question, but then usually turns and says, ''Charlie?" Immobile and expressionless 

(they cou ld easily substitute a mannequin for him, and no one would notice most 

of the time), Charl ie typ ica lly replies, "I have nothing to add." Those five words 

have becon1e a trademark of Charlie's that often delights both 'vVarren and the 

audience. (In fact, at the special meeting for the Gen Reacquisition in Septen1ber 

1998, Warren acwa ll y showed ur with a cardboard cutout of Charlie and a recording 

of Charlie saying, "I havc nothing to add." Accord ing to one of my friends in 

anendance, "\\'arren would get that impish look each of the half dozen or so times he 

used it:') Those words also reflect both Charlie's abrupt, curmudgeonly nature-at 

least that's his public persona-and the "two-minds-as-one" relationship of brilliant 

partners joined in their thoughts. 

Bu t when Charlie does have something to add, it is often piercing and insightful, 

and he doesn't pull any punches. To use his own wor<Js, Charlie is a "cranky, old-



fashioned" man and has never worried about being politically correct-he just calls it 

the way he ~ee'> it. 

Since \\'arren docs most of the talking at the Berkshire meeting. I at" ay'> like 

to attend the \\'esco annual meeting a few days later in Pasadena to hear Charlie\ 

in-depth thinking (he i'> the chairman of \\'csco Financial, a holding com pan) "ith 

a structure similar to Berk'ihire\, which 0\ms 80.1 percent of\\'esco). One needn't 

e\·en be a shareholder to attend; Charlie- as he and \\'arren do at the Berkshire 

meeting-welcome-. al l pilgrim!l to the church of Graham, D odd, Buffett, and 

i\lunger. I\ c nC\ cr regretted making the cross-country trip so -;oon after returning 

from Omaha, as Charlie's mind rc.:mains in peak 

form. During the 2003 tTieeting, as Charlie 

made one insightful observat ion aftcr another, 

one of my friends leaned O\'er and whispered ro 

me, "T his is one unbelievable eighty-year-old!" 

Indeed! 

.\sa teacher and a thinker, Charlie is 

\\'arrcn ·.,equal, and I\·e learned an enormous 

amount from him, \\hich i wh) I was so 

delighted to hear that Peter Kaufman was 

pulling this book together-and \\ hy I 

immediately agreed to contribute! 

This charter is intended to complement Charlie's formal writing'> and speeches 

that appear elsewhere in this book. Drawn from my notes frotTI the Berkshire.: and 

Wesco annual meetings over the past five years, this is a co llection of the n1ost 

insightful, provocative, spontaneous, funny things Charlie said at these meetings. 

Since a ltTIOSt a ll of his remarks arc in rt:sponse to questions from !-.harcholders, he 

commenrs extensi\ ely on Berkshire Hathaway Jnd many businc~"- and investing

related topics. 

' Io make Charlie\ teachings more accessible, I\·e organized them by :opic and 

also done some light editing, but the goal is to ler him speak for himself. Enjo)! 

A Cardboard Charlie 
"with Nothing to Add" 

Ar the special Berkshire meeting for 

the GenRe acquisition in September 

1998, \Xfarren actually showed up with 

a cardboard cutout of Charlie and a 

recording of Charlie saying, " I h:IVe 

nothing to add." According to one of 

my friends in attendance, "\Xfarren 

would get that impish look each of the 

half-dozen or so times he used it." 
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"I have been associated for many years with a man legendary 

for good judgment, and it never ceases to amaze me to see 

how much territory can be grasped if one merely masters and 

consistently uses all the obvious and easily learned principles." 

- Munger 



Keys to Our Success 
I) Ic is occasionally possible for a tortoise, content to assimilate proven insights 

of his best predecessors, to outrun hares rhar seck originality or don't wish robe left 

our of some crowd folly that ignores the best work of the past. This happens as the 

rorro ise stumbles on some particularly effective wav to apply the best previous work, 

or simply avoids standard calamities. \Verry n10re to profit from always rem embering 

the obvious rhan from grasping the esoteric. Iris remarkable how much long-term 

ad,·antagc people like us ha\(..: gotten by trying to be consistently nor scupid, instead 

of trying to be ,·ery intelligent. 

2) \Ye don't c laim to han; perfect morals, but ar least we ha\'e a huge area of 

things that, while legal. arc beneath us. We won't do rhem. Currently, there's a 

culwrc in America rhar says rhar anyt hing th at won't send yo u to 

prison is okay. 

\\'e believe there shou ld be a huge area between eve rything 

you should do and crcrything you can do without getting in to 

legal trouble. I don't thin k you shou ld come anywhere ncar that 

line. \\ 'e don't deserve much credit for this. It helps us make more 

moneY. I'd like to believe that we'd behave well even if it didn't 

\\'ork. Bur nwrc often, we've made extra money from doing the 

right thing. 

Remember Louis Vincenti's 

rule: Tell the truth, and you 

won't have to remember your 

lies. It's such a simple concept. 
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NetJets, purchased by Berkshire in 1998, 

is one of the many successful businesses 

Warren and Charlie have added to 

Berkshire's portfolio. Capably run by 
Rich Sanwlli-inventor of fractional 

ownership-the company continues ro 

expand internationally, as evidenced by 
the ad below in Arabic. 
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Comments on Berkshire Hathaway 
Berkshire Is a Hell of a Business 

We're like the hedgehog that on ly knows one big thing: lf you can generate float 

[cash from insurance premiums that Berkshire can invest before claims must be paid] 

at three percent and in vest it in businesses that generate thirteen percent, that's a 

pretty good business. 

The businesses that Berkshire has acquired will return thirteen percent pretax 

on what we paid for them, maybe more. \Yith a cost of cap ital of three percent-

generated via other people's monev in the form of float-that's a hell of a 

business. That's the reason Berkshire shareholders needn't totally despair. 

Berkshire is not as good as it was in terms of percentage compounding [going 

forward], but it 's sti ll a hell of a business. 

I hate to be an optimist, but we have 

really added a lot of wonderful 

businesses to Berkshire over the past 

few years. 

Berkshire's Past Returns 

Berkshire's past record has been almost ridiculous. If Berkshire had 

used even half the le\·crage of, say, Rupert ~ J urcloch, it would be five 

times its c urrent size. 

Berkshire's Future Outlook 

One of the smartest things a person can do is dampen in\'CStmcnt expectations, 

especia lly with Berkshire. That would be mature and responsible. I like our model, 

and we shou ld do nicely. 



The future will be harder for Berkshire H athaway for two reasons: 

I ) \Ye 'rc so big. It limits our im·estment options to more competitive areas that 

arc examined by ,·cry smart people like .\lice Schroeder [the insurance analyst from 

Paine \\'cbbcr and then ~!organ Stanley. who was sirting in the audience]. 

2) The current cli mate offers prospects in common stocks 0\'er the next fifteen 

tot\\ ent~ years that arc way less than we \ ·e experienced over the past fifteen to 

twenry years. Read \\'arrcn's Fo111111e article-1 totally agree with ir. r".\lr. Buffert 

on the Srock .\ larkct," 11/22/99] 

Berkshire Hathaway's value will be 

higher in twenty years, but it is certain 

that the annual rate of percentage 

growth will be much lower. 

Bur this is not a tragedy. \\'c're content. Berkshire Hathawa~ and \\'csco 

will accumulate ca~h c' cr~ year. and we ha,·e a structure that gi,·cs us enormous 

flexibility. \\'hi lc we're roo big to buy the stock of a small company, wc ha,·e the 

ad,·amage of ha\ ing ent ire companies offered ro us. Something ha~ alwa)s turn<.:d 

up for us. I'm not di~c:ouraged, but 1 don't think your money here is going w do 

anything like \\ hat you' r<.: ust:d to. 

It 's a fin ire and ' cry c:o mpc titi , ·e world. All large aggregations of capita l 

eventually find it he ll on earth to grow and thus find a lower rate of return. 

Persona ll y, I think Berkshire will be a lot bigg<.:r and s tronger than it is. \\'hcther 

the ~rock \\ ill be a good investment from today's price is another qu<.:stion. The one 

thing we've ahnly'> guaranteed is that the future will be a lot worse than the past. 

The Law of Large Numbers: 
A Heavy Anchor 

"Economic progressions, as they grow 

larger, forge their own mathematical 
anchors." 

- Bufferr 

"We're not crying wolf at how hard 

it is to compound at the old rates- it 

can't be done. Look how tough it is 

to earn SlOO million pretax doing 

anything; few ever accomplish it. Then 

$1 billion, then $5 billion, then $10 

biUion .... " 

- Munger 
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Andrew Carnegie (1835-1919) rose 

from penniless immigrant to become 

the wealthiest man on earth. Selling 

his steel empire for $500 million, he 
created schools, a peace e ndowment, 

New York's Carnegie Hall, and 2,811 

free public libraries. He also paid for 

the acquisition and installation of7,689 

church organs. His vision was to create 

"an ideal state in which the surplus 

wealth of the few will become, in the 

best sense, the pro perry of the many." 
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CAI:..'\Jo;cru: LIRIU.HY, IIIL\DUOCK, ))A. 

The furure rerurns of Berkshire and Wesco won't be as good in the future as they 

ha,·e been in the past. lThis is true of al l large, successful companies.] The only 

d ifference is that we'll tell you. 

Berkshire Hathaway's Culture 

Our cu lwre is very old-fashioned, like Ben Franklin's or Andrew Carnegie's. Can 

you imagine Carnegie hiring consultants?! It's amazing how well this approach still 

works. A lot of the businesses we buy are k ind of cranky and old-fashioned like us. 

For many of our shareho lders, our stock is all they own, and 'vve're acutely aware 

of that. Our culture [of conservatism] runs pretty deep. 

This is an amazingly so und p lace. \Ve are more d isaster-resistant than most other 

places. We haven't pushed it as hard as other people would haYc pushed it. 

T'm happy having ninety percent of my ncr worth in Berkshire srock. \Ve're 

going ro rry to compound it at a reasonab le rate wirhour raking unreasonable risk or 

u:-.i ll!!, le>crage. If we ca n't do this, then that's j ust too damn bad. 



Berkshire's and Wesco's Stock Prices 

\\ c likc the <>tocks of both Bcrk ... hin.: and \\'csco 

to tradc \\'ithin hailing di~tancc of\\'hat \\C think of as 

intrinsic val t iC. \ \'hen it runs up, we try to talk it down. 

That's not at all common in Corporate America, but 

that\ the \\'a) "c act. 

I don't want to go back to 

Go. I've been to Go. A lot 

of our shareholders have 

a majority of their net 

worth in Berkshire, and 

they don't want to go back 

to Go either. 

' l i>da~. it '>eem<> to be regarded a'> the duty of C EO., to make the stock go up. 

T hi'> Ieath co all sons of fooli'>h heha' ior. \\'e wanr to tell it like it i'>. 

Berkshire Shareholders 

\\'e like o ur current shareholders and don 't want to entice anyone w become one. 

I think our reporting. considering the complexity of the enterprise, is berter than 

that of any enterprise I kno\\· at gi' ing shareholders the information they need. \\'e 

do it con'>cienriouc;l~. 

Berkshire's Acquisition Strategy 

'l'\\'o-thirds of acqu isit io n :-; don't \\'ork. Ours work bccau:-.~; we Jon'c Lr~ Lu du 

acqui<> it ions-\\·e \\'air for no-bra in er'>. 

Go, or square one, from the Parker 

Brothers' clas~ic board game, Monopoly. 

The game was created by Charles B. 
Darrow of GermantO\\ n, Pennsylvania, 

in 1934. 
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Otis Booth 
Hand in Pocket 

" I was a good investor myself, but I 

couldn't do what Warren and Charlie 

did so well-virtuaJly never have any 

losers. The best investing decision I 

ever made was keeping my hands in my 

pockels for all these years and hanging 
on lO my Berkshire position, letting 

lhose guys do it. I simply recogniz.ed 
they were better at it than I was." 

-Otis Booth, 

major Berkshire Hathaway shareholder, 

real esrate development partner, and 

friend of Charlie's for over fifty years. 
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Competition for Acquisitions 

\\'c'vc hatl private equity competitor!> for a long time, but one way or another, 

we've managed to buy quite a few things. 

The genera l assum ption is that it must be easy to sit behind a desk and peop le 

will bring in one good opportunity after another-this was the attitude in vemure 

capital until a few years ago. This wa<, not the case at a ll for us- we scrounged 

around for companies ro buy. For t\\ent) ~ears, we didn't buy more than one or two 

per year. 

It's fair to say that we were rooting arou nd . There were no commissioned 

salesmen. Anytime you sit the re waiting for a deal to come by, you're in a very 

dangerous scat. 

Managers of A cquired Companies 

\\'e'\'e bought business after business because we admire the founders and 

what they\ e done with their live<,. In almost all cases, they've Sta) cd on, and our 

expectations have not been disappointed. 

What matters most: passion or competence that was inborn ? Berksh ire is fu ll of 

people who ha,·e a peculiar pas<;ion for their own business. I \\Ould argue passion is 

more important than brai:1 power. 

I don't think our managers who come to this meeting arc picking up new tricks

they know all the tricks related ro their business-but this is an in teresting place and it 

gets more interesting every year and they like being parr of it. 

Managing Subsidiaries 

By and large, we'\'e chosen people we admire enormous() to ha\ e the power 

beneath us. It\ easy for us to get along'' ith them on a' erage becauo;e we lo,·e 

a nd admire th<:m. And they create the cu lture for whatever invention and realiry 

recogn ition is going on in their busine~ses. And included in that realit) recognition 

i::. the recogni t ion that previous conc lusions were incorrect. 



There are certain virtues that are common in 

all of Berkshire's subsidiaries. ~ don't create 

them-we select companies that have them 

already. ~just don't screw it up. ~ have 

decentralized power to a point just short of 

total abdication. 

It wou ld help current shareho lders ro hear our C EOs [of the Berkshire 

opera ting subsidiaries], but we promised them they could spend one hundred 

percent of their time on their businesses. \Ve place no impediments on them 

running their businesses. ~ lany haYe expressed ro n1e how happy they arc that they 

don't have to spend twenty-five percent of their time on activities they don't like. 

Synergies 

'l'he reason we avoid the word "synergy" is because people genera ll y claim 

more synergistic benefits than will come. Yes, it ex ists, but there arc so many false 

prom ises . Be rkshire is full of synergies-we don't avoid synergies, just claims of 

synerg~es . 

Making the Right Personnel Decisions 

It's amazing how few times over the decades we've had to remove a person-far 

less than other compan ies. It's not that we're soft or foolish, it's that we're wise r and 

luckier. Most people wou ld look back and say their worst mistake was not firing 

someone soon enough. [We don't say that.] Our record is fab ulous. We're old

fashioned. For example, in the case of CORT Business Services [a furn iture rental 

bus iness that Wesco acqu ired], Warren said w me, "You're going to love Paul Arnold 

[CORT's CEO]." And he was right. Paul 's been running the business since he was 

in law school and loves it. 

" If you ever want to sell your company, 

yet feel like you didn't sell it at all, 

talk t O Warren and Charlie. All they 

want you to do is go out and run your 

business well, and, if you do that, they 

leave you completely alone. I don't feel 

like I sold flightSafety; I just traded 

my FlightSafety stock certificate for a 
Berkshire certificate." 

-AI Ueltschi, 

founder and chairman, 

FlightSafety International. 
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Ajit Jain heads the arionallndemnity 

reinsurance business of Berkshire 

Hathaway. Widely considered to have 

one of the most brill iant m inds in 

the insurance field, he routinely finds 

significant new sources of low-cost 

A oat for redeployment by Warren and 

Charlie. 

Warren regularly reminds shareholders 
of Ajit's contributions to t heir company, 

as in this tribute in the 200 I Annual 

Repon: 

"Ajit's business will ebb and Aow- but 

his underwriting principles will not 

waiver. It's impossible to overstate his 

value to Berkshire." 
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Berkshire's Insurance Operations 

Reinsurance is not as much of a commodity business as it might appear. There's 

such a huge time lag between when the policy is written anu when it is paid that the 

customer has to evaluate the insurer's future will ingness and ability to pay. We ha,·e 

a reputational ad,·anrage, though it's not as big as it should be. 

I do think we get some advantage in reinsurance because people trust our 

willingness and ability tO pay, so it's not a commodity. 1 think we have some special 

talents. That being said, I think it's dangerous to rely on special talents- it's better 

to own lots of monopolistic businesses with unregu lated prices. But that's nor the 

world today. We have mauc money exercising our talents and will contin11e ro do so. 

I'm glad we have insurance, though it's not a no-braincr, I'm warning you. \\'e 

have to be smart to make this work. 

The overall result is that we're going to do preny well- meaning in the top ten 

percent [of the inclustrv]-because we do different things and we're willing to do 

some unpleasant things. 

Generally speaking, we're mildly optimistic about our insurance operations. 

Growing float at a sizeable rate at low cost 

is almost impossible-but we intend to do 

it anyway. 

I've been amazed by the growth and cost of our float. It's wonderful to generate 

billions of dollars of Aoat at a cost way below Treasury notes. 

I , ttmpy results and being willing to write less insurance business if market 

conditions are unfavorable ... that is one of our advantages as an insurer-we don't 

give a damn abom lumpy results. Evervonc else is trying to please \Vall Street. This 

is IIO L a sr nall advamage. 



·obody else docs it, but to me [not worrying about crying to please \Yal l Street] 

is obvious ly the on ly way to go. A lot about Berkshire is like this. Being controlling 

owners is key- it wou ld be hard for a committee to make these kinds of decisions. 

Berkshire H athaway Repurchasing Shares 

In the past, when Berkshire has gotten cheap, we've found ocher even cheaper 

stocks to buy. l'd always prefer this. It 's no fun ro have the company so lacking in 

repute that we can make money for some shareholders by buying out ochers. 

Splitting Berkshire Stock to Create More Liquidity 

I think the notion that liquidity of tradab le comrnon scock is a great contributor 

to capitalism is mostly twaddle. The liquidity gives us these crazy booms, so it has as 

many problems as virwes. 

Wall Street's New York Stock 

Exchange is the world's leading 

and most technologically advanced 

equities markec. On an average 

day, L46 billion shares, valued at 
$46.1 billion, trade on the NYSE. 
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Robert H agstrom's book, recommended 

by both Munger and Buffett, clearly 
lays out Berkshire Hathaway's successful 

approach for all to follow. 
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[Buffett: Berkshire t rades $50 million of stock per day, so very few people 

will have a problem selling it.] 

But we're trying to c reate more people who have the problem of owning 

stock worth so much that li quidity is an issue. 

Why Don't More Companies and Investors Copy 
Berkshire Hathaway? 

It's a good q uestion. Our approach has worked for us. L ook at the 

fun we, our managers, and our shareholders arc having. lo re people 

should copy us. It's not difficult, but it looks difficult beca use it's 

unconventional-i t isn't the way things are normall y done. \Vc have 

low overhead, don 't have quarterly goals and budgets or a standard 

personnel system, and our investing is much more concentrated chan is 

the ave rage. Tt's simple and common sense. 

I was recently speaking with Jack ~·lcOonald, who teaches a 

cou rse on investing rooted in our principles at Stanford Business 

School. He said it 's lone ly-l ike he's the ~laytag repairman. 

The Maytag Repairman 

Starting in 1967, actor Jesse White portrayed 

the appliance repairman who, because of 

the great reliability of Maytag products, 

becomes the "loneliest man in town." 

White maintained the role until 1989, when 

Gordon Jump took over. In 2003, Jump 

retired, and a former Mr. Goodwrench, 

Hardy Rawls, took over the role. 



Comments on Buffett 
Ir\ hard w believe that he's gerring bcrrcr with each 

passing year. Tt won't go on forever, but \\'arrcn is actually 

impnl\ ing. It's remarkable: ~ lost seventy-two-) car-old men 

arc nor improving, but \Varren is. 

Charlie's Influence on Warren 

I think those authors give me more cred it than I 

deserve. It is true th<lt \\'arrcn had a touch of brain block 

from work ing under Ben Graham and making a ton of 

money-it's hard ro switch from someth ing that's worked 

so wel l. But if Charlie f\ Junger had ne,·er lived, the 

Buffett record would 'itil l be pretty much what it is. 

I think there's some mythology in this idea that 

I've been this great enlightener of\Vtzrren. He 

hasn't needed much enlightenment. But we 

know more now than five years ago. 

What Happens When Buffett's Gone? 

The key is having good businesses. There's a lot of momentum here. [T lowc,·cr,] 

I don't think our successors will be as good as Warren at capital a ll ocation. 

Berkshire is drowning in money-we ha\'e great businesses pounding out money. 

If the stock went down, Berkshire cou ld buy it back. Therc's no reason to think it will 

go to hell in a bucket, and I think there's reason to believe it could go on quite wel l. 

I'd be horrified if it isn't bigger and better over time, C\en after Warren dies. 

"The main reason they have me up 

here, at age 80, is ro make Warren 

look young." 

-Charlie at 2004 

Berkshire Hathaway 

annual meeting 
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Another Comment on Buffett 

Marc Hamburg 
CFO, Berkshire Hathaway 

''What's it like to work with someone as 

brilliant as Warren Buffett?" 

"Warren is remarkably easy to work 

wid1-rhe best I've ever encountered. It 

is wonderful ro have someone with such 

a good feel for how results should come 
our (in fact, if the number is widely 

di~Terenr from his, we suspect we've 

made a mistake}. He has a remarkable 

ability ro look ar the same ser of 

figures rhar everyone else is looking 

at and come up with original insights 

and perspectives. He docs this al l rhe 

time-comes up with great ideas d1ar 

seem so simple after you hear them, bur 

don't occur tO anyone else." 
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When Warren is gone, the acquisition side of Berkshire will not do as well, bur 

the rest wil l do well. And the acquisition side wi ll do just fine. In any case, we've 

guaranteed you that the histOrical rare of grmvrh will go do\\·n, and we wouldn't want 

to make a liar out of me. 

[think the top guy won't be as smarr as Warren. Bm it's silly to complain: "\Nhar 

kind of world is this that gives me Warren Buffett for forty years, and then some 

bastard comes along who's worse?" 

If anyone would have a reason to worry, it ,,·ould be me, bur having known the 

Buffett family for decades, 1 say to you: "Don't worry about ir. You shou ld be so 

lucky." 

What If C harlie Dies? 

As you can tell, we ' re planning on immortality here. What do you need-sining 

on a pile of money and Warren Buffett sitt ing at the parent corporation? 

C harlie as the Abominable No-Man 

Buffett: You just have to learn how to calibrate his answers. If you ask Charlie 

something and he says "no," then we pur all of our 

money in it. l f 

he says "that's 

the stupidest 

th in g I' ve ever 

heard," then 

we make a 

more moderate 

investment. If 

you calibrate his 

answers, you'll get 

a lot of wisdom. 



Charlie, the Abominable No-Man 
Exchange at a recent Berkshire shareholders' meeting: 

Warren: "Charlie, do you have any additional comment?" 

Charlie: "No. I think you said 'no' perfectly." 

Chuck Rickershauser, 
former Munger Tolles partner and friend since 1964 

" W arren cold men storv one(; that, b;tck in the 

(.;arly days of their relanonsh tp, "lH.:n th(.;y had 

no Anancial connection and (.;<H.:h had an inn.:'>tnl(.;l1t 

partn(.;rship, \\'arrcn would frequent ly call up Charli<.: 

and say, 'I'm thinking of doing something' and tk~cribc 

it, and Charlie woulJ sa~, · ~ty God, an: you kidding? 

Th(.;re's this risk and that risk." The) 'd go right through 

all the-,e risk'> that Charlie saw. and \\'arren \\Ottld 

u!>uall~ !>a~, ' I think you're right.' Bm once in a \\hilc. he \\Ould sa~. 'Charlie, 

I\·e heard e,·erything ~ou said, bur I think I'm going w go ahead.' \\'arren said 

that it wasn't until that instant that he'd learn ,,·hat Charli<.: reall~ thought because 

occasionally Charlie'' ould re<>pond, ·Warren. if you do it, could I have a p<.:rc.:<.:nrage of it?' 

People often think of Charlie a<; identifying risks and saying, ':'\:o,' but it \\Ll'i hi., abilit) to 

identify the timt:s to a~k for a percentage that was most ,·aluable." 

Otis Booth, 
ft~iend and business associate since 1956 

"Charlie realizes that it is difficu lt to find '>ometh ing 

that is really good. So. if you ~ay ':'-Jo' nmet~ 

pen::ent ofd1c time, you're not missing much in the 

\\Orld." 

The Abominable No-Man 

Photo: Kiley Christian Cruse/ 

Omaha World-Herald 

Copyright ©2005 Omaha World

Herald. All righrs resened. 
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Appreciation For Charlie 

George GiiJespie, longtime friend: 

"Charlie is of the highest intellect and 

character, is devoted to his family, and is 

extremely considerate of his friends. To me, 

he is a man for aU seasons." 

Fred Stanback, longtime friend: 

"Charlie has a great store of practical wisdom. 

I always learn something when I hear him or 

read his writings." 

Brad Reed, longtime friend: 

" I have found particularly helpful Charlie's 

suggestion to use ideas &om distinct 

disciplines, his insistence on trying to 

ascertain dte consequences of consequences (of 

consequences), his suggestion that issues be 

analyzed by asking how ro produce undesired 

results, and his injunction to abandon-or 
at l~t rigorously ch:illenge-one's most 

cherished ideas. For me, his most apt aphorism 

is that 'a thing not worth doing is not worth 
doing well."' 

Jeff Moore, 
PrincipaJ , Ares Management: 

"Charlie's investment genius stems not only 

from superior intellect and thorough analysis 

bm, equally importaody, from patience and 

a steadfast application of his investment 

principles and philosophy. Both a student and 
a reacher, he is one of me titans of investing; a 

man worthy of study." 

I 00 Poor Churlie\ AlmnnncJ.. 

Investment Advice 
The Importance of Temperament, Patience, and C uriosity 

lOne of the key elemenrs to success ful im·esting is hu,·in g the right] 

tcJnpcramcnr-most people arc wo fretfu l; the) \\'Orry roo much. Success means 

being ,·cr~ patient, but ae;gressivc when it\ time. And the more hard kssons you can 

learn' icariou'il~ rather than through )Our o\\·n hard experience, the bercer. 

1 think there's !>Omethin~ to be -.aid for de\'cloping the di'ipoo,ition roO\\ n stock'> 

with om frerting. [But] temperament alone won't do it. You need a lot of curiosity for 

a long, long t ime. 

You need to ha\'C a pass io nate interc'>t in why Lhings arc happening. That cast of 

mind, kept O\ cr long period'), gradua ll~ impro,es your abiliry w focus on reality. If you 

don't ha\'c that cast of mind, you're destined for failure e,·en if you ha,·c a high l.Q. 

Focus Investing 

Our in,·c-;tmcnt style has been ~i' en a name-focus i rwc~ting-wh ich implit:s 

ten holdings, not one hundred or four hundre d. 

Our game is to recognize a big idea when it 

comes along, when one doesn't come along very 

often. Opportunity comes to the prepared 1nind. 

The itka char it is hard to find good im·estmen ts, so concentrate in a few, seenl'i 

w me to be an ob\ iou~ly good idea. But ninety-eight percent of the im·cstmcm 

world doesn't think this \\'ay. l t''i been ~ood for us-and you- that wc\·c done this. 

\\'hat\ funn) is that most big iJWe'>tmenr organization-. don't think like this. 

They hire lots of people, c\·aluatc i\ lcrck 's. Pfizer and e\·er) -;rock in the S&P 500, 

and think they <.:an beat the market. You ca n 't do it. 



we have this investment 

discipline of waiting for 

a fat pitch. 

Tf I was offered the chance to go into a 

business where people wou ld measure me against 

benchmarks, force me to be fully i1wested, cra\\'1 

around looking over my shoulder, etc., I \\'ould hare 

it. 1 would regard it as plltting me inro shackles. 

\ 'cry fc.:\\' pt:ople have adopted our apprO<lch. 

Focus im·cstin g is growing somewhat, but what's 

really growing is the unlimited usc of consul rams 

to advise on <lsset <II location, to analyze other 

consultants, and so forth. ~laybe t\\O percent of 

people "·ill come into our corner of the rent, and 

the rest of the ninety-eight percent will believe 

what they've been told lt:.g., that markets arc totally 

efficient]. 

Misteaching Investing 

Beta and modern portfolio theory and the li ·e

nonc of ir makes any sense co me. \\'c'rc trying to 

buy businesses with sustainable competitive advantages at a low, or e\·en a fair, price. 

I low can professors spread this [nonsense that a stock's volatility is a measure of 

risk]? I' ve been waiting for this craziness to end for decades. It's been dented, but 

it's sti ll om there. 

Warren once said rome, ''I'm probably misjudging academ ia genera lly [in 

think ing so poorly of it] because the people that interact with me have bonkers 

theories." 

Waiting for a Fat Pitch 

Harmon Killebrew (b. 1936) played for the 

Washington Senators, Minnesota Twins, 

and Kansas Cicy Royals over his t:wency-rwo

year career. Famous for his abilicy tO put liu 

pi1chcs deep into the bleachers, the Hall of 

Fame slugger hit 573 career home runs. Ar 
the time of l1is election to the Hall of Fame 

in 1984, he ranked fifth on the all-time 

home run list and was second only to Babe 

Ruth among American League players. 
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"Don't gamble. Take all your savings 
and buy some good stock and hold it 

till it goes up, then sell it. If it don't 

go up, don't buy it." 

- Will Rogers 
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Diversification 

The idea of cxcc~sive <.fi,·ersification is madness. 

We don 't believe that widespread d iversification 

wi ll yield a good result. \\'e believe almost all good 

investments will invoke relatively low diversification. 

If you rook our top fifteen <.lecisions out, we'd 

have a pretty ;n·erage record. It wasn't hyperactivity, 

but a hell of a lor of patience. You stuck ro your 

princ iples, and when opporwnit ies came along, you 

pounced on them with vigor. 

Be rkshire in irs history has made money betting on 

sure things. 

Sit-on-Your-Ass Investing 

If you buy something because it's undervalued, then 

you have ro think about selli ng it when it approaches 

your ca lculation of its intrinsic value. That's hard. Bur if 

you buy a few gre<:lt companies, then you can sir on your 

ass. That's a good thing. 

We're partial to purring our large amounts of money where we won't ha,·e to 

make another decision. 

What Is a Better Business? 

There are rwo kinds of businesses: The first earns twe lve percent, an<.l yo u can 

take the profits our ar the end of the year. The second earns twelve percent, but all 

the excess cash must be reinvested- there's never any cash. It reminds me of rhe 

guy who sel ls construction equipment-he looks at his used machines, taken in as 

customers bought new ones, and says, "There's all of my profit, rusting in my yard." 

We hare rhar kind of business. 



See's Candy: Case Study of a Better Business 

If See's Candy [when we were 

buying it] had asked for $100,000 

more [Buffett chimed in, "$1 0, 000 

more'J, \Varren and I would have 

walked-that's how dumb we were. 

Ira J\ larshall said you g uys are crazY-the re arc some things you should pay up 

for, like quality businesses and people. You arc underest imating quality. \\'c listened 

w the crit icism and changed our mind. This is a good lesson for anYone: the ability 

ro rake criticism constructivel y and learn from it. T f you take the indirect lessons \Ve 

l<.:arned from See's, you cou ld say Berkshire was built on constructive critic ism. 

Canadian Charles See came to Los 
Angeles in 1921 and, using his 

mother's recipes, started a high-quality 

confection business. An image of his 

mother, Mary See, also became the 

company's icon. See's grew from one 

shop to twelve by the mid- 1920s

and then kept growing throughout 

California. In 1972, in a transaction 

initiated by Robert T. Flaherty (now 

a Wesco Financial director), See's was 

purchased by Blue Chip Stamps, now 

wholly-owned by Berkshire Hathaway. 

Today, See's Candies are sold in more 

than rwo hundred shops and in certain 

foreign locations, such as Hong Kong 

and Tokyo. 
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Mistakes 

The most cxrrcme misrakcs in Berksh ire's history ha,·e been mistakes of 

omission. We saw it, but didn't act on it. T hey're huge ITtistakes-\\'e\·e lost 

billions. And we keep doing it. \\'e're getting better at it. We never get over ir. 

There are two types of mistakes: 1) doing 

nothing, what lrarren calls ((sucking my thumb" 

and 2) buying with an eyedropper things we 

should be buying a lot of 

Buying into Stock Declines 

After nearly m.aking a terrible mistake 

nor buying See's, we\·e made sim ilar 

mistakes many times. We arc apparently 

slow learners. These opportunity costs 

don't show up on financial statements but 

have cost us many bi llions. 

Since mistakes of omission [aren't 

visible], most people don't pay attention 

to them. \\'e rub our noses in mistakes of 

omiss ion- as we just did. [They had just 

d iscussed fai ling to buy \Val-l\ Ian stock 

because it moved up a bit, a $10 bi llion 

mistake.] 

Over many decades, our usual practice is that if [the stock of] something we 

like goes down, we buy mo re and more. Sometimes something happens, you 

realize you're wrong, and you get our. Bllt i f you Jc\'clop corre<.:t confidence in your 

judgment, buy mor<:: and take advantage of stock prices. 



Anractive im·csrment opportunirie;;s rend to be ephemeral. 

Real ly good in\'eqmenr opporn1 n iries aren'r t~ninp; to come along too ofren and 

won't last too long, so you\·e got to be rt:ady to act. H ave a prepared mind. 

Opportunities for Small Investors 

If you ha,·e on ly a lit tle capital and are ·young today, there are fewer opportunities 

than when I was young. Back then, we had just come out of a depression. 

Capitalism was a bad word. 

There had been abuses in 

the 1920s. A joke going 

around then was the guy 

who said, '1 bought stock 

for my old age and it 

worked-in six months, 

I feel/ike an old man!" 

I t's rougher for you, but that doesn't n1ean you \\'on't do wel l-it just may take 

more time. Bur \\'hat the heck, you may live longer. 

I'd work \Yith very small stocks, searching for unusua l m ispriced opportunit ies, 

but it's such a small world. 

Short Selling 

Being short and seeing a promoter rake the stock up is very irritating. It's not 

worth it to have that much irritation in your life. 

Seated Old Mmz was painted by Pablo 
Picasso (1881-1 973) at the age of ninety, 

just two years prior to his death. The 

painting is currently displayed at Musee 

Picasso, Paris. 

In 1963, Picasso said, "Everything can be 

explained scientifically today, except Art. 
You can go to the moon or walk under 

the sea, or anything else you like, but 

painting remains painting because it eludes 
such investigation. It remains there like a 

question. And it alone gives the answer." 
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The foundation for Osaka Castle's 

formidable moat was laid in 1583. The 

main rower of rhe castle was struck by 
lightning in 1665 and burned ro the 

ground. In 1931 , rhe present iron and 

concrete reconstruction of the castle 

was undertaken; major repairs in I 997 

restored much of the castle's original 

condition. 
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Moats and Sustainable Competitive A dvantage 

Old moats are getting filled in and new moats 

are harder to predict, so it's getting harder. 

Learning Process 

I don't know anyone who [learned to be a great investor] with great rapidity. 

\\'arren has gotten to be one hell of a lot better investor over the period I 've known 

him, as have I. So the game is to keep learning. You gotta like the learn ing process. 



1\ e \HHched \\'arren for decade'>. \\'arren has learned a lor, wh ic.:h has allowed 

him w [e,pand his circle of competence so he could im e~r in -.omcrhing like 

PetroChina]. 

l f)ou're going robe an investor, you're going to make 

some investments where you don't ha,·e all the expcricm:e 

you n<.:ed. Bur if you keep trying ro get a little better 0\ er 

time. )ou'll'>tart to make inn;srment'> that are ,·irtually 

certain to ha1 e a good outcome. T he ke)., arc Ji.,c.:ipline. 

hard work. and practice. It\ like phl) ing golf- you han; lO 

\\ork on it. 

If \Clll don 'r keep learning, or her people will pass you h). 

Circ le of Competence and Its Boundaries 

There arc a lor of things \le pas., on. \Ye ha,·e three ba-.ket\: in, our. and roo 

rough. \\'e ha1·e ro ha,·c a special in-;ighr, or we'll pur it in the "roo rough'' basket. 

All you IHJI 'C to look for is a special arc.:a of competency and focus on that. 

If you have competence, you know rhe edge. It wou ldn't be a com petence if you 

didn't kno11 where the boundari<.:~ lie. [t\skingwherheryou\·<.: passed the boundary 

is] a que'otion rhar almost ano.;w<.:r'> it..,clf. 

Cost o f C apital and Opportunity Costs 

[ B u ffcrr: Chari ie and J don't know our cost of capital. I l \ raugh tat business 

schools, bur we're skeptical. \\'e just look ro do the most intell igent th ing we can 

with tht: capita l that we ha1·<.:. \Ve m<.:asure Cl'eryrh ing against ou r alternatives. I've 

ne,er ~<.:en a cost-of-capital cal<.:ularion that made s<.:nse to me. I la\'C you. Charlie? ] 

:'\e1 cr. If) ou take the bc-.r te:\t in economics by ~ lanki\\, he says intelligent 

pcoplt.: make decision'> ba~ed on opporrunit) costs-in other" ord\, it ·s your 

alternatil <.:s that maucr. T hat\ ho\\ \IC make all of our deci'>ions. The rest of th<.: 

world has gone off on some kick- th<.:rc's even a cost of equity capital. :\perfectly 

amazing mental malfunct ion. 

"Modern ci,•iJi1.a!ion needs energy. 

Warren and I will be disappointed 

if there isn't [attrac!ivc investment) 

activity in this area." 
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N. Gregory Mankiw, on the economics 

faculry at I larvard University, is also 

a research associate of the National 

Bureau of Economic Research and an 

ad,·iser to the Federal Reserve Bank 

of Boston and the Congressional 

Budget Office. His popular textbooks 

ha,·e been translated into many other 

languages. 
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Qb, iously, consideration of cost'\ is key, inc:lud ing 

opporrunity co.,ts. Of course, capital i•m 't free. It's cas~ 

ro figure our you r cost of borro\\·ing. but theori-.rs '' ent 

honker'> on the cost of equity capital. The) say that if~ou're 

generating a one hundred percent return on capital, chen 

you -.houldn't inn;st in something that genera tes an ei?;hty 

pcrccnc return on capital. Ir 's crazy. 

·value of Forecasts 

People ha,·e al\\'ays had this craving to have someone tell 

them the f'tl ture. Long ago, kings \\'ould hire people to read 

shcep g uts. Thcrc 's ah,·ays been a market for pcoplc who 

pretcnd to kn ow the fmure. Listcning to todny's forcc,lsters 

is just as crazy as when the king hircd the guy to look at the sheep g uts. It happen-. 

o ,·er and o\·cr and O\'Cr. 

IPOs 

Iris enti rel y pos.,iblc that you could use our menta l models to find good JpQ., ro 

buy. There arc countle'>'> [(>().,every year, and I'm sure that there arc a fc\\ cinch<.:., 

that you could jump on. But the ~1\eragc person is going to get creamed. So if you 

think you're talented, ,e;ood luck. 

IPOs arc roo small for U'i, or roo high tech-we wo n't understand them. So, if 

Warren 's looking at them, I don't kno,,· about it. 
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N f l "91 

rhe once high-A) ing eToys 

built on its "successful" I PO to 

secure a market capitalization 

of almost $1 0 billion. The 

California-based company has 

since flied for bankruptcy. It 
clo~ed its "brick-and-mortar

free" doors in 200 I . 

______ ,.,.,._- . ---· ....---

'············ ·······-.... . .. , ........... . ... , ........ . ..... , ....... . 
... ... 

.... ---

"The Greek ora10r was clearly right about an excess of optimism being the normal 

human condjtion, even when pain or the threat of pain is absent. \Xfitness happy 

people buying lottery tickets or believing that crcrut-furni~hing, delivery-making 

grocery stores were going to displace a great many superefficient cash-and-carry 

supermarketS." 

-From Talk Eleven: "The Psychology of Human Misjudgment" 
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Portrait of Hmdrickjt! Stofolls, 
Rembrandt van Rijn, 1659, oil on 

canvas, National Gallery in London. 
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Comments on the Market 
Stocks, Rembrandts, and Bubbles 

Srocks are valued partly like bond'>, ba~cd on rough)~ 

rational projections of producing future cac,h. Bur they arc 

also , ·alued partly like Rembrandt paintings, purchased mostly 

becau'ic their p rices ha,·e gone up so far. This situation, 

combined ,,·ith big "wealth effects," at first up and later do'' n, 

can concci,ably produce much mischief. 

[April 2000l l t's the most extreme in modern capitalism. In 

the 1930s, \\'e had the worst depression in 600 years. 'I(Hht) is 

almost a'> extreme in the opposite way .... \\'c usc the phra'>e 

'\'retched excess" because the con<;equenccs are \\retched. 

Bonds arc much mor<.! rational. o one thinks a bond's \a luc 

wi ll soar to the moon. 

Future Market Returns 

[:\'on:mber 20001 If stocks compound al fifteen percent going forward, then it 

wi ll be due to a b ig " Rembrandt effect." Thi" is not good. Look at what happened 

in j apan, where srocks traded at fifty to sixty times earnings. Thi-. led to a ten-~ car 

depression. I think due was a special situation, though. \ l y gueo.;s is that we won't 

get extreme "Rembrandnzarion," and the returns [thercafrcrl "ill be six percent. If 

I'm wrong, it could be fora bad reason. If stocks trade more like Rcmbrandrs in the 

future, then stocks will rise, but they will have no anc hors. In this case, it's hard to 

predict how far. ho\\' high, and how long it will last. 

[.\pril 20011 I think generally that American im·esrors should reduce their 

expectations. P eople arcn 'r being a little '>tupid, bur massively stupid . :'\[o one has 

an interest in saying this though. 

[\ I a~ 2001] \\'e arc nor in a hng-hc:n·cn period. The im csrmcnr game is getting 

more and more compcriti' c. 



I don't know if \\'C 'II C\'Cr sec '>tocks in genera l at rhc momh-watering lc\(;(., 

that we Sa\\ in 197.>-74 or C\ cn in 19R2. I think there's a , ·cry cxccllcnr chance that 

neither \\'arrcn or I \\ill <>cc those opportunities again, but that\ not all bad. \\'c'll 

just keep plugging away. 

[Buffett: lr\ not our of[thc realm of] possibility though. You can nc,cr predict 

what markcts will do. ln japan. a ten-year bond is yielding five-eighth'> of one 

percent. \\'h o could ha' c C\ cr imagined that?] 

If that could happen in japan, something 

much less bad could happen in the U.S. "We 

could be in for a period in which the average 

fancy-paid investment advisor just won't do 

very well. 

T he tcmporar~ collap'>c in junk bonds lin late 2002] . where rhc~ got t<' thin~

fi,·e ro fony percent ) iclds, "a'> just a strange th ing. There wa-; absolute chaos at 

the bonom tick . • \ppl) rhi., bcha,·ior to stocks-it's nor hard ro imagine a big crunch 

coming along. 

Current Outlook 

11\lay 200-H In rcrm-; ofrhc gc ncral climate, r think it's pretty miscrabk for 

anyone wh o likes easy, sure money. Common stocks may be reaso nab ly fairl ) 

, ·a lued, but they arc nm overwhelm ing bargains. 

Our cas h is spea k ing fo r itself. If we had a lor of wonderful ideas, 

\\'C wouldn 'r have so tn11ch ca-;h. 

Berksh i rc and \\'cs<.:o arc full of cash rhar "·c don 'r know what to 

do with. Berkshire ha'> $70 billion if you count the bonds, and \\'csco 

is drowning in ca'>h. It\ the most extreme it's e,·cr been. In the past, 

we \ ·c just been paricnr. and "c " ·ere ablc to pur ir ro work. 

• 

T he relatively small 

island nation of Japan 

has a populalion of 

apprOJcimatcly 126 million, 

which gives it a population 

densiry roughly three times 

mat of Europe and twel,e 

times that of the U.S. 
With a culture skewed 

toward savings, Japan i\ 

the world's largeq creditor 

nation. It has an estimated 

$1 trillion in net surplus 

external assets. 

Chapter Three: Mungcrisms: Charlie Un~criptcc.l Ill 



''Nothing to Add'' Nun1ber Two 

WEEKEND JOURNAL. ---

We continue with the question of how Charlie monicors broad economic trends and changes: 

Question: "vVhat macro statistics do you regularly monitor or find useful in your attempt to understand the 

broader economic landscape?" 

Answer: "None. I find by staying abreast of our Berkshire subsidiaries and by regularly reading business 

newspapers and magazines, I am exposed to an enormous amount of material at the micro level. 1 find that what I 

see going on there pretty much informs me about what's happening at the macro level." 

112 Poor Charlie's Almanack 



Critique on Corporate Management 
Earnings Manipulation and Accounting Shenanigans 

\\'ith so much money rid ing on reported numbers, human nature is to manipu late 

them. And with so many do ing it,~ ou get Serpico effects, where everyone 

rationalize-. that it's okay becau-.t: e\er~one else is doing it. lr is ahni)S rhus. 

Spotting Crooked Managements 

'\m,, it\ chain-letter 

mechanics. lkcause it's mixed 

with legitimate acri,·irics 

like V<.;nture capital, it look~ 

respectable. 11ut we're mi'<.ing 

respccrabk acti,·ity with 

disre'>pectable acti,·ity-henc<.; 

my comment ~H the Berk-;hin.: 

Hatha\\'ay annual meeting abom 

if you mix raisins \\'ith turds, 

you\·c st ill got tt trds. There is 

nothing in accounting that can 

pre\ enr unscrupulous manager'> 

from engaging in a chain-letter

type fraud. 

Bernie Ebbers and Ken I ,ay were caricatu res-they \\'<.; r<.; easy to spot. Tht;Y 

\\'er<.; alm o'>t psychoparhs. But it's much harder to spot problc.;ms at companies like 

Royal Dmch [Shell]. 

Bur "e don't learn becau'>c I'd c;till e'pect that Ex....:on 's figure'> arc fair. 

1 \\'anr to make an apolog~. La!>t night, referring to some of our modern busincss 

tycoons I said that when they're talking, th<.;y'rc lYing, and \\'hen the' 're quiet, 

they're stea li ng. This wasn't my wirricism; it \\'as us<.;d llong agol to describe the 

robber barons. 

Former Enron CEO Ken Lay is mken 

into fe·deral court by law enforcement 

officers in Houston, Texas. 
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C orporate A merica's Addiction to Extraordinary Charges 

Tf ir happens every year like clockwork, whar's so cxrraord inary aholl[ it? 

C orporate Governance 

The cause of reform is hurr nor helped when an activist makes an idiotic 

suggestion like saying that h<l\' ing Warren on the boaru of Coke is contrary to the 

interests of Coke. lutty beh<n·ior underm ines their cause. 

Berkshire H athaway and the Coca-Cola Company 

Holding 200 million shares, Berkshire Hathaway is the largest shareholder of the Coca

Cola Company and has been so since the late 1980s. Berkshire's investment in Coca-Cola 

has a cost basis of $ 1.3 billion and a current market value of over $8 bill ion. The Coca

Cola Company began in 1886 as a soda fountain beverage seller and has evolved into one 

of the largest companies in the world. 



Critique of the Money Management 
Business 
Flawed Incentives 

The general systems of nwney management [today] require people 

to pretend w do something they can't uo anu like something they 

don't. It's a terri ble way ro spend your life, but it's very well paid. 

No Value Added 

l\Iurual funds charge t\\'O pcrcenr per year and then brokers S\\'itch 

people between funds, costing another three to four percentage 

points. The poor guy in the general public is getting a terrible 

product from the profess ionals. I think it's uisgusting. I t's much 

bencr to be parr of a syste rn that de li,·e rs va lue to the people who 

buy the product. But if it makes money, we tend to do it in this 

COLI ntry. 

[It's ! a funny business because on a net basis, the whole 

im·estmcnt management business together g ives no \'<l luc added to 

a ll buyers combined. That's the \\'ay it has to work. 

Stockbrokers vs. Index Funds 

It's hard to sit here at this annual 

meeting, surrounded by smart, honorable 

stockbrokers who do well for their clients, 

and criticize them. But stockbrokers, in toto, 

will do so poorly that the index fund will 

do better. 

The Wesco Annual Meeting 

Carolyn Denham (lefi:, wife of Wesco 

Direcwr Robert Denham) and Carolyn 

Carl burg (right, Wesco Direcror since 

1991 ) enjoy the proceedings at the 

standing-worn-only 2004 annual meeting 

in Pasadena, California. Although much 

smaller in scale than the Berkshire meeting 

in Omaha (500 attendees vs. 20,000), 

the Wesco meeting offers a close-up 

opportunity to hear Charlie hold forth, 

solo, on just about any subject. Transcripts 

of these meetings have been available over 

the years from Outstmuling hwestor Digest 
and arc highly recommended for your 

perusal. 
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I think indexing is a wiser choice for the average foundation than what it is no\\· 

doing in unleveraged equity investment-and particularly so as irs presem roral 

croupier costs exceed one percenr of principal per annum. Indexing can't work wel l 

forever if almost everybody turns to it. Bur it will work al l right for a long rime. 

The Mutual F und Scandal 

The business of selecting investment managers 

was recently shown w be even harder by the 

reve lation that a significant fraction of mutual 

fund managers took bribes to betray their own 

shareholders. 

It was as if a man came up and said, "\Yhy don't 

\\'e kill your mother, and we'll split the insurance 

money?" And many people said, "\\'hy, yes, I'd like 

some of that insurance money." 

And many of them think \Vhat happened to 

them was unjust. 

If mutual fund 

directors are 

independent, 

then I'm the 

lead character in 

the Bolshoi Ballet. 



Critique of Wall Street 
Wall Street's L ack of Ethics 

The eth ics of\\'a ll Street will always a\'eragc:.; our w medioc re at best. ... T his 

doesn't mean there aren't some wonderfu l, inte lligent people on \\'all Street- the re 

arc, like those in this room-but c,·cryone I know ha-; ro fight his own firm [ro do the 

right thing]. 

The general culture of im estmcnr banking has dt:reriorarcd mer the~ ears. \ \'e 

did a $6 million deal years ago for l) i, crsified Retailing, and\\ e were rigorous ! ~ and 

intel ligent ly screened. T he bankers cared and wanted to protect thei r c lienrs. 

The.: cultu re no,,· is that anyrh1 ng that can be sold for a profit" ill be. "Can you 

sell it?" is the moral rest. and that\ nor an adequate test. 
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Salomon Case Study 

It\ amat.ing what goes 

on. Sa lomon was at least as 

disciplim:d and rational as 

othcr im estment banks, but 

b) the end, Salomon \\'as 

begging for il1\ c-;tmcnt businc-;'> 

from Robert \l aX\\ ell.\\ hose 

nickname was "The Bouncing 

Czech." You'd think if this 

was his nicknamc, im estmcnt 

banks \\ouldn 't be chasing his 

busincs'>. 

[Bufferr: Theda) they 

found him bobbing [in the 

water; he comm itted suicide 

as the scanda l about his misdeeds 

Robert Maxwell: "The Bouncing Czech" 

broke], \\e [Salomon] sent muncy lO him in exchange for mone~ he was sending to 

us, but he didn't pay. So, we went to England co collect from hi-; ~on~. and it was a 

mcs'>. \\'e got \\hat \\'C dcscn·ed.] ]t•:ditor:'i Sole: ( 'n/ile most rn-rlitors. Sa/omo11 did 

~·mtlltt!ly gfl prtid . . Is Charlie p111s it. "It 'iC'tts rtminor mimde-r.::e dirln 't rleserce to Kel it 

bod."] 

An ir1\'cstment banker's carning'> wou ld bc ]increased in] a s ignificant way if 

he wrote a fe\\ more tickets to \L.t'>\\'cll. You ha,·e to control this if guys can make 

money by bringing dubious things in the door. 



Normandy America Case Study 

[\\"arren and Charlie chuckled ro themseh'C'i as they recalled Salomon doin~ 

bu-.inc'>'> "ith another ~had) character they didn't name . . \t the 2002 annual 

meetin~. ho'' e' cr. Ch,trlic identified the com pan) as ;\;ormand~ . \me rica Inc., "ho'>e 

I PO Salomon had ro pull before money exchanged hand'> ''hen they discm ered the 

promoter had complctcl~ manufactured his record. Accordin~ to a report on rhe 

SEC\ website," onnandy's ... rock commenced tradin~ on the ;\,\ S DAQ :'-lational 

larket S):,tem on . \u~ust IS, t<J95. One day later, 'ormarH.l) withdre'' it'> offcrin~ 

from the market and n.:scinded all trades." ] 

That was a WOIHkrfu l experience I dripping with sarcasm j. Warren. Lou 

Simpson. and I ,,·ere all on the board [of Salomon], we wcre the brge'>t '>h:treholders, 

anu ''c said, "l)on 't do business" ith thi~ guy." But they i~nored us and said that the 

under\\ riting committee had apprm·ed it. 

[Buffett: I Ie had •t neon sign on him .'.aying "CROOK.'' Hc did go ro jail. 

Incidenrall), he claimed w ha' e 0\\ ned a lot of Berkshire stock and to ha\C made 

a lot of mone' on it. bur I checked the '>harehoiJcr record!> and couldn't '>Ce ir. It 

could ha' e been in '>treer name, but for a block that big, I think I "ould ha\ c f(nmd 

it ('>o he \\<I'> probabl~ I~ ing about hi<> Berkshire hold in~~).] 

" For fi ve years, I served with Charlie 

on the audit committee at Salomon. 

If I were in charge of drafting audit 

committee members for a public 

comp3J1}', he would be Ill) first choi~.:c. 

The mind of C harlie Munger is 

outst3Jlding, off the cune. To ha'c 

someone who can look at something 

and say the emperor ha. no clothe\ i~ 

extraordinarily ,-aJuablc. I le ju\l hones 

right in on things." 

-Lou Simpson, 

President and CEO, 

Capital Operations, 

GF.ICO Corporation 
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Critique of Accountants 
Demise of Ethics Among the Major Accounting Firms 

\\'hen I was younger, the major accounting firms were qu ite ethical places, and 

nobody got filthy rich. But in the space of twenry-five years, they sold out to terrible 

behavior, one litt le step at a time. Once you start doing something bad, then it's 

easy to take the next step- and in the end, you're a moral sewer. The idea that 

the major accounting firms of the country \Hluld se ll obvious ly fraudulent tax 

shelters .... 

~t oo many law and accounring firms get roped into shady things. For example, 

tax shelters, with their contingency fees and secrecy, are a roral abomination. 

You'll better understand the evil of top audi t firms starting to sell fraudulent 

tax shelters when I tell you that one told mc that they're better [than the 

others ] because they only sold [the schemes] ro their cop twenty clients, so no 

one would notice. 

Aggressive Accounting 

We're so horrified by aggressive accounting ]that is rampant in 

-
_ _.,.~!!l!!l"'~!!!""'',_,.,-~~_,~flllllll::1 Corporate America] that we reach for ways to he conservative. It helps our 

business decisions and protects Berksh ire. How did we get in situations where we're 

The Curse of Creative Accounting 

"The fundamental thing that accountants 

must learn to realize, is that reports are not 

for the benefit of the report maker. The 
sole reason for a report is to serve the user. 

Remember that accounting reports are a 

measuring stick of performance. They will 

nor serve rhe user well u nless they have the 

qualities of a good measuring stick. They 

must be easy to read and tO understand. 

They must be invariably consistent." 
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-C. F. Braun 
(See pages 170-171) 

all so close ro the line? 

Creati,·e accourning is an absolute curse to a ci,·ilization. One could argue that 

double-entry bookkeeping \\·as one of history's great advances. Using accounting 

for fraud and folly is a disgrace. l n a democracy, it often rakes a scandal to trigger 

reform. En ron was the most obvious example of a business culture gone wrong in a 

long, long time. 

Misuse of EBITDA 

I think that, every time you see the word EBITO /\ [earnings before inreresr, taxes, 

depreciation, an<..l amortization], you should substitute the words "bu llshit earnings." 



Arthur Andersen 

I regard (what happened w the innocent employee<> of Arthur 

Andersen I as ,·cry unfair, bur capitalism without failure is like 

religion without he ll. \Vhen ir gets this bad and there's a lack of 

system"> for control-which t\nhur Andersen didn't have-ma~ h<.: a 

firm should just go down. 

\ \ '<.: couldn't do anyrh ing that "ould bring down Berk'>h ire . 

. \rrhur .\nderscn was particular!~ 'ulnerable because it \\a~ a 

partnership. A partnership must be c'tra careful in its hd1a' ior. 

choo">ing clients, etc. 

The Scandal of America n Pension F und 
Accounting 

The current practice [of u'>ing unrealistically high a-;sumption~ for 

pension plan rerum~] is a dumb and improper \\'a~ to handle thing-;. But if you ralk 

to management, their e\ es glat.c mer e\·t:n before hostility come'>. 

Pension fund accounting is drifting into 

scandal by using unrealistic assumptions. 

It's human nature to extrapolate the recent 

past into the future, but it's terrible that 

managements go along with this. 

I 8:\ I ju'>t rai'>cd its return <.:'p<.:ctations for its pen'>ion fund to ten percent. [Year 

2000] i\ lost compan:es are at nine percent. \\'e think -;ix percent j., more realistic. 

[Compan) leaders] may be lie' e it-they're honest people- but ~u hconsc iou<>ly 

Llac) lJc l i~.:~~.: it because they \\'ant to be lic,·c it. It makes C<.Hnin14~ good so they can 

promote the stock. 

Unrealistic Assumptions 

"Abraham Lincoln once asked: 'I low 

many legs docs a dog have if you call the 

tail a leg? Four. Calling a tail a leg doesn't 

make it a leg.' Likewise, ju~t because an 

actuary says you can earn 9°o on pension
plan assets, it doesn't magically alter the 

reality of your future liability." 

- Buffen 
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The G111tm· Player, 
Vermeer, 1672, 

Kenwood I louse, 

London. 

" Whose bread I eat, 
his song I sing." 

122 Poor Charlie's Almunuck 

The reason accountants don't say anything is 

best summed up by the saying, ((Whose bread I 

eat, his song I sing. "I think you're getting very 

foolish numbers in American accounting. 

I don't think it's willful dishonesty, but it 

might as well be. 

Bad Accounting Leads to 
Immorality 

People \\·ho h:n <.: loo..,c accountin~ 

standards are just invirin~ perfectly horrible 

behavior in other people. t\nd it's a sin, it's 

an absolute sin. If ycHI carr~ bushel ba ... kct.., 

full of money through the ghcm>, and made 

it ea'>y to steal, that \\ ould be a considerable 

human sin because you'd be causing a lot of 

bad behavior, and the bad behavior \\ottld 

spread. Similarly, an in ... cirution that liM:'> 

~lopp~ accounting commits a real human '>in, 

and it\ also a dumb wa) to do business. 



Critique of Stock Options 
Stock Options as Compensation 

If you look at tht: impact of stock options, you'll sec a lot ofwrriblc bt:havior. ' Ill 

gi' c a lot of options w a CEO who built the busincs-; and i\ in hi-; -;ixtics, to intent 

loyalty, i., dcmcnrcd. \\'ould the docwr ... at the :\layo Clinic or the lawyers at Cra\ath 

"ho arc in their sixties" ork harder if tht:y had option~? 

,\.,our '>hare holders kno''· our -.y.,tcm i'> different from llH>'>t big corporations. 

\\'c think it\ lc~s capricious. The stock option systt:m may gi' e e'rraordinary rt:mucls 

w sonH.: people who did nothing, and gi' c nothing ro those" ho deserve a lot. Except 

where we inherit it Ia stock option program J, we don 'r u-;c it. 

Valuing Options and the Black-Scholes 
l\1odel 

Black-Schole-. works for -.horr-tcrm options, bur if it\ a 

long-term opt ion and you think you know something !about 

the underlying asset]. it 's insa ne to usc Black-Sd1ole .'>. 

Black-Schole~ is a kno,,·-noth i ng -;y<;tcm. If you kml\\ 

nothing about \aluc-only price- th<.:n Black-Scholes i ... 

a pretty good guess at \\·hat a nim.:ty-thl) option might be 

"orth. But the minute you g<.:t into longer periods of rime. 

it\ era;;~ to get into Black-Scholt.:s. 

For example, at Costco we issued stock options 

with strike prices of$30 and $60, and 

Black-Scholes valued the $60 ones higher. 

This is insane. 

A Proper Goal 

"We are about building a good 

company and performing for the 

long term. I know everyone ~ays 

that- that it sounds rrice when I 

repeat it that way- bm that i\ and 
has always been our auitude about 

our business. If we do the right 

things, the stock price willt.tke care 

of itself and our shareholder~ will 
be rewarded." 

- Jim Sinegal 

CEO, Costco 
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Accounting for Stock Options 

The theory that options ha\'~ no co'>t has contributed to a lor of c'cc-;ses, which 

is bad for the country because corporate compensation is percei' ed as unfa ir. 

I'm -.o tired of this subject. 1\ ·<.: been on this topic for so long. It's such a 

rotten'' a~ to run a ci,·ilization to make the accounting wrong. lt\ like getting the;: 

e;:ngin<.:ering '' rong "hen making a bridge. \\'hen perfect!~ reputable people say 

options '>houldn 't be ex pen ed, it\ outrageous. 

A stock option i'> both an expense rmrl dilmion. To argue 

anything dsc is insane. 

T hese peop le [the eighty-eight senators who voted ro 

maintain the ':it<ltll'> quo of not expeming ~rock options) arc 

stupid and di':ihonorablc. The~ kne\\ it \\'a'>'' rong and did it 

The only thing that's consistent is that the\\ hole thing is 

disgusting. 

I'd rather make my money 

playing piano in a whore

house than account for 

options as recommended 

by john Doerr. 



Warnings About Financial Institutions 
and Derivatives 
Risks of Financial Institutions 

The narure of a financial institution is that there arc a lot of ways to go to hell 

in a bucker. You can push credit too far, do a dumb acquisition, Je,·eragc yourself 

excessively-it's not just deri,·atives [that can bring about yom downfnll]. 

~l aybe it's unique to us. bur we're quite sensitive to financial risks. Financial 

institutions make us nervous when they're trying ro do we ll. 

We're exceptionally goosey of 

leveraged financial institutions. If 
they start talking about how good risk 

management is, it makes us nervous. 

We fret way earlier than other people. \\'c'n: left a lot of money on the table 

through early fn..:tt ing. It's the way we arc- you' ll just have to liYc with it. 

Derivatives 

The system is almost insanely irresponsible. And what people think arc fixes 

aren't real ly fixes. It's so comp licated I can't do it justice hcrc-but you can't believe 

the tri llions of dollars involved. You can't be lieve the complexity. You can't believe 

how difficult it is to do the accounting. You can't believe how big the incenti,·es are 

to have wishful thinking about values and wishful thinking about ability to clear. 

The Long Tail of Derivatives 

"A man who carries a cat by the tail 

learns something he can learn in no 
other way." 

-Mark Twain 

It is the nature of many forms of 
derivatives, and insurance as well , to 

have " long tails" of exposure. Years 

can elapse before an actual day of 

reckoning occurs with respect to loss 

or gain on an individual rransaction. 

Insurers or financial institutions that 

incorrectly assess their true exposure 

often experience the kind of painful 

lesson Twain refers to above. 
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Misuse of Derivatives: 
It's a Mad Hatter's Tea Party 

"Take some more tea," the March Hare 

said ro Alice, very earnestly. 

" I've had nothing yet," Alice replied in 

an offended tone, "w I can't take more." 

"You mean you can't take LESS," 
said the Hatter, "it's very easy tO take 

MORE than norhing." 

From Lewis Carrolls Alice's Advmtures 

ilt Wonderland. 

The Hatter, popularly known as the 

"The Mad Hatter" is an enigmatic 
character encountered at a tea party and 

later as a trial witness in Lewis Carroll's 

Alice's Adventures in Wonderland. The 

"real" Hatter is generally believed to 

be Theophilus Carter, inventor of an 

alarm-clock bed, exhibited at the Great 

Exhibition of 1851 , that tipped out the 

sleeper at waking time. Carter later 

owned a furniture shop, and becan1e 
known as the "Mad Hatter" from his 

habit of standing in the door of his shop 

wearing a top hat. Sir John Tenniel is 

reponed to have come to Oxford for the 

express purpose of sketching Carter for 

one of his Wo11derla11d illustrations. 
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Peop le don't think about 

the consequences of the 

consequences. People starr by 

trying to hedge aga inst interest 

rate changes, which is ve ry 

d iffic ul t and complicated. Then, 

the hedges make the [reported 

profits] lumpy. So then they use 

new derivatives to smooth this. 

\\'ell, no,,· you'n; morphed in to 

lying. This turns into a l\ lad 

Harrer's Tea Party. This happens 

to \'ast, sop histicatc.;d corporations. 

Somebod y has ro step in and say, "\\'e're not go ing to Jo it-it's just roo hard." 

I think a good litmus wst of the menta l and moral qua lity at any large institution 

[with significant deri\'ati ves exposure] would be to as k them, "Do you reallv 

understand your deri\'atives book?" Anyone who says yes is e ither crazy or lying. 

It's easy ro see [the dangers] when you ralk about !what happened with I the 

energy derivatives-they went kerflooey. \\'h en [the compan ies] reached fo r the 

assets that were on their books, the money wasn 't there. \\'hen it comes to financial 

assets, we haven't had a ny such denouement, and the accounting hasn't changed, so 

the denouement is ahead of us. 

Derinuivcs arc fu ll of clauses that say if one party's c redit gets downgraded, 

then it has to put up col lateral. It's like margin-you can go broke [just putting up 

more margin]. In attem pting to protect themse lves, they've introduced instab ility. 

Nobody seems to recogn ize what a disaster of a system they\·e created. It's a 

demented system. 

In engineering, people hm·e a big margin of safety. Bur in the financ ial \\'Orld, 

people don't !:!;i,·e a damn about safety. They let it balloon and balloon and balloon. 

It's aided by false accou nting. I'm more pessimistic about this than \ \'arrcn. 



Accounting for D erivatives 

I ha(C "i(h a pa.,.,ion Gt\t\P [Gencrall~ .\ccep(ed .\l.:coun(inl!, Prim:iplc~l a~ 

applied w deri' <Hi,·e-. and -.wap-.. JP ~!organ sold out w rhi-; rype of ac<.:ounring ro 

from-end re\ enue-.. I think ir\ a disgrace. 

It 's honker-., and the accoumanrs sold our. Everyone ca,·cd, adopted loose 

[accounringl '>tandard'i, and created exotic derinti\-cs linked to theoretical models . 

. \<>a result. all kinds of earnings. blessed by accountants. arc nor really being earned. 

\\'hen you reach for the mone~. it melts away. h was never there. 

It [accounting for derivativ<.:s] is just disgusting. It 

is a sewer, and if I' m right, there will be hell to pay in 

due course. t\11 of~ou "i ll han.: to prepare to deal with 

a hlo\\ up of dcri,,nivc books. 

To say accounting for 

derivatives in America 

is a sewer is an insult 

to sewage. 

Likelihood of a Derivatives B lowup 

\\'e rricd to sel l (;en Re's dcri,·atives operation and cou ldn 't, so \\C started 

liquidating it. \\'e had w rake big markdowns. I would co nfidently predict that 

most of the d erivative book-; of [this country's ! major banks ca nnot be liquidated 

for anyth ing like" hatthey'rt.: carried on the hooks at. When the denouement wi ll 

happen and how '>e,·ere it will be, I don't know. But I fear the consequences could 

he feaN1n1c. I chink rht.:rc arc major problems, \\·orse than in the energy field, and 

look at rhe t.lcsrrucrion there. 

J'll be amat.ed if\\e don't ha\e some kind of significant [dcrivati,cs-rclarcd] 

blowup in the ne"\t fi, e to ten ~cars. 

" Hey Dad, that sewer joke is your line!'' 

-Maggie Kaufman, 

age eighteen, with father Peter 

Kaufman at 2002 Berkshire I lath away 

shareholders' mccc ing. 
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I th ink we're the only big corporation in America tO he running off its 

derivative book. 

It's a crazy idea for people who are already rich-like Berkshire-co be in this 

business. It 's a crazy business for big banks to be in. 

"You would be disgusted if you had a fair mind and spent a month really delving into a big 

derivative operation. You would think it was Lewis Carroll [author of Alice's Adventures iu 

Wonderland] . You would rhink it was the Mad Haner's Tea Parry. And the false precision 

of these people is just unbelievable. They make the worst economics professors look like 

gods. Moreover, there is depraviry augmenting the folly. Read the book F.f.A.S. C. 0., by 
law professor and former derivatives trader Frank Pannoy, an insider account of depravity in 

derivative trading at one oF the biggest and best-regarded Wall Street firms. The book will 

turn your stomach." 



Critique of Lawyers, Law Firms, and 
Litigation 
Demise of Ethics Among Law Firms 

1m;' cr ha,·e the ~lightc!'>t interest in defending miscreants and helping them 

mi')bchan.;. fi ut the general' iew is dut it's \\Ondcrful "hat Johnn) Cochran did 

[gcning 0.]. Simpson oftl. 

Lawyers Botched the Martha Stewart Case 

\\'h at h~tppcncd with \J artha Ste\\'a rt \\'as t hat she heard sorne news. panicked. 

and !'>old the stock. 1t turns out th•tt if she'd jus t told the trllth, -;he 'd ha,·e been o ka y. 

Bu t bcxause she had a ,·ague idea that" hat she'd done ''a!'> wrong, she had a tota ll ) 

phon~ '>tory" hen the in\'estigator'i came and '>he lied to them and that\ a felony. 

And she did these actsrljienhc'd hired highfalutin' la\\yer<,! .\ nd I'm sure the~ 

charged her a lot. J do not invent these stories. 

\\'ere I he r l a\\'~er, I \\ould ha\'e said, " You 

know, i\ lartha, that 's an interesting srory. and 

I 'm your law)er, so J'm required to belie\'e you, 

htlt nobody e lse \\'il l. So. ~ou're going to han; to 

come up "ith a diffcrcnr stor~. or~ ou 'II ha,·c ro 

tell it through a different la\\~cr because 1 don't 

li ke losing cases." And it'll \\Ork. It's o simple. 

Li tera II~ . she \\'ent to pri-;on for her beha,·ior after 

she'd hired a la\\') e r! 

T he Tort System 

\\'hat 'c; particularly pern iciou'> i'> the increasing political power of the plainrift\ · 

bar. State c;upremc court judge!'> arc generally on for life. Th<.: only thing that can 

j<.:opardi.t.<.: th is is for them to real I ~ anger some important group- like the plainritT.,' 

bar. Th11s, rhc j11rlgcs <l llo\\' junk -;c icncc and the like. 

Born and raised in Nudey, New Jersey, 

Martha Stewart personifies "gracious 

living." Her catering, publishing, 

and broadcasting empire includes her 

wildly popular syndicated tel evi~ion 

show, Jl!fnrtbn Stewart Lil•iug. In 2004, 

in connection "ith an e.trlier sale of 

lmClone shares that she made, she was 
found guilty of obMructing justice and 

lying to investigator~. She began serving 
her five-month pri;on sencence later 

that year. 
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Bccau'>C of the tort system, there arc" holt: areas for the alrcad~ rich to a,·oid. 

For example, a company de,·cloped a ne". safer. better police helmet but sold rhe 

product ro a judgment-proof company I because the helmer-de' eloper was afraid of 

liabilit) ]. It would be crazy for Berkshire to he in the business of prO\·iding security 

guards at airports. T he system discourages the best companies from entering certain 

busi nesSC\. 

A sbestos and Tort R eform 

Asbcsto., ha., morphed into a situation "irh enormous 

amounrs of fraud. People with seriou~ injuric-; are being hun 

[as more and tTIOrc money flows to the plaimiff:s' bar and to 

claimants \\' ith no current injuries]. T he Supreme Court 

has practically im·ited Congres!'> m 'itep in, but Congress 

has refused due w the influence of the trial Ia\\ yers. I'd be 

surprised if there's a constructi,·e <>olution in the next f1,·e 

years. I expect there" ill just he more of the currem mess. 

\ \ 'hat\ happened in asbesto~ io; that a given group of 

people get mesothcl iorna-a horrib le cancer that comes 

on ly from asbestos exposure and kills people. Then, 

there's another group of claimants" ho smoked two 

packc; of cigarcm.:s a da) and ha,·e a '>por on their lung. 

Then ~ ou get a lawyer who gets a docror to tesri fy that 

e,·er~ spot i., caused by asbestos. Once ~ ou effecti' ely 

bribe n doctor, then you can get millions of people ro 

sue on fears of getting cancer. 

Bm there's nor enough money I ro pay all of the 

claimanr<;J, -.o people who arc uuly harmed don't ger enough. In a '-<>llthern stare 

with a jur) pool that hares all big companic'i [ ~ ou get big judgment'> J, bur hl\n cr-. arc 

stealing mone~ from people who arc hurt and J,!;i,·ing it co people" ho aren't entitled. 

It's a bonkers system, bur with fcdera li!'>m [states· righrsJ, there's no way to stop it. 

T he Suprcmc Comt refused to step in. 



Trying to buy people off is like trying w put out a fire by dousing it with 

g<lsoline. \\'i rh word processors, lawyers can easily produce countless c laimants. 

Bur only rwcnry-n\·e percent of the money goes to c la imants- the rest goes co 

the lawyers, doctors, etc. 

If you want to be cyn ical, look at the perjury. There are 

only th ree solvent companies left [facing asbestos claims], 

so plaintiffs can only remember those three names [when 

recalling \Yhich products they were exposed to decades ago]. 

It's a case of perjury being suborned by practicing la,\·ycrs. 

The only people who can 

ftx it are the Supreme 

Court or Congress. The 

Supreme Court-some 

people would say rightly

refused to get involved, 

[but I say] they chickened 

out. And Congress, given 

the politics, has yet to 

step in. 

There's an important lesson here: Once wrongdoers get rich, they get 

enormous politi cal power a nd you can 't stop it, so the key is tO nip things like 

this in the bud. 

lt would be easy tO fix the proble m: The righ t way is ro say we're nor going 

to p<lY off all these little c laims. 

T he Supreme Court consists of the 

Chief Justice of the United States and 

such number of associate judges as may 

be fixed by Congress, currently eight. 

As provided by the Judicial Act of 1799, 

the U.S. Supreme Court holds ultimate 
judicial power. It receives approximately 

8,000 peri rions each year. 
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"I am one of the few people 

in America who constantly 

prays that Bill Gates 

achieves more success. I 

figure we former nerds have 

to stick together. , 

- Munger 

132 Ponr C hurlic's A lmunnck 

The Government's Lawsuit Against Microsoft 

[April 20001 Someone who'>e !>alary is paid by l ' .S. raxpaycrs is happy to 

dramatically \\eaken the one place" hen; we're winning big?! 

E'er~ busine'>s rrie-, ro wrn rhi'i ~car\ success into nexr year\ greater -.ucces'>. 

It's hard for me w o,ee "h~ \I icrosofr is sinfu l to do this. If it's a -.in, rhen I hope all 

of Berkshire J Jarha\\ay's ~ub~itliaries are ~inners. 



Mental Models 
The ltnportance of Multiple Mental Models 

Yo11 must know the big id<.:as in the big d isci plines and usc 

th<.:m routinely- all of them. not ju'>t a few. ~ lost people 

arc trained in one model-economic'>. for example-and 

try to -,oh e all problems in one way. You know the 

old ""~ ing: 1<> the man \\·irh a hammer. the "orld 

look., lik<.: a nail. This is a dumb \\·a~ of handling 

probkms. 

You need a different checklist and differcm 

m<.:ntal models for different companies. l can ne,·er 

mak<.: it ca'>y by -;aying, "Here an.: three thing-;.·· You 

ha\c co deri\C it ~oursdfro ingrain it in ~our head for 

the rc'lt of~ our life. 

You can't learn those one hundred big ideas YOu really need 

the way many students do-when.; yo11 learn 'em we ll enough to bang 

'em back to rhc professor and get ~our grade.:, and then you empty thc.:rn out as 

though ~ou \\ere emptying a bathtub '>O you can take in more water next rime. If 

thar\ the way you learn the one hundred big modeb ~ou're going ro need. !you'll bel 

an .. al'>o ran ·• in rhc game of life. You ha' c ro learn the model~ so that they becom<.: 

parr of~our C\Cr-used reperroin.:. 

By the way. there 's no rule that you can't add another model or two even fairly 

late in life. In fact. l \·e clearly done that. I g()[ most of the big ones quire early 

l howe\ cr ]. 

The happier mental realm I recommend is one from" hich no one willing!~ 

rcrurn'l. A rewrn would be like curring off one'<; hands. 

Charlie's oft-used diagnosis of 
narrow specialization: 

"To the man with a hammer, 
the world looks l ike~ n~il. " 
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The Ethos of Not Fooling Yourself 

It is ridiculous the way a lot of people cling to 

failed ideas. Keynes said, '1t's not bringing in 

the new ideas that's so hard. It's getting rid of 

the old ones." 

The Earth: Flat or Round? 

As early a.~ AD 140, Ptolemy produced a map that depicted the Earth as a globe. The 

Mediaeval church rejected the Greek idea, calJing it heresy: the earth was Aat-above the 

Earth was Heaven, below was Hell, and in between lived Man and Woman. For many 

hundreds of years sailors feared losing sight of land, and sea voyages hugged coastl ines. But 

beginning in the 14th-century, exploration of the oceans began in eamesr-islands, countries 

and conrinems were discovered. Many explorers completed voyages of discovery-Marco 

Polo, Christopher Columbus, and Vasco Oa Garna. The known world expanded with every 

voyage until it became obvious to all who wanted ro see it that the Eard1 was indeed a sphere. 

Finally the Victoria, the only surviving ship of Ferdinand Magellan's Aeet, circumnavigated 

the world and put the issue to rest. 

Provenonce unknown, illustration from the dust-jacket, Daniel Roor~tin'.~ TJ,, Ditrnmwet:<, 

attributed to a 16th century woodcut by the Bcttmann Archive. 
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The ethos of not fooling yourst.:lf is 

one of the best you could possibly have. 

l r's powerful because it's so rare. 

Common (and Uncommon) 
Sense 

Organized common (or uncommon) 

sense-very basic know ledge- is an 

enormously powerful rool. There arc huge 

dangers with computers. People calculate 

roo much and think roo little. 

Part of [having uncommon <>ensc.] i<> 

being able to tunc our fo lly, as opposed 

co recognizing wisdom. If you bar away 

many things, you Jon 't cluncr yourself. 

\Ve read a lor. I don 'r know anyone;; 

who's wise who uoesn't read a lor. But 

that's not enough: You ha,·e to hm·e a 

temperament to grab ideas and do sensible 

things. l\lost people don't grab rhe right 

ideas or don't know what to do with them. 



The.:: more.:: basic knO\dc.::dgc ~ ou h<l\ c. the less ne\\ kncl\\ ledge ~ ou ha,·e to 

get. The gu) '' ho pby.,; chc:;ss blindfolded [a chess master comes to Omaha during 

Bcrk,hirc's annual meeting \\ Cc kend and, in an exhibition, plays rrlll ltiple players 

blindfolded 1- hc has a knowlcdg<.: of the board, which allows him to do this. 

Henry E. Singleton 
(191Crl999• 

Business and Chess Master 

Singleton wa' co-founder of Teledyne, 
Inc. and chief executive of the Los 

Angeles-based conglomerate for three 
decades. lie attended the Naval Academy, 

then transferred to MIT wlu~re he 

received Bachelor's, Master',, and Ph.D. 

degrees in Electrical Engineering. An 

enormously skill~d chess player, he was 

only I 00 points below the Grandmaster 

level and could play without looking at 

the board. 

From 196.3 tO 1990, Teledyne returned 

an a~tounding 20.4 percent compound 

annual return to shareholders-a period 

in which the S&P 500 rerurned 8.0 

percent. Adroitly repurchasing 90 percent 
of Teledyne'~ outstanding shares primarily 

between 1972 and I 984, SingletOn built a 

record as a manager and capital allocator 

with few peers in modern business 

hiHory. 

Sharing BufTcu's admiration for Henry E. 

Singleton, C harlie wonders, "Given the 

man's talent and record, have we learned 

enough from him?" 
" Henry Singleton has the best operating 

and capital deployment record in 

American business ... if one took the 

100 top bu~iness ~chool graduates and 

made a compo~ite of &heir triumphs, 

their record would not be as good as 
Singleton'~." 

- Warren Buffett, 1980 
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Plato 
!4r n.c.- ~-~- n.c> 

Credit for the Institution of Academia 

is gcneraJiy ascribed to Plato. As an 
institution, academia i~ charged with 

stewardship for the body of knowledge, its 

ongoing exploration, and transmission to 

successive generations. 
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Critique of Academia 
Fatal Unconnectedness 

There\ a lot" ron~ b' ith .\merican uni,·ersiries]. l'd remme three-fourths of 

the factllt~-e' er~ thin~ hut the hard 'icicnccs. Bur nobody'<> going m do rhar. 'iO 

we'll ha\c to live \\ith the defects. lt''i ama..:ing how wrongheaded [rhe reachin~ 

is]. There is fatal di-.connecredness. You ha\'C these squirrelly people in each 

department'' ho don't sec the big picwrc. 

I think libera l arts facu lties at major uni,·ersiries have ,·iews that arc nor ver) 

sound, at least on publi c policy iss ues. [Ilowen;r,] they may kno\\ •I lot of French. 

Whitehead spoke of the faralunconnectedncss of academic disciplines, wherein 

each professor didn't e\en know th<.: models of the other discipline~. much les\ try 

to synchcsi;.e those dio;ciplinc'i \\'ith his own. 1 think there's a modern nam<.: f'or thi'> 

approach that \\'hitch<.:ad didn't like, and that name is honker'>. 



How to Be Happy, Get Rich, and 
Other Advice 
Tips on How to Be H appy and Successful 

If al l you succeed in doing in life is gcuing rich by buying liulc pieces of paper, 

it's a fai led life. Life is more than being shrewd in wealth accumu lation. 

A lot of success in life an<.l business comes from knowing what you want to 

avoid: early death. a bad marriage, etc. 

just a'oid things like AIDS situations, racing trains to the crossing, and doing 

cocaine. Oe\elop good menta l habits. 

Avoid evil particularly if 
they)re attractive members 

of the opposite sex. 

If your new bcha,·ior earns you a little 

temporary unpopu larity with your peer group, 

then the hell ,,·ith them. 

Be Satisfied w ith What You Have 

H ere's one rrurh that perhaps your typical 

investment counselor wou ld disagree with: If 

you're comfortably rich and someone else is 

geuing richer faster than you by, for example, investing in risky stocks, so what?! 

Someone wi ll always be geuing richer faster than you. This is nor a tragedy. 

Look at St<ln lcy Druckenmiller [who ran one of George Soros' funds, which 

suffered large losses in specu lari , ·c tech and biotech stocks]: I lc always had to he the 

best and couldn't stand that others were bearing him by investing in these sectors. 

Ulysses a11d the Sirens, 

Herben James Draper (Bricish, 
1863- 1920), oil on canvas, 

private collection. 

Chapter Tlwee: Munger·isms: Charlie l lnscripled 137 



Mrtdwommt (Obsession of Envy}, 

Theodore Gericault (179 1- 1824). 
oil on canvas, Musee des Beaux-Arts, 

Lyon, France. 
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Soros couldn't bear to see others n1ake money in the 

technology sector without him, and he got killed. Ir doesn't 

bother us ar all [that others arc making money in the tech 

sccror]. 

Beware of Envy 

The idea of caring that someone is rnaking rnoncy faster 

[ rhan you arc] is one of the deadly sins. £11\·y is a really 

stupid sin because it's the only one you cou ld m:ver possibly 

have any fun at. There's a lot of pain and no fun. \\'hy 

would you want to get on that trolley? 

How to Get R ich 

lA you ng s ha reholder asked Charlie how to folio'' in his 

footsteps, and Charlie brought clown the house by saying:] 

\Yc gcr these questions a lor from rhe ente rprising 

young. It's a ve ry inte lligent question: You look at some old 

guy who's ri ch and you ask, "How can l bccon1e like you, 

except fas ter?" 

Spend each clay t rying to be a linle wiser than yo u were " ·hen you woke up. 

Discharge your duties faithfully and we ll. Step by step you get ahead, but not 

necessarily in fast spurts. But you b uild discipline by preparing for fast spurtS .... 

Slug it our one inch at a time, day by day. At rhe e nd of rhc day-if you li ve long 

enough-most people ger \\·har they deserve. 

H ow to F ind a Good Spouse 

What's rhe best way ro gcr a good spouse? The best single way is co desen·e a 

good spouse because a good spouse is by definition not nuts. 



The Importance of Reading 

I n m~ "hole life. I ha\ e known no wise people (O\'er a broad subject mancr ;Hc<t) 

"ho didn ·r rt:ad al l rhe rime- none, zero. You'd be amazed ar how much Warre n 

reads- and at how much I read. 1\ 1) ch ildren la ugh at me. They think I'm a book 

with a couple of legs stic king our. 

I am a biography nm my!>elf. .\nd I think when you're tr)ing to teach the great 

concept!> that" ork. it helps to tit: them into the Ji,·c!> and pcr..,onalitics of the people 

''ho de, eloped rhem. I think ~ou learn economic., better if)OU make ,\ dam Smith 

)Ottr friend. That sounds funny, making friends among rhe eminent dead, bur if 

you go through life nuking friends with rhe e minent dcad \\'ho had the right id eas, 

I think it \\'ill work bcrrer in life and work better in education. It 's \\'a\' bcrrcr than 

ju'>t being gi' en the basic concepts. 

Reduce Material Needs 

Alo'>t people ,,·ill sec declining return'> [due to inflation[. One of the great 

defense'> if you're worried a hour inflation 

is not to ha,·e a lot of silly needs in your 

li fe-you don't need a lot of materia l 

goods. 

Philanthropy 

[\\"arren and I] feel that thm.c of u'> 

'' ho have been 'erv forrunatl: ha' c a dut\' . . 

to g ive back. \\'hethcr one gives a lot a!> 

one got:s a long as I do, or a li ttle and then 

a lot I" hen one dies] as \\"arrcn docs. i!> 

a marrer of personal preference. I \\'Ould 

hate to ha\(; people ask me for mone) all 

day long. \\"arrcn couldn't '>tand ir. 

" I have always imagined that Paradise will be 

a kind oflibrary." 

- Jo rge l uis Borges 
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Avoid Debt 

Once you p;er into debt. it\ hell w get our. Don't let credit card debt carr~ m·er. 

You can't get ahead pa~ ing eighteen percent. 

The D ecline of Public Schools 

\au could argue that [the ueclinc of public schools] is one of the major di.,astcr'> in 

our lifetime. \ \ 'e rook one of thc grcatest successes in the history of thc earth and wrncu 

it into one of the grcatcsr disa-;rcrs in thc history of the earth. 

J apan 's Recession 

Anyone has to be Aabbergasted by Japan's 

recession, which has endured for ten years, 

despite interest rates belo" one percent. The 

go,·crnmcnt is playing all the monerar~ game'>, 

but it's not working. If you had described thi'> 

'>ituation ro Harvard economist<;, the~ "ould ha' c 

said it's impossible. Yet at the <>amc rime, there\ 

an asset bubble in I long J..:ong. Why! /Jrmusr 

Japan onrl China arr f"u!:O t:as/~1' rliflrn•n! ml!ttn's. 

Thr Chinese are !!,(I Ill biers. 

This is a classic example..: of'\\ h), to be a 

successful inn:stor, one must dra\\' fron1 man) 

d isciplines. Imagine an economist stand ing 

up at a meeting of economists and giving m~ 

explanation. l t wou ldn't be pol it ica lly correct! 

But the tools of economics don't explain what's 

go111g on. 



Humor 
• I'd rather throw a ,·iper down my shirt front than hire a con•pcnsation 

consu ltant. 

• !When asked at a cocktail party \Yhethcr he played the piano, Charlie 

replied,] "I don't know, I've never tried." 

• I always like it when someone attracti,·e to me agrees with me, so J have 

fond memories of Phi l Fisher. 

• J tis, of course, normal for se lf-appraisal to be more positive than external 

appra isal. Indeed, a prob lem of this sort may ha,·e gi,·en you your -;pcaker 

todav. 

When you mix raisins and turds, you've still 

got turds. [Comparing the benefits that the 

Internet and technology are providing to 

society versus the evils of stock speculation 

in these sectors.} 

• In the corporate " ·orld, if you have analysts, due diligence, and no horse 

sense, you've just described hell. 

• It's been so long since we've bought anything that [asking us about our 

market impact when we're trading] is like asking Rip \ 'an Winkle about 

the past twenty years. 

• \Yhcn I first moved to California, there \\'aS a parr-time leg islature that was 

controlled by gambling inrcrcsts, racetrack O\.vne rs, and liquor distributors, 

who \\'ined and dined the legislators, supp lied them with prostitutes, etc. 

think I prefer that to today's full - time le!!;islaturc. 

"I've always disliked that reference of 

Charlie's about the raisins. But it does 

no good for me to say anything: he's 

going to keep using it anyway." 

-Nancy Munger 
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• lOn the book Deep Simpliti~l'], it's pretty hard to understand everyt hing, but 

if you can 't understand it, you can always giYe it to a more intell igent friend. 

• If you rise in life, you han; to beha' c in a certa in way. You can go to a strip 

club if you 're a beer-swilling sand shove ler, hut if you're the bishop 

of Boston, you shouldn't go. 

• I think the people who are attracted to be prison guards are nm nature 's 

noblemen to begin with. 

• You don't want to be like the motion picture execmive w ho h<-ld many people 

at his funera l, bu t they were there just to m ake su re he was dead. Or how 

about th e guy who, at his fu neral, the priest said , "Won't anyone stand up 

and say anything nice abo ut the deceased?" and fina lly someone said , "\\'ell , 

his brother was worse." 

• [Responding to a question at the 1999 Berks hire H athaway annua l meeting 

about the year 2000 com pliance issue, \Iunger replied:] I find it inte resting 

that the re is such a prob le tTl. You know, it was predictable that the year 2000 

would come. 

Ben Franklin was a very 

good ambassador, and 

whatever was wrong with 

him from john Adams' 

point of view [Im sure] 

helped him with the French. 
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Sitnpson on Munger 

W
hen I first met Charlie Munger, 
I knew he was a unique 
individual, but I didn 't realize 

just how unique until I knew him better. 
I have now kno\\'n Charlie for twemy-five years and haVL' had t h l· 

opportunity to observe him under a wide range of c ircumstanleS, 

including the aftermath of the Salomon bond crisis of the carly 

nineties where we were both sen·ing on the board of directors. 

I can anesr that Charlie has a combination of characteristics 

that I ha\'e never seen in any other single indi,·idual. lie has 

an extraordinary and deep intelligence across a broad range 

of inrere~rs, and he nc' er seems to forger an~ thing, no matter 

ho" arcane or tri,·ial. On top of the~e attributes is his absolute 

commitment to honesty, ethics, and integrity-Charlie never 

"grabs" for himself and can be trusted without resen·ation. If 

that's not cnough, he has a temperament toward investing rhar 

can on ly he described as ideal: unyielding patience, discip line, 

and self-control- Cha rli e just doesn't crack or compromise on hi-. 

principle~. no maucr how stressfu l the situation. 

I low fortunate we have all been to ha,·e this duo of Charlie 

\I unger and \\'arrcn Bu ffett as our partners. reachers, and role 

models for all these years. These arc truly exct:ptional men. 
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Louis A. Simpson, 

President and CEO, 
Capital Operations, 

GEICO Corporation. 



Munger on Sitnpson 

L ou Sin1pson is a highly intelligent and 
honorable tnan. I Wa'i plcn~cd that in the annual kncr 

w shareholder., rhi ... ~car (200.1), \Yarrcn printed Lou\ t\\Cnt~-fiH;

year im·estmcnr track rc<.:ord. lr\ nm unhearu of to bear rhe markct <I\ cra~c., 

for a couple of~ car'>. ma~ be e\ en fi, e or ren years. Hut, imagi nc beating the 

S&P .100 b~ an ~nerag<.: annual gain of6.X pcr<.:cnr o\·er t\\"ent~-fi,c ~car.,! 

This exrraordinar~ track record '>peaks for itself-Lou has one of rh<.: great<.:'>t 

investment minds of our rime. li e i~. as \\'arren says, "a shoo-in for the 

investment ll nl l of Fame." 

I rem em bcr we ll rhc dot-com boom of the I are nineties anti how Lou 

handlcd it. You can't believe the pressure that he was under, year after year, 

as the world sccmccl robe reaping cnornwus ga ins while he, co rrectly. a\·o icl ed 

the bubble alrogethc r, s taying rruc to fundamenta ls. Lou was a wonderful 

examplc in that pcriod-i nrcll i~cnr. honorable, and true to his fundamentals. 
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Sinegal on Munger 

I 
had the pleasure of meeting Charlie 
eight years ago when he agreed to 
have lunch with me in Los Angeles 

at the California Club. ~ t y rurpo-.c was w com·ince 

him to consider jo ining rhc Costeo board of directors. I liked 

him from rhc momcnr we mer when he told me how much he 

enjoyed shopping ar Cosrco; and despite our being interrupted 

conrinuouc;ly by thc orher 500-plus people dining there that day, 

'' ho all felt compclled ro -.a~ hello ro Charlie and'' hom Charlie 

identified b~ name in almo!'>t e\·ery instance, \\C managed to 

han:: a great con\'ersation. First off, Charlie was astute enough 

ro recognize what a grcar , ·alue Costeo mcmhership n..:presentcd. 

Latcr, of course, I learncd of Charl ie's repu tation for thriftiness, 

\\'hich clarified Costco\ appea l, but, more important!~ hi-; 

-.rraightfom·ardne-.-. and common sense buo;ine'>'> acumcn came 

through loud and clear. 

Later ,,·hen he called to accept chc position on the board. he 

referred ro himsclf as a septuagenarian. Pretty fancy description to 

share \\'ith someone from the warchouse industry; I was flattered 

hc thought I understood him. 

Since then hc ha'> prm idcd c\·erything that can be expected 

from a director. II i!'> in-.ight, questioning. and -.upporr ha\e made 

Co'> teo a better-gm ernt..:d and better-operated compan~. 

As an exuu I HH i ll!'>, ''e a11..: ucaLed w regular do:-.~.::-. of the 

Iunger \\'it- we're l uck~ people! 
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James D. Sinegal, 

President and CEO, 

Cosrco Wholesale Corporalion. 



Munger on Sinegal 

Y
ou just \vouldn't believe how efficient 
and sophisticated Costco's warehouse 
ope ratiOn lS. J im S inegal is<~ f<~bu l ous b usiness 

operator- like a Carnegie, Rockefe ller, or ]ames .J. H ill. I consider h im w 

be one of the tOp fi \ e retaile rs of the past century. H e's that good . 

H e \\·orks e ig hty hou rs a week and sets a terri fic exam p le for hi s entire 

organization in terms of \\ Ork cth ic, integrity, loyalty, and se lflessness. He's 

a moral le ade r as wel l as a practical leader. These a rc not mino r virwcs. 

We have o ur om1 ]i, ing. breathing Sam \Val ton at Costco. 
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Eleven Talks 
harlie Munger is not the least bit shy when it comes to offering both 
frank criticism and constructive advice. \\'hen he sets his sights on an issue-be it a 

corrupt business practice, an academ ic fa iling, or a financia l scandal- he lets loose with both barrels. Wh ich is 

nor to say he spends all his rime focused on life 's failings. H e is eq ually at home discussing the \'alues of life long learning or 

the joys of a successful marriage. But whatever the topic, Ch<Hlic is apt to tell it like it is, which is exact ly what he has done 

in over two decades of public speaking . H ere then arc e leven of Charli e's best talks, including a special compilation he has 

prepared exclusi\'ely for this book. Enjoy. 

1. 
Page 
150 

2. 
Page 
164 

3. 
Page 
220 

4. 
Page 
278 
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Harvard School Commencement Speech 

A Lesson on Elementary, Worldly Wisdom 

A Lesson on Elementary, Worldly Wisdom, Revisited 

Practical Thought .<~bout Practical Thought? 



5. 
Page 
302 

6. 
Page 
32.2 

7. 
Page 
J...J.O 

8. 
Page 
JS6 

9. 
Page 
37-J. 

10. 
Page 
...J.ZO 

11. 
Page 
...J.40 B 

Harvard Law School Fiftieth Reunion Address 

Investment Practices of Leading Charitable 
Foundations 

Philanthropy Roundtable 

The Great Financial Scandal of 2003 

Academic Economics 

USC Gould School of Law Commencement 
Address 

The Psychology of Human Misjudgment 
A special compilation talk, with new material 
written by Charlie exclusively for this book. 
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ISO Pom· Charlie's Almanack 

n a vow that students the world 

over may hope he renounces, 

C harlie delivered "the one and 

only ~raduation speech Twill 

ever make" in 19H6 at the I Iarl'ard 

School in Los Angeles. The occasion 

was the graduation of Philip !\Iunger, 

the last of five r unger family sons 

to matriculate at this prep school 

(originally an all-boys institution and 

now the coeducationa l schoo l called 

I Iarvard -Westlake). 

Despite Charlie's self-effacing 

protestations about then lacking 

"significant public-speaking 

experience,'' he demonstrates 

imposing rhetorical talents in this 

short speech. We also get a good 

taste of both Charlie's value system 

and wit. lost graduation speakers 

choose to lay out a prescription 

for attaining a happy life. Charlie, 

using the invers ion principle 

he;: recommends in the spe;:ech . 

compellingly make;:s the opposite 

case by setting forth what a graduate 

may do to reach a state of misery. 

For those of you who want w 

remain unenlightened and mirthkss, 

do nm, under any circumstances, 

read this selection. 



Harvard School 
Commencement 
Speech 
June 13, 1986 

N
ow that Headmaste r Berrisford 
has selected one of the oldest and 
longest-serving trustees to make a 

comme ncement speech, it behooves the speaker 
to address tvvo questions in every mind: 

I) \\'hy was such :1 selection madc? 

2) I low long is the speech going to last? 

I will answer the tirst question from long experie nce..: alongside Be rrisford. 

lie i-.. '><.:e ki ng enhanced reputa tion for our -;chool in the manner of the ma n 

" ·ho proud I) displays his hor-;e that can count to seYen. T he man knows that 

co unci ng to se,·en is nor much of a mathematical feat, but he e ' pects appro,·al 

because doing ~o is creditable, considering the performer is a hor'>c. 

The second q ues rion, rega rding the length of the speech, I ~tm not going to 

answe r in adntnce. It wou ld de pri\'e yo ur upturned faces of li,·e ly curiosity and 

oln ·ious keen anticipation, which I pre fer w retain , regardl ess of source. 

Talk One 
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Marcus Tullius C icero 
(IO<H3 BC) 

A poet, philosopher, rhcwrician, and 

humorist, Cicero was also one of Rome's 

great orators. Cicero viewed public 

service to be a Roman citi7en's highest 

duty. He defended those unjustly 

accused by dictatorial leaders and 
brought down corrupt governments. 
Late in life, he led the enate's 

unsuccessfUl battle against Antony, 

for which he paid with his li fe in 43 
BC. T he illuStration is Young Cicero 
Rending, c. 1464, Vincem.o Foppa, 

Wallace Collection, London. 
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Bm I "ill tell you he)\\ my comicleration 

of .,peech length created the <>ubject mancr 

of the 'ipecch itself. I was puffeclur when 

in' ired to speak. \\'hi le not having s ign ificant 

public-speaking exre rience, I do hold a b lack 

belt in chutzpah, and I immecliarcl: considered 

Demosthcnes and Cicero as role models and 

anricipatecl trying to earn a compliment like Cicero 

g:n e "hen a.,ked which wa<, hi' fa, oritc among the 

oration' of D emosrhcnes. Cicero rep lied: 

"The longest one ." 

l lo\\'e\'cr, fortunately for this audience, l also 

thought of Samuel johnson\ fa mom comment 

"ht:n he addressed ~ l ilron 's poem Pflmdise Lost 

and correct!) 'iaid, '·:\o one e'er" i-.hed it longer." nd that made me consider 

\\'hich of a ll the t\\'enry H ar\'ard Schoo l graduation speeches I had heard that I 

had wislwd longt: r. There \\'as only one such speec h, givt:n by Jo hnny Carson, 

specifying Carson's prescriptions for guaranteed misery in life. I, therefore, 

decidt:d to rt:peat Carson's speech but in t:xpancled form "ith -.omt: added 

prescription'> of my own. ,\fccr all, I am much older than Carc,on \\as \\'hen he 

spoke and ha' c failed and been mi<,erablc more often and in more ways than wa-. 

pm .... iblc for a charming humorist spt:aking at a younger age. I am plainly well 

q ualincd w t:xpancl on Carson's rhemt:. 

What Carson said was that ht: cou ldn't te ll t he grad1 wt ing class how to be 

happy, but he could tell them from pt:rsonal expcrit:nct: ho\\ to guarantee misery. 

Car'ion \ pre'icriprion for sure mi.,er~ included: 

I. [ nge'>ting chemicals in an effort to alter mood or pt:rccption: 



I can '>till recall Carson ·s ab::.olure com·icrion as he told ho\\ he had tried 

rhc-.e things on occasion after occa-.ion and had become mi-.crablc e\'el)' rime. 

It i'> easy to 1111derstand Carson\ first prescription for misery- ingesting 

chemicals. l add my vo ice. The fom closest friends of Ill) yourh were high ly 

intclligt;nt, ethica l, humorous types, fa, ored in person and background. T\,·o arc 

long dead. with alcohol a contributing factor, and a third is a Ji,·ing alcoholic- if 

you call that Ji,·ing. 

Carson said he couldn't tell the graduating class how 

to be happy, but he could tell them from personal 

experience how to guarantee misery. 

\\ 'hilc 'iu'icepribilit) \aries. addiction can happen 

to an) of us through a subtle proce~-. "here the bonds 

of degradation arc roo light to be ft:lt until they are 

roo ~trong to bt: broken. t\nd yet, I hav<.: yet to meet 

anyone, in over six decades of life, whose life w~1s 

wors<.:nt:d by fear and aYoidancc of such a deceptive 

parhwa) w dc-,truction. 

Em), of cour'>c. joins chemical-; in" inning 

~omc -;on of quantity prize for causing misery. It 

was wreak ing havoc long before i r got a bad press 

in the laws of :--. loses. If you wish to retain the 

contribution of en"y to misery, I recom1T1end that 

you never read any of the biograph ie-, of that 

good Chri'>tian. Samuel johnson, because his life 

dcmon-.rratcs in an enticing way the possibilit) 

and athantag<.: of transcending emy 

Samuel Johnson 
(1709- 1784) 

Samuel Johnson, Engli~h author 

and the leading literary scholar and 
critic of his time, was celebrated 

for his brilliant and "irry 

conversation. Johnson's first work 

of lasting importance, and the 

one that pt:rm~nenrly csr~blished 

his reputation, was his Dictionary 
of the Englisb Ltmguttgl'( 1755). 
James Boswell's famous biography 

of Johnson presents his life, his 

sharp comments, and wit in 

exhaustive and fascinating detail. 
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John Milron 
(1608- 1674) 

One of the grea rc~t poers of the English 

language, john Milton was best known 

for his epic poem Hmtdise Lost ( 1667). 
His powerful pro~c and the eloquence 

of his poetry had an immense influence, 

especially on eighteenth-century verse. 

Milton also published pamphlets 

defending ci' il and religiou~ rights. To 

Samuel Johnson's poim about Milton's 

long-winded ness, Parndis~ Lost runs to 

twelve "books" and thousands of lines. 

p o.'~ M \ 
TEN 1\ 0 0 K S. 
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Resemmcnt IHI'> al" ay-. worked for me exactly as it worked for Carson. I 

cannot recommend it hi~hl~ enough w ~ou if you desire misery. j ohnson ~poke 

well when he o;a1d that life I'> hard cnou~h to swallo\\ "ithom squcct.in~ in the 

hitter rind of re-.enrment. 

For those of~ ou "ho wanr 

misery, I also recommend 

refraining from practice of the 

Oi.,racli compromise, de'>i~ncd 

for people who tind it imrossiblc 

to quit resentment cold turkey. 

Disracli, as he rose to become 

o ne of the grea test prime 

johnson spoke well when 

he said that life is hard 

enough to swallow without 

squeezing in the bitter rind 

of resentment. 

mini~ter-., lenrncd w gi' e up vengeance as a moti,·.nion for action, but he did 

retain some ouclet for re~entment by putting the names of people who "ron~ed 

him on pieces of paper in a drawer. Then, from rime ro time, he revie\\ ed thc"'e 

name-. and rook plca'>ure in noting rhc way rhc world had taken his cncmic-. 

down without hi-. a'>'>i-.rancc. 

Addiction can happen to any of us through a subtle 

process where the bonds of degradation are too light 
to be felt until they are too strong to be broken. 

\\'e ll, so mu ch for Carson's th rcc prescriptions. I Jere arc four more 

prescriptions from ~ lu nger: 

Fir<>t, be unreliable. Do nor faithf11lly do \\·hat you ha,·e en~agcd to do. If 

you will on ly ma-.ter this one habit, you will more than counterbalance the 

combined effect of a ll your' irtues, ho\\ .,oe,·er grcar. l f you like being tlisrrusrcd 

and e\.dudcd from the bc~t human contribution and company, chic, prc-.cription 

is for you. 1\ Ja.,rer rhi-. one habit, and you will ;liW:lY" play rhc role of the hare 



in the fab le, except that instead of being outrun by one fine turtle, you will be 

outrun bv hordes and hordes of mediocre turtles and even some mediocre turtles 

on crutches. 

1 must warn you that if you don't follow my first prescription, it may he hard 

to end ttp miserable e\·cn if you start disadvantaged. 1 had a 

roomtTtate in college who was and is severely dyslexic. But 

he is perhaps the most reliable man I have ever known. 

He has had a wonderfu l life so far, outstand ing wife 

and children, chief cxccuti\-c of a multibill ion dollar 

corporation. lf you want to a\·oid a conventional, 

main-cu lture, establishment result of this kind, 

you simply can't count on your other hand icaps 

to hold you hack if you persist in being reliable. 

I cannot here pass by a reference to a 

life described as "wonderfu l so far," \\'ithout 

reinforcing the "so far" aspects of the hun1an 

condition by repeating the remark of Croesus, 

once the richest king in the world. I ,atcr, in 

ignom inious capti\·ity, as he prepared to he 

burned ali\·c. he said: "\Yell now do I n:mcmber 

the words of the hisrorian Solon:' oman's life 

should be accounted a happy one unti l it is over."' 

l\ ly second prescript ion for misery is to learn 

everything you possibly can from your own experience, 

minimizing what you learn vicariously from the good and bad 

experience of others, living and dead. This pre!'cription is a sure

shm producer of misery and second-rate achievement. 

You can sec the results of not learning from c)thers' mistakes by simply 

looking about you. How little origina lity there is in the common disasters of 

mank ind- dmnk dri\ ing deaths, reckless driving maimings, incurable \·enereal 

Croesus 
(abou t 546 BC) 

Croesus, legendary for his huge 

wealth, was king of Lydia from 

560 BC until his defeat by the 

Persians in about 547 BC. Upon 

capture, Croesus supposedly threw 

himself upon a funeral pyre. 
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Franklin on 
Vicarious Learning 

"If you will not hear reason, she will 

surely rap your knuckles." 

"They that won't be counseled, can't 

be helped." 

"Experience keeps a dear school, but 

foo ls wi ll learn in no other and scarce 

in that; for it is true, we may give 

advice, but we cannot give conduct." 
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diseases, conversion of bright college swdenrs inro brainwashed zombies as 

members of dcstructi\·e cults, business failures through repetition of obvious 

mistakes made by preckcessors, various forms of crowu folly, anu so on. I 

recommend as a memory clue to finding the way to real trouble from heedless, 

unorigina l error the modern saying: "If at first you uon't sueceeu, wel l, so much 

for hang gl iding." 

T he other aspect of avoiding vicarious wisdom is the rule for not learning 

from the best work done before yo urs. The prescription is ro become as non

educated as yo u reasonably can. 

Perhaps you wi ll better see the type of non miserable resu lt you can 

thus avoid if I render a short historical account. There once was a man who 

assiduously mastered the work of his best predecessors, despite a poor start and 

very tough t ime in analyt ica l geometry. Eventual ly, his own work attracted wide 

attention, and he said of his work: 

" If I have seen a little farther than other ITlen, it is because I sroou on the 

shoulders of giants." 

T he bones of thm man lie buried now, in Westminster Abbey, under an 

unusual inscription: 

~ 
• f 
f 

' • 
' f 
f 

• f 

' f • f 
f 

' ' ' f f 
' f 
t , 

Sir II.II.IIC l!f/CII"TO,V lr.41 •11U: ~ 

~~~~~~~~~ ~~~·~~~~ 

Sir Isaac Newton 
(1642-1727) 

At birth in Lincolnshire, England, NewtOn was 

so tiny and frail that he was not expected to 

live. Yet he lived into his eighties. During his 

young adulthood, Newton made tremendous 
discoveries in general mathematics, algebra, 

geometry, calculus, optics, and celestial 

mechanics. Most famous among these 

discoveries was his description of gravity. The 

publication of his book The Mnthematicnl 

Prillciples of Nntuml Philosophy in 1687 marked 

the peak of Newton's creative career. 



"Tkre lie the rcmains of all that " ·as mortal in Sir Isaac Newton." 

.\ I ~ third pn.:-.cription to you for misery is ro go do'm anti .,m~ UO\\ n when 

you gcr your nr< .. r, ... ccontl, or third SC\'Cre rC\'Crsc in the battle of life. Bcc:.u'>e 

there i'i 'iO much achcr'>it) out there. C\ en for the luck~ and" i'iC, thi.., "ill 

guarantee that, in due cour-.e. )Oll "ill he permanently mired in mi.,er). Ignore 

at all cost the ~c.;.,..,on contained in the accurate epitaph written for him..,elf b) 

Epictetus: "llcre lies Epictcws, <I sla,·e, maimed in body, the ultimate in 

pm erty, and ra\(>rcd b) the gods." 

('Invert, always invert, "jacobi said. He knew that it is in 

the nature of things that many hard problems are best 

solved when they are addressed backward. 

\I) final pre ... cription to you for a life of fuuy thinking and infelicity i-. to 

ignore a srory the) told me "hen I was very young about a m<>tic who ">aid . 

.. 1 "ish I knc\\ "here I wa.., going to die. and then I'd nc' cr go there." 1\ lo'>t 

people ">mile (a., ~ou did) at the ru\tic\ ignorance and ignore his ba..,ic "ic;dom. 

If my experience i-, an) guide. the ru\tic's approach is to be avoided at all c:o-.t 

by someone bent on miser). ' lb help fail, you should discount a'> mere quirk. 

'' id1 nu uscrul lllC:>'>3!!,C. the mcdwd of the rustic, which i.., the -..a me one mcd in 

Carson's speech. 

\Yhat Carson did \l'~t s to approach the study of how to crcnre X by tllrn ing 

the question backward, that is. by studying how to create non-X. T he great 

algebraist, .J acobi, had exactly th<.; same approach as Carson and was known for 

his constant repetition of one phrase: "] nvert, always invert." It is in the nature 

of things, as Jacobi knc\\, that many hard problems arc best soh·cd on I~ "hen 

they arc addrC<>'>ed backward. For insmnce, \\'hen almost C\ cry one else" as 

trying to rc,·i~c the clecrromagnctic laws ofl\Iaxwell robe consistent" irh the 

motion laws of cwton. Ein~tein dis<.:on:red spe<.:ial relati,·ity as he made a 1 SO

degree wrn and rc' i~ed '\!c" ron's laws to fit ~ lax weirs. 

And 

CE'BES his 
TAblt'. 

Out of the Gree~c . 
originall, 

/;y 

Epictetus 
(55-135) 

Even though he was born a slave in 

H ierapolis a.nd endured a permanent 

physical disabi li ty, Epictetus 

maintained that al l human beings arc 

perfectly free co control their own 

lives and to live in harmony wi rh 

nature. After inrcnse study of the 

traditional Stoic curriculum of logic, 

physics, and ethics, Epictetus spent his 

entire career teaching philosophy and 

promoting a daily regime of rigorous 

self-examination. He eventually 

gained his freedom but wa~ exjJed 

from Rome by Domitian in R9. 
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Charles Darwin 
(1809-1882) 

Charles Darwin was a 

British naturalist whose 

teachings on evolution 

by natural selecrion 

revolutionized the science 

of biology. His 011 the 
Origin o_{Species sold out 

immediately and was heavily 

attacked because it did not 

support the depiction of 

creation given in the Bible. 
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1 t is my opinion, as a certified biography nut. that Charles 

Robert D arwin would ha\'C ranked near the middle of the 

Han·ard School graduating class of 1986. Yet he is now 

famous in the history of sc ience. This is precisely the 

type of example you shou ld learn nothing from if 

bent on minimizing your results from your own 

endovvment. 

Darwin's result was due in large measure 

tO his working method, which \·iolatcd all my 

rules for misery and particularly e mph <Jsized a 

backward twist in that he always ga\'e priority 

anent ion to C\'idence tend ing to disconfirm 

whatever cherished and hard-won theory he 

already had. ln contrast, most people early 

achieve and later in tensify a tendency to process 

new and disconfirming information so that any 

origina l conclusion remains intact. They become 

people of whom Philip Wylie obscr\'ed: "Yo u cou ldn't 

squeeze a dime between what they already know and what 

they w ill never learn." 

The life of Darwin demonstrates how a turtle may out

run the hares, aided by extreme objectivity, which helps 

the objective person end up like the only player without 

a blindfold in a game of Pin the Tail on the Donkey. 

The li fe of D arwi n demonstrates how a t ttrtle may outrun a hare, aided by 

extreme objectiv itv, which he lps the objective person end up like the only player 

without a blindfold in a game of Pin the Tail on the D onkey. 



If you minimize objectivity, you ignore not only a lesson from Darwin bur 

also one from E instein. Einstein said that his successful theories came from 

"Curiosity, concentration. perseYerance, and se lf-criticism." And by self

crit icism, he meant the resting and destruction of his own wcll-lo\'cd ideas. 

Finally, minimizing objccti,·ity "ill he lp you lessen the compromises :md 

burden of O\\'ning worldly goods because objectivity docs not work only for great 

physicists and biologists. It also adds power to the work of a plumbing contr<lctor 

in Bemidji. Thcrcfon..:. if you interpret being true to yourself as requ iring that 

yott retain every notion of yom youth, you wi ll be safely underway, nor onlY 

toward maximizing ignorance, but a lso toward whatever misery can he obtained 

through unpleasant experiences in business. 

It is fitting that a back"·ard sort of speech end with a backward sort of toast, 

inspired by E lihu Root's repeated accounts of how the dog went w 00\·er, "leg 

over leg.'' To the class of 1986: 

Gentlemen, n1ay each of you rise by spending each day of a long life 

aiming low. 

Elihu Root 
(1845-1937) 

Elihu Root, born in New York and the 

son of a mathematics professor, became 

one of the most brilliant administrators 

in American history. By age thirty, he 
had established himself as a prominent 

lawyer specializing in corporate 
affai rs. Shifting to public service, Root 

distinguished himself as secretary of 

war, secretary of state, U.S. senaror, and 

ambassador tO Russia. In the inte rest 

of worldwide peace, he originated many 

treaties of arbitration. He was awarded 

the Nobel Peace Prize in 1912. 
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Invitation Letter from Harvard School 

This is the original letter from Headmaster 
Berrisford of the Harvard School inviting 

Charlie to speak at the graduation ceremony 
the following june. Note Charlie's reply at the 
borrom of the letter. 
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HARVARD SCHOOL 

3100 <.:~·'"' '•I"'YYn Roold 
Pof.l Ochc.t Btu, .OJ; 
Norll'l Ht~lly .... ood, Cal lorn • q ,61).4 
T..:lorph0<"4' t.UI· OiO~ 

Chro"lop"' .. r o_., ._..,Old 
tie.tCm&i!t"f 

Septe~ber 13, 1985 

Hr. Charles T. Munger 
P.O. oOlC 55007 
Los Angeles, California 90057 

Dea r Charlie : 

We disc:>Vered last June that a Commencement Speaker 
liho knell the School well, and who had a com.'lland of t he 
language, was a much better contributor to our 
celebrations than a distinguished citizen with a 
mastery of platitudes . 

Last year I spent time a nd energy chasing two or three 
distinguished politicians in the hope that their 
pre sence at our Commencement exercises would add a 
littla lus ter to the proceedings . I was wrong . Nat 
Reynolds did us proud ; the politicians were as evasive 
as you Qight suppose. 

I am anxious to settle t he issue for next year in good 
t ime and I believe that we should henceforth stay with 
those that kno11 Harvard and should avoid outsiders . 
Since this year sees the last Munger (of the present 
generati on, at least) graduating from Harvard School 
and since you must know more about Harvard than anyone 
who is not an alumnus - and probably more than most 
'"ho arc - I woul d like to invite you with as much 
persua3ion as I can mus t er to be Harvard 's 
Co~encenent Speaker for the Class of 1986. 

Jin Maloney set a precedent when he spoke at Tom's 
graduation . ~ould you be kind enough to follow his 
lead and perforn the same function for Philip ' s 
gra duating class? 

This invitation has been on my mind for awhile , but it 
was brought back to my immediate attention because, in 
sorting through papers left over from last year, I 
cama acros~ the Berkshire Hathaway Report to which you 
contributed . I re-re ad your section and what warren 
Buffet had to say , envying the clarity of insight that 
you both show and the capacity you have to eay what is 
on yo~r mind succinctly, precisely and eloquently . 
l~hat better credentials could there be for a 
Connencenent Speaker? 

:·!y colleagues at the School enthusiastically support 
this invitation . 1·1e all hope you will accept. 

!lest ~ishes, 

Christopher Berrisford 

cc: Dr. Norman F.Sprague, III 



BERKSHIRE HATHAWAY INC. 

CHA"'-.t.t T . MUNOU' 

Hr. Johnny Carson 
HBC-Hatlonal Broadcasting 

Company, Inc. 
)000 W. Al ameda Avenue 
Burbank, CA. 91523 

Dear Hr. Carson: 

July 7, 1986 

Thi s year at my son's graduation from Ha rvard School I repeated 
the graduation speech you made when your son graduated. There 
were some additions of my own, and I, of course, gave due credit 
to the Carson original. 

I thought you might be amused by the educational Inf luence you 
have had, on and through me , end I therefore enclose a copy of 
my expanded version of your speech. 

I also enclose 1 copy of Berkshire Hathaway's 1986 annua l report, 
which may poss ibly Inte rest you because of our recent acquisition 
of a large stock pos i tion In the ABC t elevis ion nehoork, which, 
unfortunately, has no equivalent of Johnny Carson. 

CTH/mek 
Enclosures 

Best regards, 

Ch~Hu~ 

bee: Warren E. Buffett 
Thomas S. Hurphy 

... 0. 8 0)l !5!1007, LOS ANOW:\.&1, CA 9008!5 

Johnny Oohn William) Carson 
( 1925-2005) 

Born in Corning, Iowa, Johnny Carson became famous as America's late-night king of 

comedy. He bad a popular radio show in Omaha for year.~ and cbimPcl rhl' r iry a< his 

hometown. For thirty years, from 1962 to 1992, he entertained millions as host of N BC 
television's Tht! Tonight Show. His show featured thousands of authors, filmmakers, actors, 

singers-and stand-up comedians, of course, many of whose careers he launched. 

1 I 11 

August 6, 1986 

Mr Charles T. Munger 
Be~kshire Hathaway Inc. 
p,O. Box 55007 
LOS Angeles, Ca. 90055 

. ' ) I 

oear Charles ; 
i d letter and the copy of your 

Thanks for your k n h ol graduates. I am 
speech to the Harvard scioh a small framework for 
happy I was able to furn s 
you to expand on . 
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Talk One Revisited 

A 
s I review in 2006 this talk mtH.k in 19Ho, I woulu not revise a single 

idea. If anything, I now believe even more strongly that (1) reliability is 

essenria l for progress in life and (2) while quantum mechanics is 

unlearnable for a Yast majority, reliabi lity can be learned to great advantage by almost 

anyone. 

Indeed, I have often made myself unpopular on el ite college campuses pushing 

this reliability theme. \\'hat I say is that l\lcDonald's is one of our most admirable 

institutions. Then, clS signs of shock come to surrounding faces, I exp lain that 

McDonald's, provid ing first jobs to millions of teenagers, many troubled, o\·er the 

years, has successfully taught most of them the one lesson they most need: to 

show up reliably for responsible work. Then I usually go on to say that if the e lite 

campuses were as successful as lcDonalu's in teach ing sensibly, we would have a 

better world. 
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ell-known because it was 

pu b l ishcd in 0Nislrmrlillg 

Investor Digr~1·t (I\ fay 5, 

1995), this talk was gi\·en 

in 1994 to P rofessor Gui lford Babcock's 

business class at the Uni\·ersity of 

Southern California. Charl ie ranges 

in the ta lk from education systems 

ro psychology ro the importance 

of possessing both common and 

uncommon sense. Dissecting business 

management, he brilliantly describes 

psychological impacts that can damage 

or benefit a firm. He also presents 

an outstanding set of principles for 

investment, business management, 

and-most importantly from Ch<Hi ie's 

perspective- decision mak in!l. in 

everyday life. 

Your time inYestmenr in read in!l. this 

talk w ill be paid back qu ickly \·ia chc 

effect it will haYc on your own decision

makin!l. ab ilities. 



Talk Two 

A Lesson on Elementary, 
Worldly Wisdon1 as It 
Relates to Investment 
Management ar1 d B u s ... #· -UiiJltC. 

The University of Southern 
California Marshall School of 
Business, April 14, 1994 

I 
am going to play a minor trick on you today
because the subject of my talk is the art of stock 
picking as a subdivision of the art of v;orldly 

wisdom. That enables me ro stan calking abo ut world ly wisdom-a much 

broader topic thar interests me bccau'>C I think all too little of it is deli' e red by 

modern cducariona l systems. at lea~r in an effccri,·e "a~. 

And. Lhcrcforc, the ralk is son of along the lines that some bcha' iori t 

psycho log ists ca ll ''Grandm a's Huk"-after the wisdom of Grandma when she said 

that )OU ha,·c w ca t the carrots before yo u get the dessert. 
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Eat Your Carrots 

The iron h\1 of "Grandma's Rule" 

dictates the course of Charlie's lecture 

on Worldly Wisdom and Invesunent 

Management at the Marshall School of 

Business, USC. 
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The carrot pan of thi-. talk is about the general subject of world I ~ \\'isdom, which 

is a pretty good \\a~ to \tart. .\fter all, the theory of modern euucation is that you 

need a gcneral euucation before you ~peciali1.e. And I think, ro some extent, before 

you ·re goi ng robe a great -.rock picker, you need some general education. 

The talk is sort of along the lines that some 

behaviorist psjvchologists call ((Grandma's 

Rule"-after the wisdom of Grandma when 

she said that you have to eat the carrots before 

you get the dessert. 

So, emphasi;.ing ''hat I -.ometime'> \\'aggishly call remedi<ll worldly wi-.dom, I' m 

going to -;ran h~ ,,·alr;.ing you through a fe,, basic notions. 

\\'hat is elemcnrar~. '' orlul~ ,,.i!>dom? \\"ell. the first rule is that you can't real I~ 

knO\\ an~ thing if you ju'lt remember i-;olan.;d facts and try and bang 'em back. If the 

facts don't hang together on a latticework of theory. you uon 't have them in a mablc 

form. 

You\·e got to ha\'e models in )OUr head. And you've got to array your 

experien<.:e- borh , ·ica riom and dire<.:t-on this latticework of models. You ma) ha,·e 

noticed students \\'ho just try to remember and pound hack what is remembered. 

Well, they fail in school and fail in life. You\·c got ro hang experience on a 

larricework of models in your head. 

\\'h at arc the model'>? \\'el l, the fir'>t rule is that you've got to have multiple 

modcls- bccau-.c if~ou ha\ c jll'>t one or t\\'o that you're us ing, the nature of human 

psycholog~ is such that you'll rorrurc rea lit~ '>O that it firs your models, or tll lca~t 

~ ou ' II rhink it docs. You become the equi,·alcnr of a chiropractor, who, of cour-,e. i-. 

the great boob in medicine. 



It's like the old saying, "rio the man with only a 

hammer, c\·ery problem looks like a nail." And, of course, 

that's the way the chiropractor goes about practicing 

medicine. But thclt's J perfectly disastrous way co think 

and a perfectly d isastrous way to operate in the world. So 

)·ou\·e got ro ha,·c multiple models. 

And the mode ls ha\·e to come from mu ltiple 

uisciplines-bccausc all the wisdom of the world is nor to 

be found in one little academ ic department. That's why 

poetry professors, by :1nd large, arc so UO\\"isc in a \\'Orlcl ly 

sense. They don't haY<.: enough models in their heads. So 

you·,·c got ro have mode ls across a fair array of disciplines. 

You may say, "l\ly Cod, this is already getting way roo 

rough." Hut, forwnatclv, it isn't that tough-because eighty 

or ninety important models wi ll carry about n inety percent 

of the freight in making you a \\'orld ly-wisc person. t\nd, of 

those, on ly a mc::rc handfu l really carry \-cry hca\'y freight. 

Poetry professors, by and large, are so 

unwise in a worldly sense. They don't have 

enough models in their heads. So you've 

got to have models across a wide array of 

disciplines. 

So let's briefly rc\icw what k ind of models and techniques constitute this basic 

knowledge that everybody has to ha,·e before thc·y proceed to being really good at a 

narro\\· arr like stock pick ing. 

"There is no royal road ro learning; 

no short cut to the acquirement of 
any art. 

- Anthony Trollope 
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Pierre de Fermat 
and Blaise Pascal 

Invited by French arisrocrat Chevalier 

de Mere to help resolve a gambling 

dispute in the mid-seventeenLh cenrury, 

mathematicians Pierre de Fermat and 

Blaise Pascal laid the foundations for 

probability theory in a series of letters. 

De Mere's question concerned bets 

on rolls of a die that at least one "6" 
would appear during four rolls. From 

experience, he knew he would win 

more often than lose at this game. As 
a diversion, he changed the game to 

a bet that he would get a total of 11, 

or a double "6," on twenry-four rolls 

oftw o dice. T he new game was less 

profitable than the old one. He asked 

the mathematicians to determine why 

this change occurred. 
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F irst the re's mathe matics. 

O bvio uslv, you' ve got to be ab le to 

hand le nu mbers and quantiti es

basic arith me tie. 

An d the great usefu l model, 

after compo un d inte res t, is the 

e le menta ry marh of permu tatio ns 

and con1binations. And that was 

r::11 1g ht in my day in the sophomore 

yea r in high school. I suppose by n ow, 

in great pri vate schools, it's p roba bly 

dow n ro the eighth g rade o r so. 

The basic neural network of the brain is 

there through broad genetic and cultural 

evolution. And it's not Fermat/PascaL 

It uses a very crude, shortcut-type of 

approximation. 

It's very s im ple algebra. An d it was all worked our in the course of abou t one 

year in corresp o ndence between Pascal and F e rmat. They workcu it out casua lly in 

a seri es of le tte rs . 

It 's not that ha rd to learn . \\'hat is hard is to get so you usc it ro utine ly almost 

eve ry day of you r life. T he Fermat/Pasca l system is dramatica ll y co nso nanr with the 

way that the world works. And it's fun dame n ta l t ru th. So you s impl y have to have 

the techn iq ue. 



1\ lany educational institll[ions-although not nearly enough-have rea lized this. 

At Harvard Business School, the great quantitative thing that bonds the first-year 

class together is what they ca ll ''decision tree theory." All they do is take high school 

<llgebra and apply it to real life problems. And the students love it. They're amazed 

to find that high school algebra works in life. 

By and large. as it works out, people can't naturally 

and auromat ically do this. If you understand 

elementary psvchology, the reason they can't is rea lly 

quite simple: The basic neural network of the brain 

is there through broad genetic and cultural eYolution. 

And it's not FerrTtat/Pascal. It uses a very crude, 

shorrcut-typc of approximation. I t's got clements of 

r ermat/Pascal in it. However, it's not good. 

So you have ro learn in a ,·er~· usable '"ay t his very 

elcmemary math and usc it routinely in life-just the way if 

you want to become a golfer, you can't usc the natural swing that 

broad evo lution gave you. You have to learn to lul\·e a cerra in grip 

and swing in a different way to rea lize your fu ll potential as a go lfer. 

If you don't get ... elementary probability into your 

repertoire ... you go through a long life like a one

legged man in an ass-kicking contest. 

If you don't get this elementary, but mildly unnatural, mathematics of 

elementary probability imo your repertoire, then you go thro11gh a long life like 

a one-legged man in an ass-k icking contest. You're giving a hug;e advantage to 

everybody else. 

One of the a(h·antag;es of a fellow like Buffett, whom I've worked with a ll these 

years, is that he amomatical ly thinks in terms of decision trees and the elementary 

math of permutations and combinations. 
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C. F. Braun Company 

The C. F. Braun Company, a 

petrochemical engineering and 
construction firm, rose to prominence 

in the San Gabriel Valley in the early 

to mid-rwentieth century. Along with 

competitors such as Fluor, Bechtel, 

and Parsons, Braun designed and built 

plants throughout the world. In the 

early 1980s, Braun was purchased by 

Santa Fe International, ably led by Ed 
Shannon. 
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Obviously, you have to know accounting. It's the language 

of practical business life . It was a very useful thing co deliver to 

ci\·ilization. I've heard it came to civilization through \ 'enice, 

which, of course, was once the great commercial power in the 

J\lediterrancan. However, double-enrr~· bookkeeping was a hell 

of an invention. 

And it's not chat hard w understand. 

11m you have co know enough about it to understand 

its limitations- because a lthough accouming is the starting 

place, it's only a crude approximation. And it's not very h<lrd 

to understand irs limitations. For example, en:ryone can sec 

that you have to more or less just g11ess at tht: useful life of a jet 

a irplane or anything like chat. Just because you express the depreciation rate in near 

numbers doesn't make it anything you really know. 

In terms of the limi tations of accounting, one of my favorite stories inn>ln:s a 

very great businessman named Carl Braun who created the C. F. Braun Engineering 

Company. It des igned and built o il refineries-which is very hard to do. And Braun 

wou ld get them to come in on rime and not blow up <lnd haYe efficit:nc ies and so 

forth. This is a major art. 

Anti Braun, being the thorough Teutonic rypc that he was, had a number of 

quirks. And one of then1 was that he took a look at standard accounting and the way 

it was applied tO building oi l refineries, and he sa id , "This is asinine." 

So ht: threw al l of his accountants out, and he took his engineers and said, "I\ ow, 

we'l l devise ou r own systr:m of accounting to handle this process." And, in due rime, 

accounting adopted a lot of Carl Braun's notions. So he was a formidably wi llful 

and talented man who demonstrated both the importance of accounting and the 

importance of knowing its limitations. 

He had a nother ru le, from psychology, which, if you're interested in wisdom, 

ought to be part of your repertoire-like the elementary mathematics of permutations 

and combinations. 



His rule for a ll the Braun Con1pany's c;onHnunications was called the five \Ys-yo11 had 

m tell who was going m do what, where, when, and why. And if you \\TOte a letter or directive 

in the Braun Company tel ling somcbodv to do somc.:th ing. an<.l you didn't tell him why, you 

could get fi red. r n fact, you 'lJ!:ould gee fire<.l if you did it twice. 

You might ask why is that so important? \\'ell, again, that 's a rule of psychology. 

Just as yo u think better if you array knowledge on a bunch of mode ls that are 

basically answers to the question, why, why, wh y, if you always tell peop le why, 

they'll understand it bcrrcr, they'll consider it more important, and they'l l be more 

like ly to complv. EH:n if they don't understand your reason, they' ll be more likclv tO 

comply. 

If you always tell people why, they'll understand 

it better, they'll consider it more important, and 

they'll be more likely to comply. 

So the re 's an iron rule that just as you want to starr getting worldly wisdom by asking 

why, why, why in communicating with other people about everything, you want to 

include why, why, why. En;n if it's ob,·ious, it's wise to stick in the why. 

Which mod e ls arc the most reliable? \\'ell, obviously, the models that cornc 

from hard scie nce and engineering are the most reliable models on th is Earth. And 

enginee ring quali ty c:onrro l-at lease the guts of it that matters to vo u a nd me and 

people who arc nm professiona l engineers-is ve ry much based on the clemenrary 

mathematics of Fcrmar and Pasca l. 

Ic costs so n1 uch , Jnd you get so much less likel ihood of it breaking if you spend 

this much . Ir 's a ll clemenrary hig h school marhcmarics. And an e laborarion of rhar is 

what Dem in g brought to j apan for a ll of that qua litv-control stu ff. 

l don'r think it's necessary for most people to be terrib ly faci le in statistics. For 

example, I 'm not s ure rhat I can even pronounce the Gaussian dis tribution, although 

W Edwards Deming 
(1900-1993) 

Born in Iowa bur raised in \XIyoming 

from an early age, W. Edwards Deming 

grew up in a four-room tarpaper 

shack. A serious student despite his 

impoverishment, he earned a Ph.D. 

in mathematical physics from Yale. 

He took a job in the Department of 

Agriculture, but eventually developed 

a love for statistical analysis. During 
World War II , wanting ro help the war 

effort, Deming sought 10 apply statistics 

to manufacturing. American companies 

essemially ignored his ideas. Following 

the war, Deming went ro Japan to 

teach Japanese managers, engineers, 

and scientists how to build quality 

into their manufacturing. Only after 

Japanese manufacturing skill became 

apparent to the rest of the world (in the 

1980s) did Deming gain fame in his 

home country. The Deming prize for 

quality was first awarded in Japan but 

is now recognized internationally. The 

J~pan"·"" poster reads " Factory Safety 
Leads to Efficiency." 
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I know what it looks like and I know that events and huge aspects of reality end up 

distributed that way. So I can do a rough calculation. 

But if vou ask me to work out something im·o lving a Gaussian distribution to 

ten decimal points, I can't sit down and do the math. I'm like a poker player who's 

learned to play pretty well without mas tering Pasca l. 

And, by the way, that works well enough. But you ha'e to understand that 

bell-shaped curve at least rough ly as we ll as I do. 

And, of course, the engineering idea of a backup system is a very powerful 

idea. The engineering idea of breakpoints-that's a very powerfu l mode l, too. 

The notion of a critical mass-that comes out of physics- is a ,·cry powerfu l 

mode l. 

All of these things have great uti lity in look ing at ordinary rea lity. And al l 

of this cost-benefit analysis- hell, that's all elementary high school a lgebra. 

It's just been dolled up a little bit with fancy lingo. 

And you can demonstrate that point quite simply: 

There's not a person in this room viewing the 

work of a very ordinary professional magician 

who doesn't see a lot of things happening that 

aren't happening and not see a lot of things 

happening that are happening. 

I suppose the next most re liable models are from biology/physiology because, 

after all, all of us arc programmed by our genetic makeup w be much the same. 

And then when you get into psychology, of course, it gets very much more 

complicated. But it's an ungod ly important subject if you're going to have any 

worldly wisdom. 



And the reason why is that the perceptual apparaws of man has shortcuts in ir. 

The brain cannot han; unlimitt:d circuitry. So someone who knows how to take 

ad,·anrage of those shortcuts and cause the brain to miscalculate in cercain ways 

can cause you to sec things that arcn 't there. 

·ow you get in to the cogn iti ve function as distinguished from the 

pcrccpwa l function. And there, you arc cquall)- morc than equa ll y in 

fact- likely to be misled. Again, your brain has a shortage of circuitry and so 

forth-and it's taking all kinds of little automatic shortcuts. 

So when circllmsranccs combine in ccrrain ways- or 1T1orc commonly, 

your fellow man starts acting like the magician and manipulates you on 

purpose by C<lllsin,g you co,gn iti,·e dysfunction-you're a patsy. 

And so jusr as a man working with a tool has to know its limitations, 

a ITHln working \\'ith his cogn it ive app<!ratus has ro know its limitations. 

And this knowledge, by the vvay, can be used to control and mori,·are 

otht:r people. 

The mind of man at one and the same time is 

both the glory and the shame of the universe. 

So the most useful and practical part of psychology-which l personally think 

can be taught to any intelligent person in a week-is ungodly important. .·\nd 

nobody tau,ght it to me, by the way. I had to learn it later in life, one piece at a time. 

And it was fa irly laborious. It 's so e lementary though that, "·hen it \\'US nil O\'Cr, I just 

fdt like a total horse's ass. 

And yeah, I'd been educated at Calrech and the H an·ard Law School and so 

forth. So very eminent places miseducared people like you and me. 

The elementary part of psychology-the psychology of misjudgment, as 1 call 

ir-is a terribl y important thing to learn. There arc about twenty little principles. 

" ... all human beings, as we meet them, 

are commingled out of good and evil." 

-Dr. Jekyll, reAecting on mankind, 

from Roben Louis Stevenson's 

D1: jekyll nnd M1: Hyde. 
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Two Tracks of Another Kind 

The famed James J. Hill Srone Arch 

Bridge, Minneapolis, Minne.~ota, is 

the only railway Structure on which 

the legendary "empire-builder" Hill 

allowed his name to be inscribed. The 

S6.5 million span was completed 

in 1883 for Hlll 's Great Nonhern 

Rallroad franchise, 10day the Burlington 
Northern Sanra Fe. Your ediror 

considers Hill, along with Andrew 
Carnegie, Harvey Firestone, and Les 

Schwab, ro be among the best self-made 

operarors who can be studied by young 

businesspeople. 
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And they imcract, so it gees s lightly complicated. 

But the guts of it is unbelievably important. 

' terrib ly smart peop le make totally bonkers 

misrakcs by failing w pay heed to it. In fact, I've 

done it SC\'Cral times during the last two or three 

years in a \'cry important way. You never get 

totally over making si lly mistakes. 

There's another saying that comes from 

Pascal that I've always considered one of the 

really accurate observations in the history of 

thought. Pascal said , "The n1ind of n1an at one 

and the same rime is both the glory and rhc 

shame of the universe." 

And that's exactly right. It has this enormous power. However, it a lso has these 

standard misfunctions th at often cause it to reach wrong concl11sions. It also makes 

man extrao rdinari ly subject to manipulation by others. For example, roughly half of 

the army of Ado lf Hitler was composed of believing Catholics. Given enough clever 

psychological manipulation, what human beings will do is quire inrcrcsring. 

I now use a kind of two-track analysis. 

Personally, I've gmtcn so that 1 now usc a kind of two-track analysis. First, what 

are the factors that really g;o\·ern the interests involved, rationally considered? And 

second, wh<H are the subwnscious influences where the brain at a subconscious k:Yel 

is automatically doing these things- which, by and large, arc 11scful bur which often 

misfunction? 

One approach is rationality-the way you'd work Ollt <l bridge problem: h y 

evaluating the real interests, the real probabilities, and so forth. And the other is to 

cnlluatc the psychological factors that cause subcon:scious conclusions-many of 

which are wrong. 



ow we come to another somewhat less reliable form of human wisdom

microeconomics. And here, I find it quite useful w think of n free market economy-or 

partly free market economy-as sort of the eq 11iva lenr of an ecosystem. 

just as animals flourish in niches, similarly, 

people who specialize in the business world-and 

get very good because they specialize-frequently 

find good economics that they wouldn't get any 

other way. 

This is a very unfashionab le way of th inking because early 

in the days after D arwin ca me along, people like the robber 

barons ass umed that the doctrine of the su rviva l of the fittest 

authenticated them ns dese n ·ing po\\'cr-you know, 'Tm the 

richest. The refore, I'm the best. God's in his heave n, etc." 

And that reaction of the robbe r barons W<IS so irri tating to 

people that it made it unfashionable to think of an economy 

as an ecosystem. 13ut the truth is that it is a lot like an 

ecosystem. And you get many of the same results. 

Just as in a n ecosystem, people who narrowl y special ize 

can get terrib ly good at occupying some little niche. just as 

an imals Aourish in niches, s imila rly, peop le who s pecialize 

in the business world- and get ,·er~: good because they 

specialize-frequently find good economics that they 

wo11ldn 't get any orhcr way. 

The Pelican 
Flourishing for 40 Million Years 

Fossil records for pel icans go back 40 

million years, a track record endorsing 

their specialized feeding strategies 

of plunge-diving a nd group fishing. 

In group fishing, flocks employ 

the timeless value of teamwork, 

collaborating ro drive schools of 

small fish into the shallows, where 

the pelicans then eat to their hearts' 

content. 
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In 1907, Henry Ford announced his 

goal for the Ford Motor Company: 

tO create "a motor car for the great 

multitude." At that time, automobiles 

were expensive, custom-made machines. 

Ford installed the first moving assembly 

line in 1913, launching American 

industry mass production. 
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to investment analysis-because in terms of which businesses succeed and which 

businesses fai l, ad,·ancages of scale are ungodly important. 

For example, one great advanrage of scale taught in al l of the business schools 

of the work! is cost reductions along the so-called experience cur\'c. jtiSt doing 

something complicated in more and more volume enab les human be ings, who arc 

trying to improve and arc motivated by the incentives of 

capitalism, to do it more and more efficiently. 

The very nature of things is that 

if you get a whole lot of volume 

through your operation, you get 

better at processing that volume. 

That's an enormous advantage. 

The ,·cry nature of things is that if you get a ''hole 

lor of \'olumc through your operation, you get better at 

processing that vo lume. That's an enormous advantage. 

And it has a lot to do with which businesses succeed and 

fail. 

L et's go through a list- a lbeit an incomplete one-of possible advanrages of 

scale. Some come from simple geometry. If you're bui lding a great circu lar tank, 

obviously, as you build it bigger, the amount of steel you use in the surface goes up 

with the square and the cubic ,·olume goes up with the cube. So as you increase the 

dimensions, you can hold a lot more volume per unit area of steel. 

And there arc al l kinds of things like that where the simple geomctry-tl1e 

simple reality-gi,·es you an advantage of scale. 

For example, you can gcr advantages of scale from TV aJvcrt is i n~. \\' hen 

TV advertising first arr i n~d-\\'hcn ta lking color pictures first came inro our li,·ing 



room'>- it \\'a'> an unbelie' abl~ po'' crful thing .. \ nd in th<.: carl) days, we had thr<.:c 

net\\ ork~ that had whJtc\-cr it wa'>-'>ay ninety percent of the audience. 

Am I going to take something I don't know and 

put it in my mouth-which is a pretty personal 

place, after all-for a lousy dime? 

\\'e ll, if you were Procter & Gamble, you cou lu afford to usc thi !\ new me th od of 

ad vertising. You could afford the ' c ry cx pcnsive cost of ne t\\ ork rc lc,·ision beca use 

you \\ ere ~c lling so d amn m any cans a nd bm rl es. Sun t<.: 

littk .1./;ll~ cou ldn't. And there was no way of buying it 

in part. Therefore. he cou ldn't li'>C it. In dfcct. ifyou 

didn 'r h;l\ c a big ,·olume. ~ ou couldn't u'>c network T\' 

ad\erti'>ing- which \\·Js the mo'lt t:ffccti,·c technique. 

So whe n T\ ' came in, the branded companies 

that were alread y big got a huge ra il" ind. Indeed, 

they prospcred and prospe red and pro-,percd until 

'>ome of them got far and foo li-;h. "hich happens " ·ith 

pro'>pcrit~-:H lease to some people . 

. \ nd your advantage of sca le can bc an informationa l 

ad,·anrag<.:. If I go ro some rcmotc place, I may sec 

\Vrigk y chewing gum alongs ide C lotl'.'s chcwing gum. 

\Yell. I knc)\\ that \\'riglcy is a satisfacrory product 

whcrca-, I don 'r know anyt hing about G lorz 's. So if one 

is fort~ cents and the other i'> rhirr~ cent'>. am I going to 

rake '>omcrhing T don't kno\\ and pur it in m~ mou th

wh ich is a prcny personal place, after all- fo r a l ous~ 

dime? 

Change: Friend or Foe 
of the Investor? 

"Change, as in the case of the Internet, 

can be the friend of society. But it 

is the absence of change that is ofren 

rhe friend of Lhe investor. Whi le rhe 

Internet will change many things , 

it will not likely change the brand 

of gum people chew. Charlie and I 

like stable businc~se~ like chewing 

gum and try ro leave life's more 

unpredictable things lO someone else." 

- Buffen 
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Jack Welch on Management 

Jack Welch 
(b. 1935) 

"From 1981 to 1995, we said we were going 
to be "the most competitive enterprise in 
the world" by being No. 1 or No. 1. in every 
market- fixing, selling, or dosing every 
underperforming business thar couldn't get 
there. There was no doubr whar dtis mission 
meant or entailed." 

"Before you are a leader, success is all about 
growing yourself. When you become a leader, 
success is all about growing others." 

"What you measure is what you get. What you 
reward is what you get." 

"The consistent lesson I've learned over the 
years is that I have been in many cases too 
cautious. Almost everything should have been 
done faster.~ 

"Give a project visibility. Pur great people on it 
and give them plenty of money. This continues 
to be the best formula for success." 

"Finding great people happens in all kinds of 
ways, and l'vc always believed, ' Everyone you 
meet is another interview."' 

"A cardinal rule of business: never allow anyone 
to get between you and your customers or 
suppliers. Those ttlationships take too long to 
develop and are too valuable ro lose." 

"Don't kid yourself. It is the way it is." 
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So, in cfft:ct, Wrigley, simp!) b) bt:ing so well kn(l\\ n, ha-. ad' antagt:'i of 

-;calc-\\ hat~ ou might call an infonnarional advantage. 

Another alh·ancagc of scale <.:om<.:s from ps~ cholog). · rhe p-.ychologists use the 

rerm "socia l proof." \\fc arc a ll intitl(;nced-suheonscious ly and, ro some exrenr, 

con'icious ly-by \\'hat we sec others do and appro,·c. Therefor<.:, if <.:\ '<.:rybody's 

buying '>Om<.:rhing, \\'e rhink it's berrcr. \\'c don't like co be the on<.: guy "·ho'<; our 

of step. 

,\ gain, -.omc of this is ar a '>ubcon..<.:iou'> Jc, cl. and <>ome of it i-.n 'r. Sometime-.. 

\\'e conscious I) and rationally rh ink, "Gee, I don't know mu<.:h about chis. They 

know more than I do. T herefore, "'hy shouldn 't I follow them?" 

The soc ial proof phcrwrrlcllorl, "hich cumes right Ol lt of p~ychology, gi,·cs 

hug<.: advantages ro scale-for e-..ampll.:. "irh ,·cry wide distribution, which of 

cour'>e i<; hard to gcr. One ad,·anragc of Coca-Cola i~ that it\ a' ailabk almmt 

e\ ery\\ here in rhc world. 

\\'e ll, suppose you ha,·e a lirrll.: :-.oft drink. Exactly how do )Oil make ir 

ava il ab le all over the Earth ? T he worldwide distribution sewp- which is slowly 

won by a big enterprise-gets ro h<.: a huge a(.l\·anragc .... And if you thi nk about it, 

once you get enough advantage<; of that type, ir can become 'cr) hard for an\'bod' 

to dislodge you. 

Th<.:re \ another kind of alh an rage ro -.calc. In some bu-.ine'>'>e'>, the very 

nawre of things is to sort of cascade t<)\\ ard rhc o,·em helming dominance of on<.: 

firm. The most ob,·ious one is daily newspapers. There\ practically no ciry left 

in the lln ited Stares, aside from a f<.:\1 very big ones, where ther<.:'s more rhan one 

daily ne\\'spapcr. 

.\mi. again, that's a scale thing. Once I gcr most of rhc circulation, I gcr most 

of rhe ad\ erri-.ine;. And once I get mo-.r of the alh crti'iing and cirnrlation. "hy 

would anyonc \\'<lnr the thinner paper wirh less information in ir? So ir tends to 

cascade to a" inner-rake-al l siru<Hion. t\ncl rhar's a s<.:parate form of the ad,·anragcs 

of sca le phcnomcnon. 



Similarly, all these huge advantages of sca le all ow greater 

specia lization within the firm. Therefore, each person can be 

better at what he does. 

And these advantages of scale are so great, f()r example, that 

when Jac k \Velch came inro General Electric, h~ just sa id, "To 

hell with it. We're e ither going robe .:rl or =2 in eve ry field we're 

in or we're going robe our. I don't care how many people I ht.He 

to fire and wh tlt l have w sell. We're going robe r1 or rZ or our.'' 

The Saturday Evening Post and 

all those things are gone. What we 

have now is Motocross-which is 

read by a bunch of nuts who like to 

participate in tournaments where 

they turn somersaults on 

their motorcycles. 

Thal was a ve1y LUugi!-IninLk:J dting Lo Ju, but I Lhink it ''as a ve ry correct 

decision if yo u're thin king abo ut max imizi ng share ho lder wealth. And 1 don't think 

it's a bad thing to do for a ci' ilization ei ther, because 1 think that General Electric is 

stronger for h~ving Jac k Welch there. 

And there <He alsn disadvantages of scale. For example, \\·e-by which 1 mean 

Berksh ire H athaway- are the largest shareholder in Capital C ities/A BC. And we 

had trade publications there that got murdered- where our compcrirors beat us. And 

the way they bear us was by going ro a narrower specialization. 

\\'e'd have a tra\·el magazine for business t ravel. So somebody would create one 

which was addressed solel y at corporate rra,·e l departments. Like an ecosystem, 

you're getting a narro\\'er and narrower specia lization. 

-... 

Brad Lackey wows the crowd with 

a feet-up, fu ll -power slide at the 

Luxemburg Grand Prix, 1982. Lackey 
was the first American to win an 

international motocross championship. 

He was closely associated for many years 
with CZ, a premier Cz.cchoslovakian 

motorcycle. (The editor of this book 

used to be one of these motocross nuts.) 
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Traditional Soviet Workers' Lament: 

"They pretend to pay us, 
and we pretend to work." 

180 Poor Charlie's Almanock 

\\'ell, they got much more efficient. They could tell more to the guys who ran 

corporate tra\'el departments. Plus, they didn't have ro waste the ink and paper 

ma iling our stuff that corporate tra\·cl departments weren't interest<.:d in read ing. 

It was a more efficient system. And rhey heat our brains out as we relied on our 

broader n1aga/.ine. 

That's what happened to the Satlll'(/t~J' Evming Post 

and all those things. They're gone. What we lHl\·e now is 

.1/orocross-which is read by a bunch of nuts who like w 

participate in tournaments where they turn somersau lts on 

their motorcycles. Bur they care about it. For them, it's the 

principal purpose of life. A magazine called J/ ororross is a 

total necessity to those people. And its proht margins wou ld 

make you sali vate. 

S66 

Just th ink of how narrowcast that kind of publishing is. 

So occasionally, sca ling down and intensifying gi\·es you the 

big advantage. Bigger is not always better. 

The great defect of scale, of course, which makes the 

game interesting-so that the big people don't always 

win-is that as you get big, you get the bureaucracy. 

J\nd with the bureaucracy comes the territoria lity

which is again grounded in human nature. 

The big people don't always win ... as you get big, 

you get the bureaucracy. 

And the incentives arc perverse. For example, if you worked for AT&T in 

my Jay, it was a great bureaucracy. Who in the hell \\'as real ly thinking about the 

shareholder or <lnyth ing else? And in a bureaucracy, yo u th ink the work is done 

when it goes ou t of your in-basket into somebody else's in -basket. But, of course, it 



i..,n·r. l r\ nor done unril \T&T tkli\crs whar ir 's suppo'>cd ro deli, cr. So you gcr 

big, far, dumb, unmori,·ared bureaucracies. 

The~ also rend to become -;omcwhar corrupr. In other" ord-;, 

if I've gor a department and you've gor a department and 

we kind of share power running rhis thing, there's sort 

of an t111\Hiuen rule: ·'If you won 'r borhcr me. I ,,·on 't 

bother ~CHI, and we're both happ~." So you ger layers of 

management and a-;sociarcd co'>t'> that nobody needs. 

Then.'' hile people are justif\ ing all rhe'>e layers, it rake:, 

fore, ·cr roger anything done. The~ 'rc roo -;low w make 

decisions, and nimbler people run c ircles ar01111d them. 

Television was dominated by one network

CBS-in its early days. 

The constant nme of scale is thal it leads to big, dumb bureat tcrac) 

which, of co urse, reaches irs hig hest and worst form in gm crnmcnr 

where the inccntin:s arc real ly a\\ ful. ' l'hat doesn't mean we don't need 

go' ernmcncs-because '' e do. Bur it's a terrible problem to get big bureaucracie'> 

ro beha\ c. 

So people go to stratagem'>. T he) create little dccenrrali;ed units and fancy 

motinuion and training programs. For C'\ample, for a big company, General 

Electric has fought bun;aucracy "ith <llTHlt. ing skill. But that's because they han:: a 

combination of a gen ius and a fanatic running ir. And they put him in young enough 

so he get-. a long run. Of course, that's jack \\'e lch. 

But burcaucrac~ 1-; terrible .... ,\nd as things get vcr~ po\\·erful and' er~ big. 

~ou c.:.tn get -.ome really dysfunctional bcha,·ior. Look at \\·c..,tinghouse. They blc\\ 

billions of dollars on a bunch of dumb loans to real estate de, eloper-.. TheY put 

some gu~ who'd come up by some career path-1 don't kno\\ exactly\\ hat it '' '<lS, 

but it cou ld have been refrigerators or someth ing-and all of a sudden, he's loan ing 

During the 1960s, CH was a 

formjdable power in network television, 

boasting such popular \\Cckly series as 

The Wild, Wild lflm, which aired I 04 
episodes from 1965 to 1969. 
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Snm Wnlton. Mike Wimmer. 2005. 

Oil on canvas. 2nd floor near rotunda, 

Oklahoma State Senate. Sponsored by 

The Wal-Mart Foundation. 

Walton on Learning 

"It wa> a rea I blessing for me ro be so 

green and ignorant, because it wa~ 

from that experience that I learned 

a lesson which ha' ;tuck with me 

through all the years: you Ct/11 le11m 

jrollll'llt'rJbody. I didn't ju~t learn 

from reading every retail publication 

I could get my hands on, I probably 

learned the most from studying what 

[my competitor) ''as doing across the 

street." 
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rnone~ ro real cstate de,·clopers building hotels. It's aver~ unequal 

conrcst. And, in due time, they lost all those billion-> of dollars. 

CBS prO\ ides an inct:resting example of another rule of 

ps) chology-namel~. Pavlo,·ian association. If people tell ) ou 

''hat you reall) don't want to hear-,,·hat's unplea-.ant- ther:.:\ an 

almost automatic reaction of antipathy. You have m train your-.clf 

our of ir. It isn't foredesrined that you have robe this ''a~. Rut )OU 

\\ill tend[() be this way if you uon't think about ir. 

' Jck,·ision was dominated hy one network-CBS- in its 

early days. And Paley was a god. B ut he didn't like to hear" hat 

he d idn't like to hear, and people soon learned that. So the~ told 

Paley only what he liked ro hear. Therefore, he wa-; ->oon li,·ing 

in a little cocoon of unreality and everything eJ..,e \\aS corrupt

although it \\as a great bu..,iness. 

So the idiocy that crept into the system \\W, carried along b~ 

thi'> huge ride. It was a :\ lad Hatter's Tea Part~ the last ten ~car" 

under Bill P.tlc~ . 

. \nd that i'> nor the only example, by an~ mean<>. You can get 

se,·ere misfunction in the high ranb of busines<>. t\nd, of cour~e. if you 'rc im csring, 

it can make a hell of a lot of difference. I f you take al l the acquisitions tiHlt CBS 

made under Paley after the acquisition of the network itsdf, with all his dumb 

ac.h·i')ors-his investment bankers, management consultams, and so forth, who were 

getting paid very handsomc ly-it was absolure ly terri ble. 

So life is an everlasting battle bctwccn those two forces-co get thcse advanra.~cs of 

scale on one side and a tendency to get a lot like the U.S. Agriculture l)epartmem on the 

other side-when.: the) ju~t '>it around and so forth. l don't kno\\' exactly what tht..:~ do. 

I lowe\·cr, I do kno" that the~ do' cry little u..,cful " ·ork. 

On the <>ubjecr of ath·anrage~ of economics of scale. l find chain store" quire 

interesting. just chink about it. The concept of a chain tore \\:.1'> a fascinating 



im ention. You get this huge purcha ... ing pm' cr-\\ hich mean~ char you han; 10\n;r 

merchantli-,e cosrs. You get a" hole bunch of little laborarorie'> our there in "hich 

you can conduct experiments. ,\nd you get -;pecialization. 

If cme little guy is trying to buy across rwenty-se' en different merchand ise 

categories intlucnccd by rran.:ling -.a lcsmcn, he's going to make a lot of dumb 

decisions. Hut if your buying is done in headquarters for a huge bunch of stores, ~ou 

can get 'er~ bright people that kno\\ a lot abo ut refrigcrator'> and -.o forth to do the 

bu~ ing. 

The re' erse is demonstratc..:d b~ th<..: little store whcre one guy is doing all the 

buying. It's like the old story about the..: littl e score with sa lt all over irs wa lls. And a 

strangc..:r con1cs in and says to the '>tore owner, "You must se ll ~~ lot of sa lt." And he 

r<..:plic..:-., ":\o, I don't. But you shou ld see the guy who -,ell-. me ~air." 

So th<..:re arc huge purcha-.ing ad' anragc'>. And then there arc the slick system'> 

of forcing e' eryone to do" hat" ork-,. So a chain store can be a lama'itic enterpri'>e. 

How does a guy in Bentonville, Arkansas, with no 

money, blow right by Sears, Roebuck? And he does 

it in his own lifetime-in foe~ during his own 

late lifetime because he was already pretty old by 

the time he started out with one little store .... 

It's quire interesting w think abo ttt \\'a l-1\ lart scarring from a single srorc in 

t\rkan'ia<>-against Scars, Roebuck" ith irs name, reputation and all of it'> billions. 

I lo\\ doc..:-. a gu~ in Bentonvi lle, Arkuma-., with no mone~. blm\ right by Sears, 

Roebuck? ,\ nd he does it in hi-, own lifetime-in fact. during hi-, own late lifetime 

becau~e he \\a\ already prerr~ old b~ rhe rime he srarred our" irh one little store .... 

I lc pln~ed the chain sto re game harder and bem:r than an~ one cl<.c. \\'alton 

im·enn:d pr<ICtic<llly nothing. Bu t h<..: copied everything <tnybody e lse ever did 

Wal-Mart 

Founded in 1962 by Sam Walton with 

just one store in Rogers, Arkansas, 

Wal-Mart expanded to twenty-four 
stores in only fi,e years. In 19-.0. \'(/aJ. 

Man moved its distribution cemcr and 

corporate headquarters to Bentonville, 

Arkansas, its cu rrent home. Growth 

continued throughout the United States 

and abroad to today's Wai-Mart, which 

has well over one million employees, 

bcner than $250 billion in revenues, 

and a market capitalimtion that exceeds 

$200 billion. The company is well

kno" n for its slavi~h dedication to 

offering low prices to customers. 
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Juan Trippe and Pan Am 

Juan Trippe ( 1899- 1981 ) joined the 

avy during World War I. Graduating 

from Yale in 1921, he sold bonds on 

Wall Street until launching Pan Am 

in 1927. Trippe developed rourcs and 

built the airline into an international 

travel provider. He did much to create 

demand for his industry, markecing 

"jet-set" glamour and making travel 

affordable for me common permn. 
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that was smart-and h<.: did it ,,·ith mor<.: fanatici'>m and betrer 

employee manipulation. So he just b(<.:,, right b) tht.:m all. 

He also had a '<.:ry interesting comp<.:titi\ t.: strategy in the 

early days. li e was likt.: a prizt:-fighrer who wanwd a great 

record so ht.: cot lid be in the finals and make a big T V hir. So 

what did h<.: do? I lc \\'<.:nt out and fought fon~-t\\O palookas. 

Right? .\nd rhe r<.:!>ult \\'US knockout, knockout, knockout

fort\-t\\0 time~. 

\\'alton, being a!> shrt:\nl as he '''a'>, ba ... ically broke oth<.:r 

small town mcn;hants in the early days. \\'ith his more 

dfici<.:nt systt.:m, ht.: might not have bt.:en able to tackle 

some titan ht.:ad-on at the time. But with his better systt:m. 

he could -;urea'> hell desrroy those '>mall town merchants. 

And he \\Cnl around doing it time after time after rime. 

Then, a'> ht.: got bigger, ht: start<.:d de'>trO) ing the big 

hoy .... 

\ Veil, that was a very, very sh re\\'d strategy. 

You can 'i<l), "{<;this a nice \\'ay ro beha,·e?" \\'ell, capitalism i-> a pretty brutal 

place. But I pcr'>onally think that the world i!> better for ha' ing \\'al- \larr. I mean, 

you can idcali.t.c :.mall town life. Bur I\ l: '>pl:nt a fair amount or rime in small ro'' 11'>. 

.-\nd let m<.: tt.:ll you-you shouldn't g<.:t roo ideali<>ric abom all tho-.<.: businesses he 

destroyed. 

Pl u~. a lot of people \\'ho \\'ork ar \\'a l -~ l art are very high-grad<.:, bouncy people 

\\'ho arc ra ising ni<.:<.: children. I ha\<.: no !'<.:<.:ling that an inferior culture d<.:stroyed a 

<>uperior culture. I think that is nothing more than nostalgia and delusion. But. at 

any rare. it\ an inrcrc.,ring model of hem the scale of thing ... and fanatici->m combine 

to be 'cr) po" t.:rful. 

And it's also an interesting model on th<.: other siue-how with al l its great 

adntnrages, the disadvantages of bureaucracy did such terrible damage to Sears, 



Roebuck. Scars had layers and hl) er'> of people it didn 'r need. It" as 'cry 

bu rcaucratic. It wa!-. ~low co th ink. And there was an csw bl ishcd way of thinking. 

T f) ou poked your head up with a new thought, the system kind of turned against 

you. It was C\'eryrhing in the way of a dy-;funcrional big bureaucracy that you \\'Ould 

e'\pecc. 

ln al l fa irness, there was also much that was good about it. But it just wasn 'r as 

lean and mean and shrcwd and cffccti\'c as Sam Walton. And, in due time, all Sears' 

ath·ama)!;es of scale were not enough to pre\'Cnt ir from lo-.ing heavily ro \\'al - Ian 

and other similar rcrailt:rs. 

The net amount of money that's been made by 

the shareholders of airlines since Kitty Hawk 

is now a negative figure. 

I Jere's a model that wc\·e had rroublt.: with. laybe you'l l be able co 11gure it out 

bcm:r. J\ lany markers ge t down to rwo or three big competirors-or fi,·e or 

-,i, . . \nd in some of tho'>e market.,. nobod) makes an~ money ro speak of. 

But in others, en:rybod) does very well. 

Over the years, we've tried co figure out why the competition in 

-;ome markers )!;ets sorr of rationa l from the invesror's point of ,·ie" so 

that tht.: shareholder'> do well, while in other market'> chert.:\ deo;tructivc 

compeLition dut de .-. croy~ sh<Heholder \\Calth. 

If it's a pure commod ity like ai rl ine scats, you can understand why 

no one makes any money. As we <>it h~.:rc. just think of what airlines 

ha\ e gi,·en to the \\ orld-safe tra\·cl, wearer experience, rime with 

your 10\·ed ones, yo11 name ir. Ycr, the ncr amount of money that's 

b<.;cn n1adc by the shareholders of airlines since Kitty ll awk is now 

a ncgati,·c figur<.;- a substantial nc)!;ativ<.: figure. CorTtpt.:r ition was 

so inr~.:nse that, once it \\as unleashed by deregulation , it ravaged 

~hare holder wealth in the airline businc'>'>. 

!Gil Devil Hills was the site of the 

Wright brothers' first heavier-than-

air fl ight in 1903- :md, hence, the 
birthplace of aviation. In the 1930s, 

workers planted hearty grasses on the 

dune to prevent erosion. The Wright 

Brothers Memorial, located on the apex 

of the hill , is visible for miles in the 

otherwise barren landscape. 
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Kellogg 

Dr. John Haney Kellogg and his 

brother, William, were e'l:perimenting 

with new, " healthy" food items 

for patientS at their Battle Creek 

Sanitarium in 1894 when they found 

that, by running boiled wheat dough 

through rollers and baking the rcsulr, 

they produced cereal flakcb. William 

eventually began production of rhc new 

cereal product and, by 1906, was selling 

2.900 cases per d:1y. l ie continued w 
crearc new products and expanded rhe 

company illlv a Uo c:okfaM fuuJ empire. 

Today, sales exceed $9 billion annually. 
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Yet, in other fidth-like cereals, for example-almost all the bi~ boy~ make 

out. If you're o;ome kind of a medium-grade cerea l maker, you might make fifteen 

percent on ~our capital. And if ~ou'rc really good. ~ou might make fort~ pcrcenr. 

Bur wh~ are cereals :,o profirablc-dc ... pite the fact that it looks to me like the~ 'rc 

c.:ompetin~ like cral~ "ith promotion<;, coupon'i, and e,·erything ehc? I don't full) 

understand it. 

Obviously, there's a brand identity factor in cereals that doesn't cxi:-,t in airline:-,. 

That must be the main factor that accounts for it. 

And maybe the cerea l make rs, by and large, have learned to be less crazy about 

fighting for market shar<.:- because if yo u get en:n one person" ho's ht:l l-benc on 

gaining market s hare .... For e'\am pl<.:, if I were 1\: e llogg and I decided that I had 

to ha,·e sixt) percent of the markel, I think I could take most of the profit out of 

cen.::ak I'd ruin 1\:ellogg in the..: procesc;. Bu t I think I could do it. 

Jn ~ome bu sin<.:'>'>C'>, the participants beha,·e like a demented 1\:cllogg. In other 

businc!>!>C!>, the) tlon 'r. l ' nforwnatcl). I do not ha,·c a perfeu mudd I'UJ p11.:d icting 

how that's goin~ to happc'1. 



For C:\ample, if you look around at bottler market'>, ~ou'll find many markets 

"·here bottlers of Pepsi and Coke both make a lot of mone~ and man~ otherc., "here 

the) de-.troy most of the profitability of the t\\"0 franchisee.,. That must get down to 

the pt:culiarities of individttal adju~tmenr to marker capitalism. I think yolll'd ha,·e to 

know the pcopk involved to fully understand what was happcning. 

In microeconomics, of course, you 'n; got the concept of parents, trademarks, 

cxclusi\'e franchise-;, and so forth. Parcnr-. are quite intt:rc..,ring. \\'hen I w::1s ~oung, 

1 think more money \\'ent into parcnt'> than came our. judge'> tended to thrO\\' them 

our- ba'icd on arguments about'' hat \\<l'> really invented and what relied on prior 

art. That isn't alrogether dear. 

But they changed that. They didn 'r change the Ia'' s. They jusr changed the 

administration- so char it all goe'> to one parent court. And that court is now ,·cr~

much more pro-patent. So l think people arc now starring ro make a lor of mone) 

our of O\\ ning parents. 

Patent, Trademark, 
Exclusive Franchise 

Patent: A grant made by a government 

conferring upon the creator of an 
invcmion the ;ole right to make, use, 

and sell that invention for a set period 

of time. An invention protected by 

such a grant. 

Trademark: A name, symbol, or other 

device identifying a product, officially 

registered and legally restricted to the 
use of the owner or manufacrurer. A 

discinctive characteristic by which a 
person or thing comes to be known. 

Exclusive franchise: A right or license 

rhar is granted solely to an individual 

or group to market a company's goods 

or services in a particular territory 

under the company'; trademark, trade 

name, oc sen,ice mark and that often 

involves the use of rules and procedures 

designed by the company and services 
(as advertising) and facilities provided 

by Lhe company in return for fees, 

royalties , or other compensation; also, a 

business granted such a right or license. 
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When Technology 
is Going to Kill You: 

In the Terminator series of science 

fiction films, Arnold Schwancnegger 

portrays a chilling futuristic cyborg 

that kills without emotion. 
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Trademarks, of course, have always made people a lot of money. A trademark 

system is a wonderful th ing for a big operation if it's well known. 

The exclusive franchise can also be wonderful. If there \\'ere on lv three 

television channels awarded in a big city 

and you owned one of the:m, there were 

only so many hours a day that you could 

be on. So you had a natura l position in an 

oligopoly in the pre-cable days. 

And if you get the fra1nchise for the 

only food stand in an airpmt, you have a 

captive clicnrclc, and you ha\·e a small 

monopoly of a sort. 

The great lesson in microeconomics is 

to d iscriminate between when technology 

is going ro help you and \'o~hen it's going to 

ki ll you. And most peopk do not get this 

straight in their heads. Bm a fellow like 

Buffett docs. 

The great lesson in microeconomics is to 

discriminate b.etween when technology is going 

to help you anti when it's going to kill you. 

For example, \\'hen we were in the textile business, which is a terrible 

commodity business, we were making low-end texti les-which are a real commodity 

product. And one day, the people came to \Narrcn and said, "They've invented a new 

loom that we think will do twict as nwch work as our old ones." And Warren sa id, 

"Gee, I hope th is doesn't work-because if it does, l 'm going ro close the mill." And 

he meant it. 



\\.hat was he thinkin~? H e \\a~ thinking, ''It's a lou'>~ 

bu~ine'>'>. \\"c 're earning ~ub~tandard returns a nd keepin~ 

it open jtl'-.t to be nice to the eltkrly workers. But \\e'rc 

nor going w pur hu~e amounts of new capital into a lou..,~ 

business." 

,\nd he knew that the huge rroducti\·iry increast:S that 

\\Ould come from a bcuer machine imroduced imo the 

production of a commodity product \\CHtld all go ro the 

benefit of the buyers of the textile-.. '\oth ing was going to 

stick w our ribs as owners. 

They don't do the second step of the analysis

which is to determine how much is going to stay 

home and how much is going to flow through 

to the customer. 

That\ '-.llch an ob' iou-, concept-that there arc all kind'> of'' onderful nc" · 

im t:ntion.., rhar give you nothing,,.., 0\\ ncr'> except the opporrunit~ w spend a luL 

more money in a business that\ '>till going to be lous~. The money still won't come 

w you. ,\II of rhe adYantages from great improvements arc going w Aow through to 

th e c ustomers. 

Comcrscl~. if you own the onl~ nc\\Spaper in Oshkosh and they \\'ere ro im·enr 

more efficient \\"<l~ s of cumposi ng the whole newspaper. then ''hen ) ou got rid of the 

old technology and gm nc\\, fan<.:~ computers and so forth, all of the c;avings "uuld 

come right through ro rhe borwm line. 

In all cases, rhe peopk '' ho '>ell rhc machinery- and, by and l ar~c, c\·en the 

interna l bureaucrats urging you ro buy rhe equipment-show you projections with 

"They've invented a new loom that 

we think will do twice a~ much 

work as our old ones." 
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the amount ~ou'll .,a,·c at currcnr price'>" ith the ne'' tcchnolog~. l lcl\\ever, they 

don't do the sccond step of the anal~ -.i.,_,, hich is to de term inc he)\\ much is going 

ro stay home and how much is just going to ArJ\\ through to the cu-.romcr. 1\ ·e ne,cr 

seen a single projection incorporating that second step in my life. And I sec them 

a ll the time. Rather, they a lways read: "This capita l outlay wi ll S<l\ c you so much 

money that it will pay for itself in thrcc years." 

So~ ou keep buying things that ''ill pa~ for thcmsch cs in three ~cars . . \nd after 

twcnr~ ) car., of doing it. ;;omehc)\\ ~ ou \ c eurned a rewrn of on I~ ubout four percent 

per annum. That\ the textile bu-.incss. 

And it i-.n 't that the machines wercn 't better. It's just that the sa,·ings didn't 

go to you. T he cost reduct ions came through al l righr. But the benefit of the cost 

rcductiom didn't go to the guy who bottght the equipment. It\ -,uch a -;implc idea. 

It\ <;o basic. And yet it's so often forgonen. 

Then there\ another model from microeconomics that I find 'er) interesting. 

\\'hen tcchnolog) mo,·cs as fast as it doc'> in a civilit.ation like our-.. )Oll get a 

phenomenon that 1 callwmpetiti\e destruction. You know, )OU ha\c the finest 

buggy wh ip factory, and, a ll of a sudden, in comes this little horse less carriage. And 

before too man) years go by, your buggy whip business is dead. You either get into a 

different bu.,iness or you're dead-you're destroyed. It happen'> again and again and 

aga1n. 

The cash register was one of the great 

contributions to civilization. 

And when these new businesS<.:'> come in, there arc hug<.: <lth·anrages for the earl) 

birds . . \nd "hen you're an early bird. rhcrc'-; a model that I call "-.urfing"-\\hcn a 

surfer get'> up and catches the "a' c and just '>tays there. he can go a long, long time. 

But if he get:-. off the \\·a,·e. he become'> mired in shallows. 

Bur pcoplc get long runs when they're right on the edge of the wa,·c. \\'hcthcr 

it's 1\ l icrosoft or l nt<.:l or all kinds of' pcopk, including Natiomll Ca-;h Register in the 

early days. 



The cash register'' as one of the great 

contributions to ci,·ilizarion. It'!> a \\Onderful sw~-

Paner!'>on was a small retail merchant '' ho didn't 

make any money. One day, somchody sold 

him a crude cash register, which he p11t into 

hi~ retail operation. And it instantly changed 

from losing money to earning a profit 

because it made it 'iO :nuch harder for the 

cmplo~ ee~ to .,teal. 

But Patterson, ha' ing the kind of 

mind that he did, didn't think, "Oh, 

good for my retail business." l ie 

thought. "I'm going into the ca-;h 

rcgi'>tcr busine.,-;." And. of cour-.c. he 

created :'\arional Cash Register. 

t\nd he "-;urfcd." fie got the 

bc!->t di-,crihucion system, the.: biggest collection of 

patents, and the best of C\ erything. lie was a fanatic about everything 

import:.lnt a-. the technology dc,·cloped. I h<l\'e in my files an carl) National Cash 

Rcgi'>ter Com pan) report in "hich P~mcr ... on described hi-. method-; and objecti\ c-. . 

. \nd a \\CII-cducarcd orangutan could '>CC rh.tr buying into p.trrm:r-,hip \\'ith Pancr ... on 

in tho-.c carl) days, gi,·en hi-. notion-. about rhe cash register busine""· "·as a roral one 

hundred percent cinch. 

t\nd, of cour">e, that's exactly what an investor should be looking for. ln a long 

life, )Oll can expect to profit hc;l\·il) from at least a few of those opportunities if you 

dc,elop rl1c wi-.dom and \\til w -.ci;.c rhcm. t\r any rare, "surfing" i-; a ,-e~· po\\erful 

model. 

Ho" C\ cr, Berkshire I l arha"a~. b~ and large, doc~ nor im C'>r in rhcsc people rhat 

arc "-,urfing" on complicated rcchnolog~. After all, we're crank) nnd idiosyncratic

as you may have noticed. 

National 
Cash Register Company 

In 1884,John H. Patterson founded 

the National Cash Register Company 

(NCR), maker of the first mechanical 

cash registers. Two decades later, 

NCR introduced the lir~l cash register 

powered by an electric motor. In 

the early 1950s, NCR branched imo 

computer manufacturing for aviation 

and business applications. In the 

late 1990s, the firm shifted from a 

hardware-onJy company to a "full

solution" business automation provider. 
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And Warren and I don't feel like 

we have any great <H.h-antage in the 

high-tech sector. In fact, \\C feel like 

we're ar a big disach anragc in rr~ ing 

to understand the nature of technical 

de,·e lopments in soft\\'arc, computer 

chips, or what have you. So we rend 

ro avoid that stuff, based on our 

personal inadequacies. 

Again, that is a very, very 

powerfu l idea. Every rcrson 

is going w ha,·c a circle of 

competence. And it\ going co be 

,-ery hard to cnlargc rhat circle. 

If ] had to make my li,·ing as a 

musician .... I can't even think of a 

level lo\\ enough to describe \\here 

1 "·ould be sorrcd our ro ifmu..,ic 

were rhc measuring swndard of 

the ci,·ilization. 

So you ha,·c ro figure out 

what your own aptitude'> arc. If you 

play games where other peop le have the aptitudes 

and you don't, yott're going to lose. And that's as close w certain as any 

rrcdiction that you can make. You ha,·c to figure our where you've got an edge. And 

you've got to play within ~our o\\'n circle of competence. 

lrarren and I don't feel like we have any great 

advantage in the high-tech sector. 



If you wanr to be the best tennis player in 

the world, vou may starr out trying and soon find 

out that it's hopeless- that other people blow 

right by you. However, if you want to become 

the best pi 11m bing contractor in Bemidji , that is 

probably doable by two-thirds of you. It takes a 

wi ll. Tt takes the intel ligence. Bur after a whi le, 

you'd gradually know all about the plumbing 

business in Bemidj i and master the art. That is 

an attainable objective, given enough discipline. 

And people \\·ho cou ld never win a chess 

tournament or stand in center court in a respectable tennis cournamenc can rise quite 

high in li fe by slowly developing a circle of competence- which results pa:rrly from 

what they were born with and partly from what they slowly de,·elop throu[!;h work. 

So some edges can be acquired. And the game of life w some extent for most of 

us is trying to be something like a good plumbing contractor in Bemidji. Yer\' few of 

us are chosen to win the world's chess tournamenrs. 

You have to figure out what your own aptitudes 

are. If you play games where other people have 

the aptitudes and you don't, you're going to lose. 

Some of you may find opportUni t ies "su rfing" along in rhe new high-tech 

fie lds- the Intcls, rhe ~licrosofts, and so on. The fact that we don't think \\e're ,·ery 

good at it and havt: pretty well stayed our of it doesn't mean that it 's irrational for you 

ro do it. 

Well, so much for the basic m icroeconomic models, a little bit of psychology, a 

little bit of mathematics, helping create what I ca ll the general substructure of worldly 

""isdom. ow, if you want to go on from carrots to dessert, I'll turn ro srock picking

trying to draw on this general worldly wisdom as we go. 

Paul and Babe, Bemidji, Minnesota. 

Paul Bunyan, of course, was the great 

lumberjack hero of storybook fame. 
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I don't -.,vane to get into emerging markets. bond arbitrage, and so forth . 

I 'm talking about nothing but plain \·anilla stock picking. That, believe me, is 

complicated enough. And I'm talking about comn10n stock picking. 

The first question is, "What is the nature of the stock market?" And that gets 

you directly to this efficient market theory that got to be the rage- a total rage- long 

after I graduated from law school. 

The iron rule of life is that only twenty percent 

of the people can be in the top fifth. 

And it's rather interesting because one of the greatest economists of the world 

is a substantial shareholder in Berksh ire H athaway and has been from the verY early 

days after Buffett \\·as in control. H is textbook always taught that the srock market 

was perfectly efficient and that nobody cou ld beat it. But his own money went into 

Berkshire and made him wealthy. So, like Pascal in his famous wager, he hedged his 

bet. 

Is the stock market so ·efficient that people can't beat it? \\'ell, the efficient market 

theory is obviously roughly right- meaning thar markets are quite efficient and it's quite 

hard for anybody to beat the market bY significant margins as a stock picker by just being 

intelligent and working in a disciplined way. 

Indeed, the average re:sult has to be the average result. Bv definition, everybody 

can't beat the market. As I always say, the iron rule of life is that only t\\'cnty percent of 



th<.: pt:opk can be in the cop fifth. That's just the way it is. So the an'i\\ cr i!> that it's 

part!) efficient and partly inefficient. 

,\mi. b) rh<.: \\J). I haH.: a nam<.: for peopl<.: "ho went to rhc e\.treme efficient 

marker theory- " hich i'> "honker-;." Ir \\'as an irrellecruall) con'ii'>t<.:nt rhcor) 

that enabled them to do pr<.:rt) mathematics. So I under~mnd its seducti\ cnc'>'> ro 

people" irh larg<.: mathematical gift<>. It just had a difficulty in that the fundamental 

assumption did nor tic properly ro reality. 

Again, to th<.: man" ith a hammer, 

C\Cr) problem looks like a nail. If you're 

good at manipu lating higher m:lthcmatics 

in a <.:onsiswnt way, why not m:tkc an 

assumption that enables you to usc your 

too l? 

The nHH.kl I lik<.:- ro '><>rt of '>implify 

th<.: notion of'' hat c~oc'> on in a marker for 

common srock,- i, the pari-mutuel '>ysrem 

at the race track. lf)OU '>top ro think 

about it, a pari-muwd !>) '>tem i<; a marker. 

E,·er) hod) goc-. th<.:rc and hers, and the 

odds change based on" hat\ bet. That\ 

what happc.:ns in tht.: '>COCk marker. 

Any damn fool can sec that a horse 

carrying a light wcighr '' ith Ll wonderful 

win rate and a good post position, ere., ere., 

is way more likely to win than a horse with 

a terrible record und cxrra weight and so on anJ so on. But if you look ar the damn 

odd'>. the bad hor'>c pays I 00 to I, whereas the good hor'>t: pays 3 to 2. Then. it\ nor 

ckar '' hich is '>tatiMic.lll) the bc!>t bcr using the mathematic-. of Ft.:rmat and 1\t.,cal. 

Thc price\ ha' c changcd in '>liCh a \\'a) that it's n.:rY hard w bcat thc '>) '>tcrn. 

T hor's H ammer 

Thor, an ancient Norse pagan 

deity, governed the atmo~phere and 

environment. He was also the god of 

justice and law. Generally depicted a' 
a well-built, red-bearded man with a 

fiery stare, Thor used a hammer that 

symbolized lightning, which, along 

with the thunderbolt, compri~ed his 

weapons against the enemic~ of hea~cn 

and earth. The hammer wa~ abo used 

in blessings, based on various important 

attributes-it could ne,·er be broken, it 

never missed its mark \\hen thro\\n, it 

always returned to Thor's hand, and il 
could shrink in siz.c so that Thor could 

conceal it in his shirt. 
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Pari-mutuel System 

A system of betting on r-.tccs in which 

the winners divide the tolal am oum bc1, 

after ded ucting management expenses, 

in proportion ro rhe sums they have 

wagered individua lly. 
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And then the crack i-, raking '>C\'<.:ntet::n percent off the cop. So nor on I) do ~ou 

ha,·c co ourwit all th<.: mhcr bettor~. but~ ou \ c got to our\\'it them by such a bi~ 

margin rhat on a' erage, ~ <Ht can afford to take se,·enteen percent of) our grO'>'> bet'> 

off the top and give it to rhe hou'l<.: before;:: the rest of your money can be pur to'' ork. 

If you stop to think about it, a pari-mutuel system 

is a market. Everybody goes there and bets, and 

the odds change based on what's bet. That's what 

happens in the stock market. 

Given those mat h<.:rnarics, is it possible ro beat th<.: hors<.:s using 

only one\ inr<.:lligencc? lmc ll igence should gi,·e;:: som<.: <.:dge h<.:<.:a tts<.: 

lots of people \\'ho don't kno\\' a1wthing go out and bet lucky number., 

and so forrh. Therefore, somebody \\'ho really thinks about nothing 

but hor'>e paformance and i'> shrc\\·d and mathematical could ha' e a 

\'er) con'>idcrabl<.: edge. in the absence of the frictional cost <.::w-,ed b~ 

the houc,e tak<.:. 

C nforrunatcl), ''hat a shre\\ d horseplayer's edge does in most ca-,es i-, to reduce 

his a\erage loss O\'er a season of b<.:tting from the seventeen percent that he would 

lose i f he got the a,·cragc rc.,u lt to maybe ten percent. H o\\'C\'Cr, there arc actual!) a 

few people who can beat the game after paying the ful l sevt::nteen percent. 

J used to play poker, when 1 was you ng, with a guy who made a substantiall i\'ing 

doing nothing but bet barnes-; races. low. harness racing is a relatively inefficient 

market. You don't have lh<.: depth of inte ll igence betting on harness races that you 

do on regu lar races. Wha t my pok<.:r pal would do was to think abour harness races 

as his main profession . . \ nd he ''ould bet only occasionall y when he sa\\' sorm: 

mispriced bet a\ ailable . . \ nd by doing that, after pa~ ing the full handle to rhc 

hou e-\\ hich I prc-;ume "U'> around se' entcen percent-he made a sub-,tannal 

Jj,·ing. 



You have co say that's rare. Ho,,·eyer, the market was not 

perfectly efficient. Anu if it \\·eren 't for that big seventeen 

percent handle, lots of people would regularly be bearing tors 

of other people at the horse races. It's efficient, yes. Bur it's 

not perfectly efficient. And w ith enough shre\\'dness and 

fanaticism, some peop le will get better results than others. 

The stock marker is the same way- except that the 

house handle is so much lower. If you take rramacrion 

cosrs-rhe spread between the biu and the ask plus the 

commissions-and if you don't trade roo active ly, you're 

talking about fairly lo\\' transaction costs. So that, with 

enough fanaticism and enough discipl ine, some of the shrewd 

peoplc arc going to get way better resu Irs than average in the nature of things. 

The one thing all those winning bettors in the 

whole history of people who've beaten the pari

mutuel system have is quite simple: they bet 

very seldom. 

It is not a bit easy. And, of course. fifty percent wil l end up in the bottom half, 

and seventy percent wi ll end up in the bottom seventy percent. But some people 

will have an ad\·anragc. And in a fa irly lo,,· transaction cost operation, they wi ll get 

better than average results in stock picking. 

I low do you get robe one of those \\'ho is a winner-in a relative sense-instead 

of a loser? 

Here aga in , look at the pari-mutuel system. I had dinner last night by absolu te 

accident with the president of Santa Anita. I le says that there are two or three 

bettors who ha ve a credit arrangement with the track, no\\· that they have off-track 

Gambling continues to be wildly 

popular throughout the world. Mah 

Jong is the preferred medium of 

gambling in much of Asia. The 

game resembles the card game of 

Rummy, and some people believe 

that playing cards were derived from 

Mah Jong ri les. 
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betting, who arc actually bearing the house. The track is 

sending money out net after the fu ll handle-a lot of it to 

Las \ egas. by th e way- to people who are actua lly \\'inning 

s lightly, ncr, after paying the ful l handle. They're that 

shrewd abour something with as much unpredictability as 

horse racing. 

It's not given to human beings to have such talent that 

they can just kno\\' e,·erything about everything all rhc time. 

But it is g iven to human beings \Yho \\'ork hard at it- who 

look and sift the world for a mispriccd bet-that they can 

occasionally find one. 

And the wise ones bet heavily when the world offers 

them that opportunity. They bet b ig w hen they have the odds. And the rest of the 

time, they don't. It's just that sirnp lc. 

The way to win is to work, work, work, work, 

and hope to have a few insights. 

That is a ve ry simple concept. And to me it's obviously right- based on 

experience not on ly from the pari-muwel system, but everywhe re else. 

And yet, in investment management, practica ll y nobody operates that way. We 

operate rhar way-T'm talking about Buffett and ~Junger. And we're not alone in the 

world. But a huge majority of peop le have some other crazy consrruct in their heads. 

And instead of waiting for a near cinch and loading up, they apparently ascribe to the 

theory that if they work a little harder o r hire more business school students, they' ll 

come w kno\\' c\·eryth ing about everyth ing al l the time. To me, that's total ly insane. 

How many insights do you need? \\'ell, I'd argu~..: that you don't need many in a 

lifetime. lf you look at Berkshire Hathaway and al l of its accumu lated bi llions, the 

top ten insights a<.:<.:oun t for most of i r. And char's with a vcr~· bri lliant man-\ \;arren's 

:.1 lot more able than I am and very disciplined-de,·oting his lifetime to it. I don't 



mean to say that he's on ly had ten insights. I'm just saying that most of the money 

came from ten insights. 

So you can get , ·er:· remarkable in,·estmenr results if you think more like a 

winning pari-murucl player. Just think of it as a hea,·y odds against game full of 

bullshit and cra;,iness ,,·ith an occasionalmispriced something or other. And vou're 

probably nor going to be sn1nrr enough to find thousands in a lifetime. r\nd when 

you get a few, you really load up. It's just that simple. 

\\'hen \\'arren lecwres at business schools, he says, "I could imprm·e yom ultimate 

financial wclt~1rc by giYing you a ticket with only rwenty slots in it so that you had twenty 

punches-representing all the inYestmenrs that you got ro make in a lifetime. And once 

you'd punched through the card, you couldn't make any more investments at a ll. ,. 

He says, 'Tnder chose rules, you'd really think carefully about what you did, and 

you'd be forced ro load up on what you\! really thought about. So You'd do so much 

better." 

,\gain, rhi-; i:-, <l concept that seems perfectly obv ious to me. t\nd to \\'arren, 

it seems perf<..:crly olwious. Bur this is on<.: of the \'<..:ry few husine-;s classe~ in 

th<..: l lnircd States \\here anybody will be saying so. It just isn't the corwentional 

wisdom. 

'I() me, it's ol)\'ious that the winner has to bet very selectively. It 's 

been ob,·ious to me since \'Cry earlY in life. 1 don't know 

why it 's nor obYious ro , ·ery many other people. 

I think the reason whv we got into such idiocy 

in im·cstmenr management is best illustrated by 

a story that I tell about the guy who sold fishing 

tackle. I asked him, ''.\ly God, they're purple and 

green. Do fish really rake rh<..:sc lmes?" J\nd he said, 

"1\lisr<..:r, I don't sel l to fish." 

lnH'Stmenr manar?;crs arc in the position of that fishing ucklc s~dcsm<l n. 

They're like the guy" ho \\·as selling salt ro the guy who a lrenth had too much 

I asked him, "My God, they're purple and 

green. Do fish really take these lures?" 

And he said, "Mister, I don't sell ro fish." 
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Federal Express 

Frederick W. Smidt was a Yale 

undergraduate studem in 1965 when he 

Wr(He a term paper about me passenger 

route systems used by most airfreight 

companies. He saw the need for a system 

designed specifically for airfreight to 

accommodate time-sensitive shipments. 

ln 197 I, Smith bought controlling 
interest in Arkansas Aviation Sales. 

Smith quickly witnessed the difficulty 

in getting packages and other airfreight 

del ivered widtin one to two days. He 

did the research necessary to create a 

more efficiem distribution system. The 

company officially began operating in 
1973 with fourteen small aircraft based 

at Memphis International Airport; 

eventually, company headquarters moved 

to Memphis as well. Unprofitable until 

Ju ly 1975, FedEx soon became the 

premier carrier of high-priority goods in 

the marketplace and the standard setter 
for the industry it established. 
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sale. And as long as the guy will buy salt, why, they'll sel l sa lt. But that isn't" hat 

ordinarily works for the buyer of im·estment advice. 

If you im·estcJ Berkshire Hathaway- style, it wou ld be hard to get paid as an 

in vestment manager as well as they're currentl y paid-because you'd he ho lding a 

block of \Val- lart and a block of Coca-Cola and a block of something else. You'd 

be sitting on your ass. i\nd the client would be getting rich. And, after a while, the 

client would think, "\\ 'h) am 1 paying this guy half-a-percent a year on my wonderful 

passive holdings?" 

So what makes sense for th e im·estor is different from what makes sense for 

the manager. And, as usual in human affairs, what determines the bcha,·ior are 

incentives for the decision maker. 

As usual in human affairs, what determines the 

behavior are incentives for the decision maker, 

and 'getting the incentives right" is a very, 

very important lesson. 

From all business, mv fa\'oritc case on incentives is Federal Express. The heart 

and sou l of its systern-wh ich creates the integrity of the product-is ha,·ing all its 

airplanes come m one place in rhe middle of the night and shift all the packages from 

plane to plane. lf there are dela~ys, the whole operation can't deliver a product full of 

integrity to Federal Express customers. 

And it was always screwed up. They could never get it done on tin1e. They 

tried everything-moral suas ion, threats, you nan1e it. And nothing worked. 

Finally, somebody gor the idea to pay all these people not so much an hour, hut 

so much a shift- and wht:n it's all done, they can all go home. Well, their problems 

cleared up overn ight. 



So gcuing the incenti\'CS riglu i'> a' cry, ,-ery important lcs'lon. It was nor 

ob,·iou~ to Federal Express what the solution \\as. Bur maybe no\\. it" ill hereafter 

more often be ob,·ious co you. 

All right, we 've now rccognizt:d that the nurket is efficient as a pari-mutu e l 

system is efficient-wi th the favorite more likely than rhe long shot ro do well 

in racing, bur not necessarily gi,·c any betting advantage to rho'>e that bet on rhc 

f~n·ori re. 

In the stock market. some milroad rhar\ beset by better corTlperirors and rough 

union-. may be a\ ailablc ar one-third of its book \'alue. In contrast. IB~l in its heyday 

might be sell ing at s ix rimes book ,-~due. So it 's just like the pari-mutuel system. 

Any damn fool co uld plt~ i nly sec that IB i\1 had better husincs:- prospects than the 

rai lroad. But once you pur the price inro the formula, ir \\a'ir1t so ckar t~m·more whar 

\\<l'> going to \\Ork best for a buyer choo-;ing bet\\·ccn rhc '>rocks. So it's a lor like a 

pari-murud '>~stem. And. therefore, it gets ,-ery hard ro bear. 

\\'h at style should rhc im c:-wr u-.e as a picker of common -.rock~ in order ro try 

to bear the market-in other \\'ords. to get an abo,·c a,·erage long-te rm re~ult? :\ 

s tand ard tec hnique that appea ls to a lot of people is ca lled "st:cto r rotation." You 

simp l~ figure out "·hen oils arc going to outpe rform retailer\, etc., etc .. ere. You just 

kind of flit around being in the hot sector of the mt~rket making better choices than 

other people. , \ nd presumabl~. on:r a long per:od of t ime, ) ou get ahead. 

r lo\\ C\·er, I know of no rea II) rich '><.:<.:tor rotator. \ I a~ be '>Oil1e people can do it. 

I'm nor sa~ ing they can 'r. All l kno\\ is rhar all the people I know who gor rich-and 

r kno\\ a lot of them-did not do it that way. 

T he second basic approach i-, the one that Ben Graham used-much 1dmired 

by \\'arrcn and me. As one faewr, Graham had this conccpt of , ·aluc ro a pri,·are 

owner-\\ hat the whole enrerpri-.e ''ould sell for if it \\Crc a\·ailablc . .\nd that" as 

calculablc in manY cases. 

Then, if you could take the smck price and mu ltip ly it by rht: number of 

shares and gt:r something that was one-third or less of se ll out va lue. he would say 

Elcctri {\·in rl' . :--. 

A nnoHnccmt:11 t ! 

1\ New IBM 

Electl'ic Typcwri~~~-..:.." 

IBM's signarure office product, 

the "Selecuic" rype" riter, used a 

replaceable, ball-shaped ryping element 
rather than traditional-type bars or 

mo\'eable carriages. The Selectric 

became a popular piece of office 

equipmem because of its ease of use and 

availability, largely replacing standard 

electric typewriters, as above. 
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Benjamin Graham 
(1894-1976) 

Born in London, Benjamin Graham 

migrated with his family to America 

when he was very young. His l:uher 

opened an importing business that 

quickly failed. Despite the challenge~ 

of poverty, Graham an ended and 

graduated from Columbia University. 

He took a job as a chalker on Wall 

Street with Newburger, Henderson, and 

Loeb. His intelligence and capability 

were soon apparent, and by age twenty

five, he was a partner at the firm. T he 

1929 marker crash almost wiped out 

Gmham, bm he learned valuable lessons 

about investing. lo the 1930s, Graham 

published a series of book!. on investing 

that became classics. Among these 

imprcs~ive tides arc emrity Ann(ysis 

and rbr lntrlligmt IIIVl'Stor. Graham 

introduced the concept of"intrinsic 

value" and the wisdom of buying stocks 

at a discount to that value. 
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that YOU \ ·c "()(a lot or cd t1 C troin" for YOU. E\ en\\ irh an elderh ~ h ~ h ,.., • . 

alcoholic running a '>todgy bu~incss, this significanr excess of real 

ndue per share \\orking for you mean<> that :~II kind'> of good thing'> 

can happen to yo11. You had a huge margin of '>afct)-<1!:> he put 

it- by ha\'ing this big excess ,·aluc going fo r you. 

Bm he \\a'>. b) and large, operating \\hen the world was in 

shell -shock from the 1930s-'' hich ''il'- the \\ or-.r contraction 

in the English-'>pcaking world in about 600 ~car'>. \\'hear in 

Li,·crpool, I belie' c, goc do'' n to ::,omcthing like a 600-~ car low. 

adjusted for intlar ion. Peop le were so shell -shocked for a long 

time thereafter Lhal Ben Graham could run his Ge ige r counter 

o,·er this detritus from the co llapse of the l lJ.$0s and lind 

things selling bc lm' their work ing capita l per .,hare and so on. 

And in tho::,c da~ .,, "orking capital acruall~ belonged to the 

sharcholt.kr.,. If the employee::," ere no longer u<>efu l, you just '>a eked them all, 

rook the" orking capital, and swck it in the owners' pockets. T hat\\ a.., the.: way 

capita lism then worked. 

owadays, of course, the accounting is nor real istic-bec.:ause the min utc the 

business start'> contracting. significant a'>.,et-. are not there. l lnder .,ocial norms and 

the nc\\ legal rules of the ci' ilit:ation, so much is owed to the.: cmplo~cc.:.,, that the 

minute the c.:nrcrprise goes into re' er-.c. '>Omc of the asset., on the balance sheet 

aren't thc.:re an) more. 

ow, rhat might not be true if yo u run a li ttle auto dealership yo urse lf. You 

may be.: able to run it in a way that there's no hcalth plan and thi'> ant! that so that 

if the.: bu.,inc'>'> gets IottS). you can rake your\\ orking capital and go home. Bu t 

IB:\1 c:Jn 'r or at least didn 'r. just look at what disappeared from it., balance sheer 

when it dcc.:ided that it haJ to change 'ii/.e both bccause the "orld had changed 

technologicall~ and because it::, market position had deteriorate.:<.!. 

And in term ~ of blowing it, IB I is some example. Those "ere bri lli a nt, 

di sciplinc.:d people. But there was e nough turmoil in technological c.:hange that TB~I 



~or boum:c.:d ofT the wa,·c after "'>urfin~" '>uccessfully for si;..r~ )ear!) . . \n<.J that wa ... 

'>Omc collapse-an object Jc . .,.,on in the difficulties of tech nolo~~ and one of rhe 

reason-.'' h~ Bufferr and \ l un~cr don't like technology ,·cry much. \\'c don't think 

we're any good ar ir, and stran~e thin~s can happen. 

1\t any rare, the trouble with what I call the classic Ben Graham concept is that 

~radually rhe ''orld wised up, and rhoo.,c real ol)\'ious bar~ain-; disappeared. You 

could run your Geiger counter 0\er the rubble, and ir wouldn't click. 

Bur such i.., rhe nawre of people" ho ha' e a hammer- to" hom, as I mentioned, 

e\ er) problem looks like a nai 1- rhat the lkn Graham followers re-.pondcd by 

chan~in ~ the ca li bration on their Cci~er counters. In effect, the.:) -;tarred defin i n~ ;l 

barga in in a different \nty. And the) kepl changing the definition so that they cou ld 

keep doin~ what they'd al\\3)'> done. ,\nd it still \\orked prelt~ \\ell. So the Ben 

Graham intellectual system \\:I'> a \Cr~ good one. 

or cour'>e. the best part of it all wao., hi-. concept of .. \1 r. \ larkcr. .. I nsrcad of 

thinkin~ the marker \\·as eflicienr, Graham treated it as a manic-deprcssin:: " ·ho 

comes by c.:very day. And some da)~ ":\ lr. ~ larkcr" says, 'Til sell you some of my 

inrerc.:'>t for way less than yo tt think ir\ " ·orrh." And other d;tys. he comes by and 

sa)'i, 'T il bu) your interest ar a price that's way higher than you think it's worth." 

.\ntl )<HI get rhe option of decidin~ "hcrhcr you "·anr ro hu~ more.:, sell parr of what 

you ;tlrcad~ ha' c. or co nothing at all. 

' I () Graham, it "·as a blcssin~ ro bc in business \\·irh a manic-dcpressi' c who gn,·e 

~ ou this '>cries of options all rhe rimc. That was a ,·cry significant mental construct. 

And it's been ,·cry usefu l to ButTcrr, for instance, o\·er his whole adult lifetime. 

Howc,·c.:r, if we'd srayed with cla!)sic Graham the" ay Ben Graham did it, we 

\\Ould ne,cr ha\-c had the record \\C ha,·c. And rhar\ becau'>c Graham \\<Isn't trying 

w do "hat we did. 

For e'\ample. Graham didn'r want to c,·er rnlk w mana~emenr. And his rcao.,on 

was that, like the best sort of profc.,.,or a iming his reach in~ ar a mass clltuiencc, 

he was trying to im·ent a system that anybody cou ld usc. i\nd he didn't feel that 

Perhaps the Soviets had rhis German 

proverb in mind when they selected the 

hammer for their re\olutionary symbol: 

"One must either be the 
hammer ... 

or the anvil." 
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Trump's signature message: 
((v. ) c. d' " ~ou re nre . 

Photo by Bill Da' ila/Reuters 

204 Poor Churli~:'s Almunnck 

the man in the -;rreet could run around and talk to management and learn thing~. 

He also had a concept that management would often couch the information \'Cr~ 

shrewd!~ to mio;lt:ad . The refore, it "a" \Cry difficult. And that is still true, of 

course- human narure being'' hat ir is. 

And so ha,·ing '>carted our a'> (;rahamitC'>-which, by the way, worked fine- we 

gradually got ''hat I '' ould call better insights. And we realized that some company 

that was selling at two or three rimes book ,·alue could still be a hell of a bargain 

because of momentum'> implicir in irs position, sometimes combined wirh an 

unusual managerial skill plainly present in some indi,·idual or other, or some system 

or other. 

And once we'd gotten over the hurd le of recognizing that a thing cou ld be a 

bargain based on quantitative measures that " ·ould have horrified Graham, we 

started thinking about better bu-;ines~es. 

t\nd. by the "a), the htllk of the billions in Berkshire I lath a'' a~ ha-. come from 

the better businc<,<,c .... \ luch of rhe first $200 or $300 million came from scrambling 

around "ith our Geiger counter. But the great bulk of the mone~ ha'> come from the 

grear bu~ine~ses. 

Most investment managers are in a game where 

the clients expect them to know a lot about a lot 

of things. we didn't have any clients who could 

fire us at Berkshire Hathaway. 

And even some of the early money was made by being temporari ly present in 

grear businesses. Buffett Partnership, for example, owned American E'prcss and 

D isney when rhe) got pounded down. 

[~ l ost imesrrnenr manager'> arc] in a game where rhe diems cxpecr rh<.:m w 

know a lor abom a lot of thing<,. \\'c didn't ha,·e any clients " ·ho could fire ll'> at 

Berkshire I lathawa). So" c didn 'r ha,·c to be gm·erned by an~ -;uch con-.rrucr . . \nd 



we came to this notion of finding a mispriced bet and loading up \\'hen \\'e were very 

confident that we were right. So we're \\'ay less di,•crsificd. And I think our system 

is miles berter. 

However, in all fairness, I don't rhink [a lot of money managers! could 

successfu lly sell their services if they used our system. Bur if you're invcst:ing 

for forry years in some pension fund, what difference docs it make if the path 

from start to finish is a little more bumpy or a little different than everybody 

else's so long as it's a ll going tO \\'Ork out \\'el l in the end? So what if there's a 

linlc extra , ·olari lity. 

In im-csrmenr management wday, everybody wants nor only ro win, but 

to have the path never di,·ergc: \ery much fron1 a standard path except on t:he 

upside. \\"e ll, rhar is a \Try artificial, crazy construct. That's the cqui\·ctlcm 

in inYt:Stmcnt management to the custOm of bintling the feet of the Chinese 

women. It's the equiYa lcnr of what l icrzschc meant when he criticized the 

man who had a lame: leg and was proud of it. 

That is real ly hobbl ing you rself. ~ow, inYesrmenr managers would say, 

''We have to be that way. That's how we're measured.'' And they may be 

right in terms of the \\'ay the business is now constructed. Bur from the 

viewpoint of a rationa l consumer, the whole system\ "bonkers" and draws 

a lor of talented people into socially useless activit y. 

You)re much more likely to do well if you start out 

to do somethingfoasible instead of something that 

isn)t foasible. Isn)t that perfectly obvious? 

And rhe Berkshi re system is nor ''bonkers." It's so damned elementary that even 

bright people are going tO ha,·e limited. really valuable insights in a very comperiti'-c 

world when they're fighting against othe r \Cry bright, han.h,·orking peop le .. 

And it makes sense ro load up on the very few good insights you have instead 

of pretending ro know everything abour c\·eryrhing at all times. You're much mort: 

Professor Lucifer Gorgon-z;ola Butts, 

pushing rhe limits offeasibility in this 

classic Rube Goldberg "machine." 

Goldberg's invention cartoons were 

infl uenced by t he "machine age" at the 

beginning of the century and by t he 

complex new mechanisms invented 

to simplify life. Charlie, like so many 

Americans, recalls enjoying the wack-y 

creations of Goldberg's imaginative 

mind. 
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Adaptation 

" It is not the strongest of the 

species that survives, nor the most 

intelligent, but the one most 

responsive to change." 

-Charles Darwin 

The Warbler Finch ( Certhiden olivllCen) 

is one of fourteen finch species Darwin 

discovered in the Galapagos Islands. In 

honor of his ground-breaking research, 

these species were given the name of 
Darwin's Finches. 
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likely to do well if vou start o ut to do something feasible instead o f something that 

isn't feasible. lsn 't that perfectlv obvious? 

H o,,· many of you have fifty-six brilliant insights in which you haYc equal 

confide nce? Raise your h:ands, please. Ho,,· many of yo u have two o r three insights 

that vou have some confidence in? I rest my case. 

I'd say that Ber·kshire Hathaway's system is 

adapting to the nature of the investment problem 

as it really is. 

\Ve've really made the mone\' out of high -quality businesses. In some cases, we 

bought the whole business. And in some cases, \\'e just bought a big block of srock. 

But when you ana lyze what happeneJ, the big money's been made in the high 

quality businesses. And r:nost of th e other people \\'ho'vc made a lot of money ha\'e 

done so in high-quality bus inesses. 

O ver the long term, it's hard for a stock to earn a much better return than the 

business which underlies it earns . ff the business earn s six percent on capital over 

forty vears and vou hold it: for that forty years, you're not going to make much 

different than a six percent rerurn-eYcn if yo u originally buy it at a huge discount. 

Com·erse ly, if a business ea rns eighteen percent on capita l ove r twenty or thirty 

years, even if you pay an expensive looki ng price, you ' II end up with one hell of a 

result. 

So the trick is getting into better businesses. And that im·o lves all of these 

advantages of sca le that you could consider momentum effects. 

I low do you get into these great com panies? One method is w hat I 'd call the 

method of find ing them Sllnall-get 'em \\'hen they' re little. For example, buy \Val

~larr \\'hen Sam \\'a lton fi~rst goes public and so forth. And a lot of peop le try to do 

just that. And it's a very begui ling idea. If I were a young man, I might actually go 

into it. 



But it cloesn 't work for Berkshire llatha\\'av anymore because we've got roo 

much money. \\"c can't find anything that firs our size parameter that way. Besiues, 

,,·e'rc set in our ,,·avs. Rut I regard finding them small as a perfectly intelligent 

approach for somebody co try \\'ith uiscipline. It's just nor something that I've done. 

Finding 'ern big obviollsly is ,·cry hard because of the competition. So far, 

Berkshire's managed to do it. Bur can \\'C continue to do it? What's the next Coca

Cola investment for us? \\'ell, the an~m-er to that is I don't kno\\'. I think it gets 

harder for us all the time. 

t\nd idea lly- and \Ye\ e done a lot of th is-you get inro a great business which 

also has a great manager beca ttse management matters. For example, it's made a hell 

of a difference to General Electric that .Jack \\'clch came in instead of the guy who 

took over \\"cstinghousc-onc hell of a difference. So management matters, roo. 

And some of it is predictable. I do not think it takes a gen ius to understand that Jack 

\\dch \\'as a more insightful person and a bettt.:r rnanager than his peers in other 

companies. ~or do I think it rook uemendous genius to understand that Disney 

had basic momentums in place that arc ,·ery pom:.:rful and that E isner and \Veils 

were ,·cry unusual managers. 

So you do get an occas ional opporrunitv to get into a wonderful business 

that's being run by a \\'Onderful manager. J\nd, of course, that's hog heavcn 

da;.. If! ou don't load up when you get those opportunities, it's a big 

mistake. 

Occasionally, you'll find a human being \\'ho's so talented that he can 

do things that ordinary ski llcd mortals can't. 1 \\'Oulcl argue that Simon 

~ larks-\\·ho was second generation in 1\ larks & Spencer of England

\\'as such a man. Parrcrson was such a man at r;ational Cash Register. 

And Sam \Val ton was such a man. 

These people do comc along-and, in ma1w cases, the\''re not 

all that hard to idcnrifv. If rhey\·e got a reasonable hand-with the 

Simon Marks 
(1888-1964) 

Born in Leeds, England, w Polish 

immigrant parents, Simon Marks spent 
his fo rmative years roaming around his 

father's retail store, Marks and Spencer. 

Following graduation from the rigorous 

local grammar school (the equivalent 

of high school tOday), Mark~ wenr in to 

the family business. At age twenty

eight, he was appointed chairman and 
led the Marks and Spencer Company 

inro many retai ling innovations and 

considerable financial success. O utside 

of his company obligations, Marks 

worked passionately for the re

establishment of a Jewish stare. 

Talk Two: A Lesson on Elementary, Worldly Wisdom as It Relates to ln\'eStment Management and Bu~iness 207 



208 Poor Charlie's Almnnack 

fanaticism and intelligence and so on that these peop le generally bring 

to the party- then management can marrer nwch. 

However, averaged out, betting on the qual ity of a business is becter 

than betting on the quality of management. In other words, if you have 

w choose one, bet on the business momcnwm, not the bri lliance of the 

manager. 

But, very rare ly, you find a manager who's so good that you're wise to 

fol low him into what looks like a mediocre business. 

Another \'Cry simple effect I very se ldom sec discussed either by 

investment managers or anybody e lse is the effect of taxes. If you're going ro 

buy something that compounds for th irty years at fifteen percent per annum 

and you pay one thirty-five percent tax at the \'cry end, the way that works out is 

that after taxes, you keep 13.3 percent per annum. 

Trying to minimize taxes too much is one of the 

great standard causes of really dumb mistakes. 

In contrast, if you bought the same 

investmem but had LU pay La.>.e:s t:H.:r~ year 

of thirty-five percent out of the fifteen 

percent that you earned, then your return 

\vould be fifteen percent minus thirty-five 

percent of fifteen percent-or onlv 9. 75 

percent per year compounded. So the 

di ffcrence there is O\'er 3.5 percent. And 

what 3.5 percent docs to the numbers over 

81040 tfflP6t1motll ot the lteasvry- lnternal Revenu"l 

U S Individual Income Tax Ret ... 
For the year Jan l-Oec. 31 2004 or other tax year b8Q 

Label Your hrsl name and tt\lhal 

(Soo L 
A 

IOStructiOOS B tf a joint return. spouse's fitsl name and Lfli!Jal 
on page 16.) E 

Use the IRS L 

label. H 
Home OOdress (number and street). U you have a 

Otherw•se. E 
please print R 

C1ty. town CK post oHie&, state. and 2:1P code. If t 
or lype. E 

Presidential 
Ele<:tion Campaign II. Note. Checking "Yes" w•ll not change , 
(Soo page 16.) , Do you. or your spouse if filing a 1oint " 

1 0 S1ngle 

Filing Status 2 0 Married filing 1o.ntly (even if only one 
"n '4"~ .. ; ... ,,, "1.1 ~,, 

long holding periods like thirty years is tru ly eye-opening. lf you sit on yo ur ass for 

long, long screeches in grt:at companies, you can get a huge edge from nothi ng but 

the way income taxes work. 



E'en with a rcn percent per annum im·csrment. pa~ ing a rhirr~ -fi, c percent ta\. 

ar the end gi\(.:s ~ou 8.3 percent after ta'l:t.:s as an annual compountlt.:tl rt.:sult after 

rhirry ~cars. In conrmsr, if you pay the thirt)-fi\·e percent each )Car instead ofar rhe 

end, )Ottr annual result goes dO\\ n to 6.S percent. So ~ou add nearly two perccnr 

of after-tax n.:rurn per annum if ~ou only nchiev<.: an average rcwrn by historical 

standard~ from common stock im C'>tments in companies'' irh lm\ di' idend payout 

ratio'>. 

Bur in term., of husinc'is mi.,rakc'> that [ \ e seen o\·er a long lifetime, I would sa~ 

that rr~ ing to minimize ta\.es too much i~ one of the g;re<H '>tandard causes of n.:all) 

dumb mistakes. J see terrible mistakes from people being ovc.;rly motintted by Ul\. 

C(lns idcrations. 

\\"arrc.;n and 1 pcrson~tll~· don't drill oil wells. \\'c pay our taX<.:'>. Anti we\c done 

prc.;n~ \\<.:11. '><>far .. \nyrimc.; -.omchody offer~ you a ta:-. -.hclt<.:r from here on in life. 

m~ ad\ icc '' mdtl be don't bu) ir. 

In fact, anytime anybody offers you any thing with a big commission and a ZOO

page prospc.;crus. don't buy ir. Occasionally, you'll be'' rong if you adopt "1\ Iungc.;r's 

Ru le." llowe,cr, o\·cr a li fetime, you' ll be a long way ahead-and you will miss~~ lor 

of unhappy experiences rh~tr might mherwise reduce your IO\ e for your fellow man. 

There arc huge ad,·am<lge'> for an individu<ll ro get into a po'>ition \\ he'e you 

lila"~.: a f~.:" great im-cstmcnts and ju-.t :.it on your a-;-s: You're pa~ ing less w brokers. 

You're li.,rcning to less nomen~c .. \nd ifir works. the gmcrnmenral rax system gi\e'> 

you an extra one, two, or three pcrcc.;nragc points per annum compounded. 

t\nd yo u think that most of you arc going to get that much achantage by hiring 

im·estment counselors and pa~ ing rhem one percent w run around, incurring a lor of 

ta \.C'> on ~our behalf? Lots or luck. 

.\re there an) dangers in thi'> philo-.oph~? Yes. E,·crything in life has danger'>. 

Since it\'><> ob,·ious that im·csting in great companies work-., it gcrs horribly 

O\ erdone from time to time. In the ~ifty-Fifty days, c\·erybody. could tel l which 

companies were rhe grear ones. So they got up ro nfry, sixry, and se\·enty ti mes 

"We Pay Our Taxes" 

" Berkshire's Christmas present ror Uncle SaJ11: 

On my right, Berkshire's 2004 f«..>deral tax 

rcturn-10,249 pages and $3,131.473,650 

total tax. In my left hand, the t:Lx return 1 filed 

at age 13 showing a total tax ofS7." 

- Buffett 

"Warren and I personally don't drill oil well~. 

We pay our taxes. And we\e done pretty well, 

so far. Anytime somebody offers you a tax 

shelter from here on in life, my advice would be 

don't buy it." 

- Munger 
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The successful Disney franchise 
includes not on!) theme parks and 

motion pictures, but also books, comics, 

and lucratiH: video sa.les. 
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earntngs. And ju!lt as I B I fell off the "an:, other companies Jid, roo. 

Thus. a large ime~rmcnr disaster resulted from roo high prices . . \nd 

~ 011 \ ·e got to be aware of that danger. 

So there arc risks. orhing is automatic and easy. Bur if you 

can find some fairly priced great company and buy it and sit. 

that tends to work our ,·cry, very well indeed-c~pccially for an 

indi,·idual. 

Within the wowth stock model. there\ a '>ub-posirion: 

There arc actually businesses that you will find a fc\\ rimes 

in u lifetim<.; where any manager cou lcJ raise th<.; return 

cnormouslv just bv raising prices-and yet they haven't done 

it. So they h:n·c huge untapped pricing po\\ cr that they're 

nor using. That is the ultimate no-braincr. 

That e'\i'>ted in Disney. It's such a unique experience 

to take your grandchild to Disne) land. You're nor doing 

it that often. And there are lots of people in the country. 

And Disney found that it co uld raise those prices a lot, 

and the attendance stayed right up. 

So a I<H of the great r:.:cord of Ei.,ner and \\'ells was utter brilliance but the rest 

came from ju~t raising pricc:> at Di:>lll:~ lantl anti Oism:yworltl and through \ 'ideo 

cassette salt:s of classic animated mo' ics. 

At Berkshire I Iathaway, Warren and I raised the prices of Sec's Candy a little 

faster than others might ha\'C. 1\ncl, or cou rse, we invested in Coca-Cola-which had 

some untapped pricing power. And it a lso had brilliant management. So a Goizucta 

and Keough could do much more than raise prices. It was p<.;rfccr. 

You will gt:t a fe" opportunitit:-. co profit from finding unckrpricing. There arc 

actual ly people our there who don't price everything as high as the marker will casil~ 

stand. And once you figure that olll, it's like finding monc) in the ~rrccr-ifyou 

have th<.; courage of your convict ions. 



If you look at Berkshi re's investments where a lot of the money's been made and 

you look for the models, you can see that we twice bought into two-newspaper towns 

which have since become one-newspaper towns. So we made a bet co some extent. 

We faced a situation where you had both the top 

hand in a game that was clearly going to end up 

with one winner and a management with a lot 

of integrity and intelligence. It was a dream

an absolute, damn dream. 

In one of those- the ll'ashi11gto11 Post- we bought it at a hom twenty percent 

of the va lue to a private owner. So we bought i[ on a Ben Graham-style basis- at 

one-fifth of obvious value-and, in addition, we f~tccd a situation where you had 

both the rop hand in a game that was c lea rly going ro end up with one winner and a 

mana,gemenr w·i th a lot of integrity and intell igence. That one was a real dream. 

Thev're very high class people-the Katharine Graham fan1i ly. That's why it was 

<1 dream-an absolute, damn d ream. 

Of course, that caJn<.; a i>olll back i11 '73-'74. AnJ that was almost like 1932. 

Thar was probably a once-in-forty-years-type denouement in the markers. That 

investment's up abour fifty rimes ove r our cost. If I \Vere you, I wouldn't coum 

on getting any im·cstmcnt in your lifetime quite as good as the Washington Post 

was in '73 and '7-L 

Let me mention another model. Of course, G illette and Coke make 

fairly low-priced items and ha,·e a tremendous marketing advantage all 

over the work!. And in Gi llene's case, t hey keep "surfing" along new 

technology, wh ich is fairly simple by the standards of microchips. But it's hard 

for competitors to do. 

The Washington Post 

In 1877, Stilson Hutchins launched Tbe 
Wflshington Post. Three years later, rhc 

Post became the first daily newspaper 
in Washington w publish seven times a 

week. In 1946, Philip Graham became 

publisher; he moved up to president of 

the paper in 1959. T he Postacquired 

Newsweek Magazine and established a 

joint news service with the Las Angeles 

Times in the early 1960s. 

L 
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M~anempty 
carton into 'Plf 
change pocket 

So they've been able w stay conscamly near the edge 

of improvements in sh<l\'ing. There are whole countries 

where Gillette has more than ninety percent of the 

shaving market. 

.... ~•+n remind ~u ro get 
:D.e :twxe !J>~ 

GEICO is a \'cry inrerest ing model. It's another one 

of the one hundred or so models yo u ought to have in 

your head. l've had many friends in the sick-business

fix game over a long lifetime. J\ncl they practically all 

usc the fol lowing formu la-! call it the cancer surgery 

formula: 

Gillette 
sAFETY BLADES 

~201'. 

with the finest edge 
that steel can take 

IY 1\U. OV.LU.S Tltl ~ (IIIlA 

,_~~~"""\ 

Thev look at this mess. And they figure out if 

there's anything sound left that can li\·e on its o\\'n 

if they cut away everything else. And if they find 

anything sound, they just cut a\\·ay e\·erything else. 

Of course, if that doesn't work, they liquidate the 

business. Bur it frequent ly does work. 

History of the Disposable Razor 

King C. GiJlene (1855-1932), 

a traveling hardware salesman who 

enjoyed improving the products he 

sold, learned early that disposable items 
made for big sales. In 1895, Gillette 

had a revelation: if he could put a sharp 

edge on a smaU square of sheet steel, he 

could market an economical rawr blade 

that could be thrown away and replaced 

when it grew dull. In 190 I, Gillette and 

W illiam Emery Nickerson formed the 

American Safery Razor Company (soon 

thereafter renamed for Gilletre himself). 

For the first time, razor blades were sold 

in multiple packages, with the razor 

handle a one-time purchase. Production 

began in 1903: Gi llette won a patent for 

his product the next year. 
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And GE ICO had a perfectly magnificent business-submerged in a mess, but 

still working. f'vlisled by success, GEICO had done sonle foolish things. They got ro 

thinking that, because they were making a lot of money, they knew everyth ing. And 

they suffered huge losses. 

All they had ro do was to cut out all the folly and go back to the perfectly 

wonderful business that was lying there. And when you think about it, tha t 's a \' er~· 

simple model. AnJ it's repeated O\'er and over again. 

And, in GE lCO's C<lSC, think about all the money we passively made. It \\'as 

a wonderfu l business combined with a bunch of foo lishness that could easi ly be 

cur our. And people were coming in who we re tempcramenrally and intellectually 

designed so they were going ro cut it out. T hat is a mode l you want to look for. 

And you may find one or two or three in a long lifetime that are \'ery good. And 

you may find twenty or thirty that are good enough to be quire usefu l. 



Finall~. l"d like to once again mlk about im·e'>tmenr managcmt:nr. Thar is 

a funny bu-;inc'>'>-becausc on a ncr basis, the whole inn:stmcnt managcmcnr 

buc;iness together gi,·es no n1luc added to all buye;:r-; combmed. That's the ,,.a, 

it has ro work. 

On a net basis, the whole investment 

management business together gives no 

value added to all buyers combined. 

That's the way it has to work. 

Of course, that isn't rrue of plumbing, and ir isn't m1e of medicine. I f 

~ou're going to make your career' in the im·csrmenr management hu'>iness, 

~ou face a \Cr~ pecul iar siwarion . . \nd most ime!-.tmcnr manager' handle 

it with pc;~chological denial- jmt like a chiropractor. That ic, the c,mnuard 

method of handling the limitation'> of the inn:stmenr management proces"i. 

Bur if you want to li,·e rhc he'>t '><>rt of life. 1 \\Ould urge each of you not to usc 

the p'>)e lwlogicn l denia l mou~.;. 

1 rhink a c;elccr few-a '>mall perc<.:ntagc of the im·estmcnr managers-can 

dcli,er \:due added. But I don't think brilliance alone ic, enough to do it. I think 

that) ou han: to han: a little of thic, Ji.,ciplinc o f calling~ our 'hots and loading up

if) <HI wa nr w maximize your chance'> of hccomi ng one "ho prm ides abO\ e a' erage 

real rewrns for clients over the long pull. 

But I'm just calking nbout im·esrmcnt managers engaged in common ~rock 

picking. 1 am agnostic elsewhere. I think there may \\CII be people who arc so 

.,(HC\\ d about curr<.:nt:ies and thi-,, that. and the ocher thing that th<.:y can achic\'e 

gootllong-term records operating on a preny big scale in that \\ ':.l). But that doesn't 

happen to be my milieu. I'm talking about stock picking in .\merican c;rocks. 

I think it's hard ro prO\·idc a lot of \'a lue added ro the imcstmcnt manJgcmcnr 

client, b11t it's not impossib le.:. 

GEICO 

Leo and Lillian Goodwin started the 

Government Employee; Insurance 

Company (GEl CO) during the depths 

of the Great Depre~~ion in 19 36. 

Their strategy of direct marketing 

allowed the company to charge lower 

premiums while c~rning a profit. The 

company grew quickly, even though 

it focused at first primarily on federal 

employees and military officer;. 

GEICO soon t!xpandcd its market to 

the general public. In 1951, Warren 

Buffett purcha~cd his first shares of 

the company. He kept acquiring 

stock through the years until , in 1996, 

GEICO became a wholly owned 

subsidiary of Berkshire Hathaway. 
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A lerrer from USC finance professor 

Guilford Babcock (shown below and 

left) sharing with Charlie one of his 

student's reactions ro the talk, "WorldJy 

Wisdom as It Relates to Investment 

Management and Business." 

. ' .:4$----
- --- ----------111'' 



''Nothing to Add'' Nutnber Three 

We continue with this question occasioned by countless questions over the years at cocktail parties, etc. 

Question: "All kinds of people ask me for some foolproof system for achieving financial security or saving for their 

retirement. I cry to dodge those questions." [Editor: "But chis time, Charlie, we're not going co let you dodge it."] 

Answer: "Spend less than you make; always be saving something. Put it into a tax-deferred account. Over time, it 

will begin to amount to something. T HIS IS SUCH A 0-B RAINER." 

Talk Two: A Lesson on Elementary, Worldly Wisdom as It Relates to Investment Management and Business 215 



-/j 

216 Poor Charlie's Almanuck 

Talk T""o Revisited 

A 
s I rev iewed Talk· 1 ;,, o in 2006, I thought it would be improYed by adding 

(1) an atrempt ro explain the extreme in\'estment success of Harvard <lnd 

Yale in recent years, plus (2) a prediction about outcomes for the many 

pools of capital that wil l now try w duplicate the past success of I Ian·ard and Yale bv 

copying or continu ing their methods, plus (3) a brief comment about implications for 

the efficient market hypothesis as demonstrated in a 2005 book, Fot1tme's Form11/a. 

by William Poundstone. 

To me, it seems likely that, as Harvard and Yale dc-crnphasized conventional 

unlcvcragecl holding of cli,·ersified U.S. common stocks, their investment success 

was boosted by factors including the four described below: 

(1) By investing in LBO funds, Han·ard and Yak, introduced leverage into their 

results from owning interests in lJ.S. businesses. And the LBO fund structure gave 

them a way to make their le\'eragcd business investments in a manner safer than is 

possible in a normal margin account, prone during panics to forced sales. Decent 

comparative results often followed in markets with to lerab le general omcomcs. And 

this happened even when net-after-cost results from investments in the LBO funds 

were no bencr than would have occurred through only slightly (e,·eraged investment 

in an index of U.S. stocks. 

(2) In category after category, Han·ard and Yale selected or directly employed 

investment managers who were way above a,·erage in ability, provid ing additional 

evidence that investment markets arc not perfectly efficient and that some good 

investment resu lts come from abnormal skill or other abnormal advantage. As one 

example, Jlarvard and Yale, by reason of their own prestige, were able to get into 

some of the mo:st profitable high -tec h venture-capita l funds, not available to all other 



itwcstors. These funds, using momentum pro,·idcd by the ir O\Yn past succc~s. had an 

opportunity adnll1ra~c m cr less well c-;whli-;hed ,·enrurc capital operation..,, in that 

the be'ot enrrcpn.:nt.:tlr'o, quite logical!~. made early prc'ocntations ro the bc~r-regardcd 

fund .... 

(3) IJarva rd and Yale wisely and opportunistically imi tated investment banking 

firm'> by going inw '>e\ era! acti,·itics that "·ere then non-traditional, like in,·c..,ting in 

di'>trc ... .,ed l ' .S. corpCirarc bond<; and high-coupon foreign bond:. and lc' cragcd "fi-.:ed 

income arbitrage," dming a period" hen many good opportunities" ere a' ailablc to 

skilkd opera tors in the acti ,·ities cho ... cn. 

(-t) Finally, the benefits that came to llarnml and Yale in reccnr years through 

lc' cragc and uncon,·cmionalit) were often. of cour'>c. gi' en a large tailwind by a 

happ~ combination of declining inrcrc'>t rates and ri ... ing price-earnings racios for 

stocks . 

"Founded in 1636, llarvard 

is of course the oldcM 

institution of higher learning 

in the United State~. Its 

Latin mono tramlates 

simply as 'truth.' Not to be 

outdone, Yale Uni•ersity, 

founded years later in 

170 I, went them one better 

by adding ' light ' to the 

equation." 

- Munger 
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• w - - • • • ~ • - - - - • • • • - • • - • - - • The c"trcmc im·cstmcm ~11cccss of Han·ard and Yale gi,·c., me 

both pleasure and pain. i\ Jy plcas11re comes from this demonstration 

that academic ski ll is often useful in woriJly affairs. People like me 

EI\A~NIKH ~HMOKPATIA 90 

"ho were attracted by academia. ~ct ha,·c gone into business, naturally 

respond to such worldly achic\ t.:menr much like rhe many moucrn 

scientists" ho relish the example ofThales of ~lilcrus. This scientist of 

antiqu ity made a large profit b) leasing most of the olive presses in his 

area just before the occu rrenct.: of a pnnicularl) bou nri ful harn.:sr. 

Thales of Miletus 
620s BC - 546 BC 

Aristot le identified Thalcs as the first 

person lO imcstigate the idea of a 

basic originating substance of matter, 

a distinction making him the founder 

of the school of namral philosophy. 

Thales was interested in almost 

everything: philosophy, histOry, science, 

mathematics, engineering, geography, 

and politics. He proposed theories to 

explain many of the events of nature and 

the cause of change. His questioning 

approach lO the understanding of 

heavenly phenomena was the beginning 
of Greek astronomy. He founded the 

Milesian school of natural philosophy 
and developed the scientific method. 

21H Poor Charlie's Almunnd. 

:\ ly pain comes from ( 1) foreseeing a lot of future ath·crsit) for 

otht:r worthy institution-., dri\ en by ell\·y and salesmen into cnthu-.iastic imitation of 

Harvard and Yale and (2) disappro,·al of th l: conduct of man y of the salesme n like !~ 

to succeed in pushing the imimtiun. SonH.:dting similar to what I fear happened ncar 

the end of the high-tech bubble. ,\ t chat rime cm·y of :,ucces'lful early-scagc. hi~h

tcch 'enturc-capiral im c~tor'> like Stanford, plus dubious sale'> methods of man) 

n.:nturL: capital ists, caused abottt $90 billion w rush into lo\\ -quali ty, imitati,·c early

stage \'L:ntures that by now may have created as much as $45 billion in net losses for 

hue-coming im·esrors. 

~ lorcm·er, Harvard and Yale may now need new di:,phl)-. of uncom entional 

wisdom that arc different from their last displays. It is q11itt: countc r-i ntuitivt: 10 

dt:crL:ast.: that pare of one's acti\'ity that has recently ,,·ork<.:d bt.:sr. But this is often 

a good ide~t. And so also \I ith reducing one's perception of one's needs, instead of 

incrca'>in~ risks in an attempt to satisfy percei,cd needs. 

' Iltlk ' 1\\'0 was made in I<J<J-t, about rweh c years before chi-; addendum wa-; 

written. And during that t\\ ch·c years much useful thought and data collection ha-; 

supported the idea that neither securities markets nor pari-muwcl betting ~ystcms 

at race cracks pre\·enr -.omt.: ,·cmurers from gaining high I~ -.atisfacrory, wa~ -abm e

a\·cragc rC'>tdts through unu~ual skil l. \\'ill iam Poundstone's book, Fottlfllr:f Form~tla, 

collects much of the modern evidence on th is point in a highly entertaining way. 

l\ lort.:m L:r, the book contains an account of the lollapa looza in,·cstmcnt record of 

Claude Shannon. pioneer '\eienrisr in information theory. that m:1kes Shannon\ 

mc.;thod-. look much like those of Charlie :\ Iunger. 



Worldly Wisdom Updated: Q and A with Charlie 

How rio you and T10rnn f!'i.Ytl!lalt' 011 rtrquisition mnrlirlatd 

"\\'c 'rt: light on financial yard-;rick-;; \\'C apply lots of subjccti,·c criteria: Can we 
tru'>t management? C<tn ir harm our repUtation? \\'hat can go "rong? Do \\"e 
understand the businc<>'>? Docs ir require capital infmion., to keep ir going? 
\\'hat is the expected ca'>h Ao\\? \\"e don "t expect linear gro" th; cyclicality is fine 

"ith us a-. long as the price i-. appropriate." 

What sho11ld a young person look for in a career? 

" I ha,·c three basic rules. leering all three is nearly impossible, bur you should 
cry an~ \\'a~: 

• Don't sell anything; ~<HI \\Ottldn't buy yourself. 

• Don't work for anyone you don"r respect and admire. 

• \\'ork only "·ith people )OU enjoy. 

I ha\'e been incredibly fortunate in my life: with \ \'arrcn I had a ll three.'' 

\ Vhot overall life adcire rio yo11 have for )'OLmg people? 

"Spend each day trying to be a link "·iser than ) ou were when you "oke up. 
Di-;charge your duties faithfully and "ell. Step-by-step you get ahead, but not 
necessaril~ in fast spurts. Bul )OU build discipline b) preparing for fas1t spurts. 
Slug it out one inch at a time, day-b~-day, and at the end of the day-if you li'c 
long enough-like most people, you ,,·ill get out of life what you deserve. 

I ,ifc and its various passages can be hard, brutally han..J. Thc threc things I ha\'C 
found helpful in coping with its chalknges arc: 

• ! Ia' c low expectations. 

• l la,·e a sense of humor. 

• Surround yourself" ith the love of friends and famil). 

A bove all , live w ith change and ada pt to it. If the wodd didn't ch ange, I'd 
still have a twelve handicap." 

"You don't have 10 be brilliam, only a 

little bit wiser than the other guys, on 

average, for a long, long time." 

- Munger 
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his talk was given in 

1996 to the srudents of 

Professor William C. 

Lazier, who was the Nancy 

and Charles l\ f u nger professo r of 

business at Stanford University Law 

School. Because th is talk-published 

in 011tstrmdi11g fttvestor Digest on 

December 29, 1997, and larch n, 
199R-repeats many of the ideas 

and much of the language included 

in other talks, particu larly "Practical 

Thought About Practical Thought?" 

your ed itor has abridged ce rta in 

passages and a<.Jded comments ro 

maintain the logic and Aow of the 

speech. ]~,,·en \\'ith the abridgments, 

this talk includes many unique ideas 

as we ll as farni lia r ones expressed in 

novel ways . 



A Lesson on 
Elementary, Worldly 
Wisdom, Revisited 
Stanford Law School 
Aprill9, 1996 

W
hat I'm going to try to do today is to exte nd 
th e remarks I made tvvo years ago at the 
U.S.C. Business School. .. . You \\ ere assigned a 

rramcript of my C.S.C. talk. And there's nothing T said then that I ,,.otddn't repcat 

roday. Bur I \\'ant to amplify \\'hat I said rhcn. 

II r'sj perfectly clear ... rhar if \\'arrcn Buffett had ncvcr learned anything new 

aftcr graduating from rhc Columbia Business School, Berl,._hire wou ld be a pale 

shadow of its present self. \\'arren '' ould han; gotten rich-bccausc what he lcarncd 

from Ben (;raham at Columbia \\tl'> enough to make anyhod) rich. But he'' otddn 't 

ha\ e the kind of entt:rprise lkrk.,hire H athaway is if he hadn 'r kept learning. 

Ho\\ do you get world ly wisdom? \ \'hat system do you u'>e ro risc into che tiny top 

percentage of the world in tcrrns of ha\' ing sort of an clcmcntary practical wisdom? 

Talk Three 

Hoo,·er Tower, Sranford University 
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A Pioneer in Multidisciplinary 
Thinking: 

Sir William Osler 
( 1849-19 19) 

Sir William Osler, a Canadian phys ician, has 

been called "The Father of Modern Medicine." 

An oulSpoken advocate of"pluralism," like 

Charlie, he constantly warned of the dangers of 

specialization: "The incessant concentration of 

thought upon one subject , however interesting, 

tethers a man's mind in a narrow field." 

O sler studied and taught at McGill U niversity 

in Montreal , Q uebec, where he obtained his 
medical degree. Later he became the first 

Professor of Medicine at j ohns Hopkins 

University in Baltimore. A physician who 

made himself into a literary man, O sler was a 

voracious reader, a prolific aud10r, and a great 

collector of books (at his death, his personal 

library numbered 8,000 volumes). His most 

famous work is the Principles nnd f>mctice of 
Medicint, which appeared in many editions and 

translations for over fifty years. His brilliance 

in reducing compte~ ideas ro simpler forms 

is evidenced in one of Charlie\ favo rite Osler 

quotes: 

"T he very first srcp towards success 

in any occupation is to becom e 

interested in it." 

222 Poor Chm·lie's Almnnnck 

I've long be lien;d char a certain '>)'Stem- which almost any intelligent per.,on 

can learn-\\ ork'i way better chan the <>ysrem<; that most peop le use. t\~ I said ar rhe 

.S.C. Busines'i School, "hac ~ ou need i<> a larricework of mental model-. in ) (ltlr 

head . . \ ntl ~ou hang your aecual C\.pcricnce and your ,·icarious e:xperiencc (chat you 

get from read ing and so forth) on chis larrice\\ork of powerfu l model<>. ,\ ml, \\ lth chat 

system, things gradual!~ ~ec ro fie together in a way chat enhances cognition. 

[Charlie dismssl's St"i-'errd ri thr sprrifir lllt'llta/ models e/aborrttt'd i11 other trd!.·s.j 

Your assigned read ing for coda) included the laresc ann ua l lette r-; from j ack 

We lch and Warre n Buffett relating co Ge neral Electric and Berkshi re Hathaway, 

respecti vely. Jack Welch has a Ph. D. in e ngineering. And \\'a rren plainl y co uld have 

gO(ten a Ph.D. in any fie ld he w~H1tcd to pmsu e. Anrl hnrh genrlemcn arc inv<:rcrarc 

teachers. 

Worldly wisdom is quite acade mic ,,·hen you gee right down to it. Look at" hat 

General Elecrric has achieved- and . for that ma rter, \\·hat Berkshire Hathaway has 

achie,·ed. 

Of course, \\'arren had a profe-,<;or/menror-Ben Graham-for whom he hall a 

great affection. Graham was so academic that \\'hen he graduated from Columbia, 

three differenr academic departments invited him inco their Ph. D . program'> and 

asked him to sta rt teaching immed iate!~ as part of the Ph. D . program: [those 1hree 

ucpamnents being] licerawre, Greek and Larin class ics, and mathematiC'>. 

Graham had a ,·c ry acadt:m ic perso nality. I knew him. lle was a lot like Adam 

Smith-very preocc upied, ve ry brilliant. I lc even looked like an academic. And he 

was a good one. And Gra ham, without ever rea ll y crying to n1aximizc the ga ining 

of wealth , di ed rich- even though he was always generous and spem th i rty~ ca rs 

teaching at Columbia and authored or coauthored the be<>t textbooks in hi s f-Iel d. 

So I \\Otdtl argue that acade mia ha<; a lot to teach about worltl l ~ wisdom and char 

th e best academic ,·alue" real!~ \\Ork. 

O f cou rse. when I urge .1 multidiscipli nary approach-that~ uu \ t: got tu !Ia\ <.:tilt: 

main model-, from a broad array of disciplines and you \ ·e got to U'>C them all- l 'm 

really asking you to ignore juri'>dictional boundaries. 



And the world isn't organized that way. It discourages the 

jumping of jurisdictional boundaries. Big bureaucratic businesses 

discourage it. And, of course, academia itself discourages it. All 

I can say there is that, in that respect, academ ia is horribly wrong 

and dysfunctional. 

And some of the worst dysfunctions in businesses come 

from the fact chat they balkanize reality into little individua l 

departments with territoriality and turf protection and 

so forth. So if you want to be <1 good thinker, you must 

develop a mind that can jun1p the jurisdictional boundaries. 

You don't have ro know it all. Just take in the best 

big ideas from a ll these disciplines. And it's not that hard 

co do. 

I might try and demonsuatc that point by [using 

the analogy of] the card game of contract bridge. 

Suppose you want to be good at declarer play in 

conuact bridge. Well, you know the conrraer- you 

know what you have to achie\"C. And you can count 

up the sure winners you have by laying down your 

h igh C<Jrds and your im·incible trumps. 

But if you 'rca trick or two shon, how arc you going to get the other neeued 

tricks? Well, there arc only six or so differem, standard methods. You've got long 

suit establishment. You\-c got finesses. You've got throw-in p lays. You've got 

crossru ffs. You've got sq ueezcs. Anu you \ ·e got various ways of mislead ing the 

defense into making errors. So it's a very limited number of mode ls. 

But if you on ly know one or two of those models, then you 'n:; going to be a 

horse's paroot in declarer play. 

Furthermore, these things interact. Therefore, you have tO know how the 

mode ls interact. Otherwise, you can't play the hand right. 

Adam Smith 
(1723-1790) 

Adam Smith, born in a 

small village in Scotland, 

was an exceptional student 

and entered the University of 

Glasgow at age fourteen. He 

later attended Oxford, returned home 

to Gla.~gow, and began an academic 

career in logic and moral philosophy. 
His seminal work, The Wealth of 

Nations, remains the fountainhead 

of contemporary economic though c. 
Smith's explanation of how rational 

self-interest drives a free-market 

economy greatly inAuenced thinkers 
and economists in his own day and in 

the generations that followed. H is work 

forms the basis of classical economics. 
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The Little Red Hen is a classic fable 

teaching the value of self-reliance in 

connection with important things. 

Charlie's advice on self-learning is 

reminiscent of Mark Twain's classic line, 

"I have never let my schooling interfere 
with my education." 
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Similarly, I've told you to think forward and backward. \Veil, great declarers in 

bridge think, "How can I take the necessary winners?" Bur they think it through 

backwards, [too. They also think,] "What could possib ly go wrong that could cause 

me to have roo many losetrs? And both methods of thinking arc useful. So [to win 

in] the game of life, get thte needed models into your head and think it through 

forward and backward. \\"hat works in bridge will work in life. 

That contract bridge is so out of vogue in your generation is a tragedy. China is 

way smarter than we arc about bridge. They're teaching bridge in grade school now. 

And God knows the Chinese do well enough when introduced to 

capitalist civi lization. If we con• pete with a bunch of people that 

really know how to play bridge when our people don't, it'll be just 

one more disadvantage we don't need. 

S ince your academic structure, by and large, docsn 't encourage 

minds jumping jurisdictional boundaries, you 'rc at a disadnmtage 

because, in that one sense, even though academia's very useful to 

you, you\·e been mistaught. 

My solution for you is one that 1 got at a very early age from 

the nursery: the srory of the Little Red Hen. T he punch I ine, of 

course, is, "'Then I 'II do it myself: said the Little Red I len." 

"'Then I'll do it myself,' 

said the Little Red Hen. " 

So if your professors won't give you an appropriate multidisc iplinary approach

if each wants to overuse his own models and underusc the important models in other 

discip lines-you can correct that folly yourse lf. j ust because he's a horse's patoot, 

you don't have to be one, too. You can reach our and grasp the mode l that better 

solves the overall problem. All you have to do is know it and de,elop the right 

mental habits. 



And it's kind 

of fun ro sir there 

and ourrhink 

people who arc way 

smarter than you 

are because you've 

trained yourse lf robe 

more objt:ctive and 

mu ltidisciplinary .... 

Furthermore, 

there;: 's a lot of 

money in it-as I can 

testify from my own 

persona l experience. 

I Clwdie /Jef(ills the Com-Cola bNsine.is msr rletailrrl in 'J'a/J· FoNt; ''Pmrtiml ThoNghl 

A boN! Prartimll!toNght . . , mtr! rlismsses the impo11a11re ojjfm:ot:j 

One of my fa,·orite business srories comes from Hershey. They get the:ir flavor 

because they make their cocoa buw.:r in old stone grinders that they started \\'ith in 

the 1 HOOs in Pennsylvan ia. And a little bit of the husk of the cocoa bean winds up 

in the choco late. Therefore, they get that odd fla\'or that peop le like in I Icrshey's 

chocolate. 

Hershey knew enough when they wanted to 

expand into Canada to know they shoulcln)t 

change their winning flavor. 

Hershey knew enough when they wanted to expand into Canada to know they 

shouldn't change their winning fta,·or. Therefore;:, they copied their stone grinders. 

\Veil, it took them five years ro duplicate their own flavor. As you can sec, 1Aavors can 

be quite tricky. 
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Hershey Food Corporation 

Raised in rural central Pennsylvania 

and possessed of little formal education, 

Milton S. Hershey (1857-1945) 
became one of America's wealthiest 

individuals. He starred his own candy 

business, Lancaster Caramel Company, 

in 1876 a11d failed after only six years. 

Undaunted, he tried again and had 

great success. In 1893, he learned the 

art of chocolate making and started 

the Hershey Chocolate Company. As 

the company expanded inro other food 

products, Hershey began w build the 

Pennsylvania mwn that bears his name. 
Hershey's utopian ideas and principles 

continue to influence the company and 
the town. 
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Value Line 

Value Line's mission is "to help investors 

get the most accurate and independently 

created research information available, 

in any format they choose, and teach 

them how to use it to meet their 

financial objectives." In operation since 

1931, Value Line has a solid reputation 

for reliability, objectivity, independence, 

and accuracy. Best known for the Value 

Line Investment Survey, the company 

publishes dozens of print and electronic 

research products. 
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Even coday, there's a companv cal led International Flavors and Fragrances. It's 

the only company I know that docs something on which you can't get a copyright 

or a patent, but which nevertheless receives a permanent royalty. They manage 

to do that by helping compan ies develop flavors and aromas in the ir trademarked 

products--like shaving cream. The slight aroma of shaving cream is very important 

to consumption. So all of this s tuff is terribly important. 

[ CoNtiJIIIiNg the Com-Cola mse Sl11dy, Chotfie l'Xploii!S ho~· 011r tmdrrslalldiNK ofgraphic 

depictio11s of mathnnatiml ideas are rooted iN biology. I 

l\ I y friend, Dr. ;\;at l\ lyhrYold, who's the chief technology officer at l\ I icrosoft, is 

bothered by this. He's a Ph.D. physicist and knows a lot of math. And it disturbs 

him that biology could create a neural apparatus that could do alltomatic differentia l 

equations at fast speed--and, yet, everywhere he looks, people arc roral klutzes at 

dealing with ordinary prolbabilities and ordinary numbers. 

By the way, 1 think ~Jyhnold's wrong to be amazed by that. The so-cal led 

fitness landscape of our ancestors forced them ro know how ro throw spears, run 

around, turn corners, and what have you long before they had to think correctly like 

l\lyhrvold. So I don't think he should be so surprised. However, the difference is so 

extreme that l can understand how he finds it incongruous. 

Mankind invt?nted a system to cope with the 

fact that we are so intrinsically lousy at 

manipulating· numbers. Its called the graph. 

At any rate, mankind invented a system ro cope with the fact that we arc so 

intrinsically lousy at manipulating numbers. Jt 's called the graph. Oddly enough, it 

came out of the ~Iiddle Ages. And it's the only intel lectual im·cnrion of the monks 

during the !\ Iiddle Ages 1 know of that's worth a damn. The graph puts numbers in 

a form that looks like motion. So it's using some of this primiti,·c neural st11ff in your 

system in a way that hdps. you understand it. So the \'alue Line graphs are very useful. 



The graph I \ c distributed is on log paper-which is based 

on the natural rabk of logarithms. t\nd that's based on the 

elementary mathcmatic-. of compound interest- which is onc of 

rhc most imponant modele; rhcrc is on eanh. So there's a rea'>on 

why that graph i~ in that form. 

And if you dr;l\\ a '>traight line through data points on a graph 

on log paper. it will tcll you the rate at which compound intere'>t i., 

working for you. So these graphs are marYelously useful. ... 

I don't usc \'alt1c Li ne's predictions because our system \\'orks 

better fo r us than theirs- in fact, a lor better. But I can't imagine 

nor lul,·ing the ir graphs and their clara. [r's a marvelous, man·clous 

product. ... 

{Char/it' dismssr'.l' lbt' importmm' of lradnnar/.:s to Com-Cola:~ Sllrle.u 

rmd carries it Oi/l'r to r1 rlismssir)}l of food prorlurts and r:anlfltion.j 

~ow. when Carnation tried ro make a deal for its trademark. there 

"·as thi'> one gu~ '' ho '>old Carnation Fish. So help me God, that ""<~'' 

hi'> trade name. Don't a'>k me why. And e,·ery time they'd c;a~. "\\'e 'II 

pa,· you $250,000," he'd ... a~. " I ''ant $400,000.'' And, then, four years 

later, the~ 'd 'ia~. "\\'e'll gi,•c you $1 million,'' and he'd say. " I \\ant $2 

million." And they just kept doing that all the way through. And the) 

ne,·er did bt1y the trademark- at least, they hadn't bought it the la.,t 

time ! looked. 

[n the end, Carnation came to him sheepfacedly and sa id. "We'd like to put our 

qua li ty contro l inspectors into )'Ollf fis h p lan ts to make sure that your fish arc pcrfcct; 

and we'll pay all thc costs"-which he quickly and smirkil~ allowed. So he gor free 

quality control in hi., fi~h plants-courtesy of the Carnation Company. 

This his tor~ o;hO\\.., the cnormous i nccntiYe you create if~ ou gi' c a guy a trade

mark [he can protect! . . \nd thi<> incenti,·e is very useful to the'' ider ci' ili/.ation .. \., 

you see. Carnation got o;o that it \\'as protecting producrc; that it didn't C\'en 0\\ n. 

Carnation C ompany 

In 1899, grocer E. A. Stuart fou nded 

the Pacific Coast Condensed Milk 

Company in the state of Washington 

based on the relatively new process 

of evaporation. Using a local 
tobacconist's store name, Carnation, 

he had a brand for his new milk 

product. Through attention to 

processes and clever marketing. 
Carnation became associated with its 

"Contented Cows" and high-quality 

milk products. In 1985, the compan} 

was acquired by • est!~. 

Talk Thn:e: Stanford l ni' er~il) L:m School ,.\ddrcs~ 227 



Steven Pinker 
(b. 1954) 

Born in Montreal, Steven Pinker 

earned a degree in experimental 

psychology at McGill University 
and then moved on tO Harvard 

for his doctorate. He has taught 

at Harvard and MIT at various 
times and is currently the 

Johnstone Family Professor in 

the Department of Psychology at 

Harvard. Pinker is interested in 

language and the mind, including 

the field of visual cognition. That 

field encompasses the ability to 

imagine shapes and recognize faces 

and objects. He specializes in 

language development in children 

and has written many important 

papers and books on this and other 

topics. 
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That sort of outcome iis very, 'ery desirable [for society]. So there are some very 

fundamental microccononnic reasons whv even communist counrries should protect 

trademarks. They don't all do it, but there are very powerful reasons why they 

should. And, by and large, averaged out around the world, trademark protection's 

been pretty good. 

I Charlie applies various mental modfls to Com-Cola./ 

However, if you don't have the basic models 

and the basic mental methods for dealing with the 

models, then all you can do is w sit there twiddling 

your thumbs as you look at the \'alue Line graph. 

But you don't have to twidd le your thumbs. You've 

got to learn one hundred models and a few mental 

tricks and keep doing it al l of your life. It's not 

that hard. 

And the beauty of it is that most people won't 

do it-partly because they'\'e been miseducated. 

And I'm here trying to help you avoid some of 

the perils that might otherwise resu lt fron1 that 

miseducation. 

OK. We've been through some of the 

general ideas in the search for worldly wisdom. 

And now J wam to turn to something even more extreme and pecu liar 

than the talk I' ve already given you. Of all the models that people ought to ha,·e in 

useful form and don't, perhaps the most important lie in the area of psychology .... 

l recently had an instructive experience: T just returned from Hong Kong. 1 

have a pal there who's a headmaster of one of the leading schools. He gave me 

this book called The Lrmgtmge !mtillct, written by Steven Pinker. Well, Pinker is 

a semanticist professor who rose in the shadow of loam Chomsky- Linguistics 

Institute Professor at \I.J.T- who is probably the greatest semanticist who ever 

lived. 



.\nd Pinker a~ s that human lan~ua~e ability is not ju-.c 

lcarm:d-ic's deeply buried, ro a considerable extent, in 

the genome. It's not in the genom<.: of the ocher animal'>, 

incl11ding the chin1.panzee, co any reall~ useful extent. It\ 

a gift that came ro humans. And Pink<.:r proves his poinr 

pretty well. 

Of cour-.e. Chomo;ky's a I read) prO\ <.:n it. You ha' <.: to be 

prctt~ i~norant nor to rcaliLe that a good deal of language 

ability i-; right there in the human genome. And e\·en 

thou~h yo u ha,·e to ,,·ork like hel l to impro,·e it through 

education, you start with a big kg up in your genes. 

Pinker <.:an't understand wh~ Chom-.ky-who, again, 

i-. •wch a ~enim-rakcs the po-.irion that the jury's <;till 

our about wh) this abilit~ i'> in Lhe human genome. Pinker, in effect, 

((The language instinct got into humans in 

exactly the same way that everything else got 

there-through Darwinian natural selection." 

sa~-.: "Lik<.: hell. the jury is -.rill our! Tht: language in-.cincc got into humans in 

e;...actl) the same way that e,·cr~ thing <.:Is<.: got there-through Dar" inian natural 

selection." 

\\'dl, the junior professor is clearly righc-and Chomsky's ht:sicacion is a little dafc. 

But if the junior profes-;or and I arc right, hO\\. ha-. a g~.:niu'i like Chomsky made 

an ob' iou-; misjudgment? The an'>\\ er\ quite clear co me- Chomsky is passionate I) 

ideological. lie is an extreme egalitarian leftist who happen'> to be a genius. And 

he\'><> -;mart that he rea lized that if he concede:> this particular Darwinian point, the 

implications threaten his leftist ideology. So he natural !) has his conclusion affected 

hy his ideo logica l bias. 

Young Charles Darwin was the unpaid 

"official naturalist" aboard the HMS. 
Beagle during it~ 1831- 1836 around

me-world surveying voyage:. The 

amazing differentiation of ~pecies 

among the G:tlapago< Islands off 

South America inspired Darwin to 

remark, "This appears to be one of 

those admirable pro,·isions of Infinite 

Wisdom by which each created thing 

is adapted to the place for which it was 

intended." 
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"I wear the chain~ I forged 

in life," quoth Jacob 
Marley\ ghost in Dicken~· 

A C!JrishllttS Citro/. 
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And that gets inro another lesson in worldly wisdom: If ideology can 'lcrC\\ 

up the head of Chom<,ky, imagine" hat it does to people like you and me. 

II ea\ ~ ideo lot:.~ i'> one of the most exrreme d istorrers of human cognition. 

Look at rhe~e l'lamic fundamentalists who just gunned down a bunch of 

Greek rouri'>ts '>houring, ··God's ,,·ork!" 

ldcolog) docs some strange thing'> and disrorrs <.:ognirion 

terribly. If you get a lot of heavy ideology young-and then 

~ou '>tart cxpres'iing ir-you are really locking your brain into 

a very unfortunate pattern. And you are going to distort your 

gc ncral cognition. 

If you get a lot of heavy ideology 

young-and then you start 

expressing it--you are really 

locking your brain into a very 

unfortunate pattern. 

There\ a 'cr) interesting history if you rake Warren Buffcn a., 

an cxamplc of worldly wisdom: Warren adored his father-who \\aS 

a womkrful man. Bur \Yarren 's father was a very hea,·y ideologue (right 

wing, it happcncd to bc), who hung around wirh other very hea,·y idcologu<.:s (right 

wing, naturally). 

Warren observed thi'i as a kid. And he decided that ideology was dangerous

and that hc was going to sta) a long way away from it. And he has throughout his 

whole life. That ha-. cnorrnously helped the accuracy of his cognition. 

I learned the same lc'>'iOn in a different way . .\ly father hated idcolog). 

Therefore, all 1 hacl ro do wa-, imitate m~ fathet aml, thctdJ), ~la) 011 "hat I rq~ard a'i 

rhe right path. People likc Dornan on the right or :\ader on the left ha,·e olwiously 



gone a little daft. They're extreme examples of what ideology wil l do to you

particularly violendy expressed ideology. Since it pounds ideas in bener than it 

convinces out, it's a very dangerous thing to do. 

Therefore, in a system of multiple models across multip le disciplines, I should 

add as an extra rule that yo u should be very wary of heavy ideology. 

You can ha\·e heavy ideology in favor of accuracy, diligence, and objectivity. But 

a heavy ideology that makes you absolutely su re that the minimum wage should be 

raised or that ir shouldn't-and it's kind of a ho ly construct where you know you're 

right-makes you a bit nuts. 

This is aver~: compl icated system. And life is one damn relatedness after 

another. It 's all right to think that, on balance, you suspect that Ci\·ilization is better 

if it lowers the minimum wage or raises it. Either pos iti on is OK. Bur being totally 

sure on issues like that \\'ith a strong, violent ideology, in my opinion, turns you into a 

lousy thin ker. So be,\·arc of ideology-based mental misfunctions. 

[Owr!ie laments !tou:_· poorlr th field ofpswholop,y deals m•it!t tllt"ellti'i..:e-mused bias.) 

Another reason that I mentioned Pinker, the semanticist who 

\\'rotc the book that I rold you about earlier, is that at the end of his 

book, he says (rough lv), " I've read the psychology textbooks. And 

they're daft." I le says, "This whole subject is rnisorgani:ted and 

mistaughr." 

Well, I have far less in the way of qua lifications than Pinker. Tn 

fact, T\·c nc\·cr taken a s ingle course in psychology. However, I've 

come ro exactly th e same conclusion-that the psychology texts, while 

thev arc wonderful in pan, arc also s ignificantly daft. 

In fact, just take simple psychological denial. About three 

centu ries before the birth of C:hrist, Ocmosthcnes said, "What 

a man wishes, that also will he believe." Well, Demosrhencs 

was right. 

About three centuries before rhe birth 

of Christ, Demosthenes said, 

"What a man wishes, that 

also will he believe." 
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Michael Faraday 
(1791- 1867) 

Famous for his investigations of physics, 

chemistry, and electricity, Michael 

Faraday's wisdom includes: 

"Nothing is too wonderful to 

be true." 

"Work. Finish. Publish." (his 
advice to the young William 

Crookes, later a famous 

chemist and physicist in his 

own right) 

"The live essential 

entrepreneurial skills for 

success are concentration, 

discrimination, organization, 

innovation, and 

conununication." 

"Why, sir, there is every 

possibility that you wiU 
soon be able to tax it!" (to 

Prime MiniSter William 

Gladstone, on the usefulness 

of electricity) 
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I had a family acqua intance whose 

much-loved son- who was brillianr and 

a sta r footba ll player-Aew off O\·er the 

ocean and never came back. \Veil, his 

mother thought he was sti ll a li ve. The 

mind will sometimes Aip so that the 

wish becomes the belief. It will do so at 

various levels. Indi vid uals vary in how 

much psycho logical den ial they get. But 

miscognition from den ial overwhe lmingly 

pervades the rea lity that you're going w 

have ro deal with. And yet, you won't 

find an adequate treatment of simple 

psycho logica l den ial in p~ychology texts. 

So you can't learn psychology the way your professors teach it. You've got to 

learn eve rything they teach. Bur yo11'\'e got w learn a lot more that they don't 

teach- because they don't handle their own subject correctly. 

Psychology to me, as currenrly organized, is like electromagnetism after Faraday. 

but before ~ l axwell-a lot has been discovered, bm no one mind has put it a ll 

together in proper form. i\nd it should be done because it wouldn't he that hard to 

do-ami it's c:normously imporranr. 

Just open a psycho logy tcxt, turn to the imkx, and look up en\'y. \Vei l, cm·y 

made it into one or two or three of the Ten Con•nu1nclmenrs. ~ l oses knew a ll about 

en\')'. The old J e\\·s, when they were herding sheep, knew a ll about envy. l t's just 

that psychology professors don't know about envy. 

Books that th ick arc teaching a psychology cou rse without en\'y?! And wi th no 

simple psycho logical denta l?! And no ince ntive-caused bias?! 

And psvchological texts don't deal adequately with combinati ons of factors. 

told you ea rli er robe aware of the lollapalooza effect when two or three or more 

forces arc operating in the same d irection. 



\Veil, the single most pub licized psychology experiment ever done is the 

~li lgram experiment-where they asked people to apply what they had erery reason 

to belie1-c \\'as heaYy elecrrieal torture on innocent fellow human beings. ~-\nd thev 

manipulated n1ost of these decent volunteers into doing the tortu re. 

So you can't learn psychology the way your 

professors teach it. You've got to learn 

everything they teach. But you've got to learn 

a lot more that they don't teach-because they 

don't handle their own subject correctly. 
i\ lilgram performed the experiment right 

after Hirlcr had gotten a bunch of believing 

Lutherans, Catholics, and so forth to perform 

unholy acts they should ha1·c known 11·ere 

wrong. lie \\'as crying to find out how much 

authority could be used ro manipulate high

grade people into doing things that were clearly 

and grossly wrong. 

And he gor a ,·cry dramnric cffeLL. H e 

managed to get high-grade people to do many 

awfu l things. 

Ru t for years, it \\'aS in the psychology 

books as a demonstration of authority-how 

authority could be used w persuade people to 

do awfu l th ings. 

Of cou rse, that's mere first-conclusion bias. That's nor the complete and correct 

explanation. Autho rity is parr of it. H owever, there were also quire a few other 

Stanley Milgram 
Experiments on Authority 

Stanley Milgram, born in 1933 in 

New York, grew up during World War 

II when Nazi atrocities became weU 

known to the world. He earned a 

political science degree from Queens 

College and went on to H arvard for 

a Ph.D. in social relations. He took 

a facu lty position at Yale, where he 

conducted a classic experilltenL LhaL 

pitted the subject's moral beliefs against 

the demands of authori ty. 

His experiment found d1at sixty-

live percent of his subjects, ordinary 

residents of New Haven, were willing 

to give apparently harmful electric 

shocks to a pitifUlly protesting victim, 

simply because a scientific authority 

commanded them to, despite the fact 

that the victim did nothing to deserve 

punishment. Milgram's results have 

been used as partial explanation for the 

German atrocities ofWorld War II. 
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psychological principles, all operating in the same direction, that achieved that 

lollapalooza effect prcciselv because they acted in combination toward the same end. 

People have gradually figured that out. And if you read the recent psychology 

texts at a place like Stanford, you'll sec that they've now managed to get it about 

two-thirds right. However, here's the main experiment in all of psychology. And 

even at Stanfon.l, they stilllea\·e out some of the important causes of l\filgram's 

results. 

How can smart people be so wrong? \\'ell, the answer is that they don't do what 

I'm telling you ro do-which is to take all the main models from psychology and use 

them as a checklist in reviewing outcomes in complex systems. 

No pilot rakes off without going through his check list: A, B, C, D .... And 

no bridge player who needs two extra tricks plays a hand without going clown his 

checklist and figuring 

out how ro do it. 

But these 

psychology professors 

th ink they're so smart 

that they don't need 

a c hecklist. But they 

aren't that smart. 

Almost nobody is. Or, 

maybe, nobody is. 

No pilot takes off without going through his 

checklist: A, B, C, D .... But these psychology 

professors think they're so smart that they 

don't need a checklist. 



If they used a checklist, they'd realize the ~Jilgram experiment harnesses 

six psychological principles, at least-not three. Al l they'd haYe to do is to go 

down the checklist to see the ones that they missed. 

Similarly, 'vvithout this system of getting the main models and using them 

together in a n1ultimodu lar way, you'll screw up time after time after time, roo. 

One reason psychology professors so screw up denial is that it's hard to 

do demonstrative experiments without conduct forbidden by ethics. To 

demonstrate how misery creates mcmal disfunction in peop le, think of what 

you'd have ro do to your fe llow human beings. And you'd have to do it without 

te lling them about the injury tO come. So, clearly, there arc ethical reasons why 

it's practically impossible to do the experiments necessary to best lay out the ways 

human misery creates human mental misfunction. 

!\lost professors solve this problem, in effect, by assuming. "Ifl can't 

demonstrate it with my experiments, then it docsn 't exist." Howe\·er. obYiously, 

that's asinine. Jfsomething is \ery important but can't be perfectly and precisely 

demonstrated because of ethical constraints, you can't just treat it like it doesn't 

exist. You have to do the best you can with it-with such evidence as is avai lable. 

Pa\'10\· himse lf spent the last ten years of his life torturing Jogs. And he 

pub lished. Thus, we have a vast amount of data about misery-caused mental 

misfuncrion in dogs-and its correction. Yet, it's in no introductory psychology book 

that you'l l ever see. 

I don't know whether they don't like the fact that Pa\'10\· tortured dog:> or 

whether B. F. Skinner, by overclaiming when he lapsed into his literary mode, made 

the drawing of implications from animal beha\'ior inro hu1T1an behavior unpopular. 

Ho\\'ever, for some crazy reason or other, the psychology books are grossly 

inadequate in dealing with misery-caused mental misfunction. 

You may say, "\Yhat difference docs all this psychological ignorance make?" 

Well, if I'm right, you need these models that arc blanked out by this ignorance. 

And, furthermore, you need them in a form whereby, if there are twenty constructs, 

Portrait of Ivan Pavlov, Mikhail 

Nesrcrov, 1935, The Treryakov Gallery, 
Moscow. 
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The game of persuasion, the 
disreputable sort. 

Elmer Gantry, a novel by Sinclair Lewis 

(1927) and later a fi lm starring Burt 

Lancaster (1960), is a satiric depiction 

of a loud, overbearing huckster. Later 

he becomes a successful but greedy, 

shallow, and philandering minister to a 

large congregation. 
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you have all twenty. In other words, you shou ldn 't be operating with rcn. 

And you need to use them as a checkli st. So you have to go back and put 

in your own head what I'd cal l the psycho logy of misjudgment in a form 

whereby you have all of the important models and you can usc them. 

And you especial ly need them wh e n four or five forces from these 

models come together to operate in the same direction. In such cases, 

you often get lollapa looza cffects-wh ich can make you rich or they 

can ki ll you. So it's essential that you beware of lo llapa looza effects. 

There's only one right way to do it: You have to get the main 

doctrines togcther and usc them as a check list. And, to repeat for 

emphasis, you have to pay special attention to combinatoria l effects 

that create lollapalooza consequences. 

[ C!to rlinlismsses the lad.· of multirlisripli11a r)• leaching i11 the 

projessio11s, I'SfJeciol(l' horc' thl' jielrl of psychology is vi11t{(l/()' ignorer/ in 

academia./ 

combine these forces in a way that makes you 

more effective. 

Let me give you an example of that-of wise psychology of yo re. fn Captain 

Cook's day, he took these long voyages. At the t ime, scurvy was the d read of the 

long voyage. And in scun·y. yo ur Ji,·ing gums putrefy in your mouth-after which 

the disease gets unpleasant and kills you. 

;\ nd being on a primitive sailing ship with a bunch of dying sai lors is aver)" 

awkward business. So everybody was terribly interested in scurvy, but the y didn't 



kncl\\ about' itamin C. \Yell, Caprain Cook, being a -.mart man" ith a multiple

model kind of approach, noticec..l that Durch ships hac..lless !>CUn) than English ships 

on long n>yage!>. So he sa1d. "\\hat arc the Uutch doing that's different?" 

Anc..l he noticed they had all the!->C barre ls of sauerkraut. So he thought, "I'm 

going on d1esc.; long voyages. And it's very dangerom. Sauerkraut may help." So he 

laid in all rhi-. sauerkraut," hich, incidentally, happens w contain a trace of \'ita min C. 

But English sailors were a tough, cranky, and 

dangerous bunch in that day. They hated 

((krauts. " And they were used to their standard 

food and booze. So how do you get such English 

sailors to eat sauerkraut? 

Well, Cook didn't want to tell 'em that he " 'ls doing it in the hope it would 

pre' cnr scur' ~-because th<.:y might mutiny and cake on:r the -.hip if they thought 

that he" a-. taking them on a ,·oyagc '>O long thm scun) \\a'> like!). 

So here\ what he did: Officer-. arc at one pl.lce "here the men could obscn e 

them . . \nd for a long tin"'c, he -.en ed '>aucrkraur w the offic<.:r'>, but not to the men. 

.\nd , th<.:n, final!~. Captain Cook said, "\\'e ll , tht: men can ha' e ir one day a week." 

In due course, he had tht: whole new eating sauerkraut. I regard that as a ,·cry 

constructi,·e usc of clcmcntar~ P'>)cholog~. It may ha,·<.: sa' <.:d God knows how man~ 

li,e-. anc..l cau-.ed God knows hcl\\ much achie,·emenr. llo\\eYcr. if you don't kno\\ 

th<.: right technique'>, you can 'r u-.e them. 

I (:/wr/ir dismsses psydwlof!,im/ dfi'r·t.\ in play in madwin!( of roi!SNIIII'r items, surh as 

Com-Co!rt, Pmf'!er & Gamble produf'ls, Tupper'Z.!'fll'l!, elf'.} 

Captain James Cook 
(1728-1-"'9) 

Born in Manon, England, James Cook 

developed an early fascination for the 

sea and taught himself carrography. H e 

served in the Royal Navy, participating 

in the siege of Quebec City and 

showing a talent for surveying and 

cartography. He mapped much of the 

entrance w the Saint Lawrence River 

during the siege. Later, he m:tppcd 

the coast of ewfoundland, which 

brought him to the attention of the 

Royal Sociery, sponsor of many of his 

great voyages. In addition to having 

first-class cartographic ski lls, Cook 

developed excellent seamanship and 

displayed great courage in exploring 

dangerous locations. Hi~ \O)'ages are 

chronicled in books that were extremely 

popular in his day and remain so today. 
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Serpico 
(1973) 

Serpico was a popular film directed by 

Sidney Lumet, based on the book by 

journalist Peter Maas of a "true story." 

T he plot concerns undercover police 

officer Frank Serpico who does his best 

arresting criminals of all types, but 

especially drug dealers, despite working 

in a corrupt police department. Serpico 

refuses to accept bribes and becomes 

sufficiently appalled ar his shady 

colleagues that he testifies against them, 

thus placing his life in jeopardy. Set in 

the early 1970s, the film makes several 

references tO "hippie" culture and thus 

appears somewhat dated to current 

viewers. AI Pacino appeared in the ride 

role and earned an Academy Award 

nomination for his acting. The film 

was also nominated for a screenwricing 

Oscar. 
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World ly wisdom is most ly very, ,·erv s in1ple. And what l'm urging on you is nor 

that hard to do if you have the will tO plow through and do it. And the rewards are 

awesome- absolutely awesome. 

Bur maybe you aren't interested in awesome rewards or avoiding a lot of misery 

or being more ab le to serve everything you Jo,·c in life. And, if that's yom attiwdc, 

then don't pay attention to what 1 '\·e been trying co tell yo11-becausc you're already 

on the right track. 

It can't be emphas ized wo much that issues of mora lity arc deeply entwin~d with 

world ly wisdom considerations in\'olving psychology. For example, take the issue 

of stealing. A very significant fract ion of the people in the wo rl d wi ll steal if (A) it's 

very easy to do and (B) there's practically no c hance of being caught. 

And once they start ste<l ling, the consistency p rinciple-which is a big part of 

human psychology-will soon combine with operant conditioning to make stealing 

habitua l. So if you run a b usiness where it's easy to steal because of your methods. 

you're working a great moral injury on rhe people who work for you. 

It can't be emphasized too much that issues of 

morality are deeply entwined with worldly 

wisdom considerations involving psychology. 

Aga in , that's obvious. It's , ·cry, very important to create human systems rhar arc 

hard to cheat. Otherwise, you' re ruining your c ivi lization because these big inccnriYCS 

wi ll create inccnrive-caused b ias and people wi ll rationalize that bad behavior is OK. 

Then, if somebody else docs it, now you'\'(; gor at least n.vo psychological 

princip les: incentive-caused bias plus socia l proof. l or o nly that, but you get 

Serpico effects: If enough people a rc profiting in a general social c li mate of doing 

wrong, then they' ll turn on you and become dangerous enem ies if you try and blow 

the whis tle. 



It's very dangerous to ignore these principles and let slop creep in. Powerful 

psychological forces are at work for e\·il. 

How docs this relate to the law business? Wel l, people graduate from places like 

Stanford I ~aw School and go into the legislature . .; of our nation and, with the best of 

motives, pass laws that are easi ly used by peop le ro cheat. \\'ell , there could hardl·y 

be a worse thing you could do. 

Let's say you have a desire to do public service. As a natural part of your 

planning, yo u think in reverse and ask, "\\'hnt can I do to ru in o ur civilization?" 

That's easy. If what you want to do is ro ruin your civilization, just go to the 

lcgislawre and pass laws that c reate systems wherein people can eas ily cheat. It wi ll 

work perfectly. 

' l~tke the \\orkers' compensation system in California. Stress is real. And irs 

misery can be real. So you want to eornpensare people for their stress 

in the workplace. 1t see ms like a noble thing w do. 

Hut the rrouhlc with such a compensation practice is that it's 

practically impossible to delete huge cheating. And once you reward 

cheating, you get crooked lawyers, crooked doctors, crooked unions, 

ere .. participating in referral schemes. You get a rotal miasma of 

disasrrous bcha,·ior. And the behavior makes al l the people doing 

iL ''ur::.t: as Liley du iL. Su )UU \\l:rt: Lr~ill f!, Lu hdp ~uu1 civiliz.miun. 

Bur what you did was create enormous damage, net. 

So it's much better to let some things go uncompensated-to 

let life be h<trd-than to create systems that are easy to cheat. 

Let me gi\·e you an example: l have a friend who made an 

industrial product at <1 plant in Texas nor far from the border. 

He was in a low-margin, rough business. I le got massive fraud 

reached doub le-d igit percentages of payrol l. Anu it was nor th<lt dangerous to 

produce his product. It 's nor like he was a demo lition conrracror or someth ing. 

When the Incentives are Wrong: 
What a Pain! 

Employee fraud in medical disability 

cases is often an outgrowth of hard-to

diagnose complaints such as ever

popular " back pain." But disability 

fraud extends as well to scams 

perpetrated by medlcal practitioners, 

including phantom treatments, 

double billing, wmecessary care, and 

unneeded tests. Charlie's point is 

that me system as designed invites 

cheating and that human beings are 

psychologically predisposed tO commit 
fraud when available incentives 

overwhelm structural checks and 

balances. As he puts it, "If you want to 

change behaviors, you have to change 

motivations." 
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The importance of honesty was 

amplified by the Mormon Apostle 

Mark E. Petersen when he said: 

"Honesty is a principle of salvation 

in the kingdom of God. Just as no 
man or woman can be saved without 

baptism, so no one can be saved 

without honesty." 
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So he pleaded with the 

union, "You\-c gor to stop 

this. There's not enough 

money in making this product 

to cover all of this fraud." 

But, by then, everyone's 

used to ir. "lr's extra income. 

It's extra money. Every body 

does it. It can't be that 

wrong. Eminent lawyers, 

eminent doctors, eminent chiropractors-if there arc any such things-arc cheating." 

And no one could tell them, "You can't do it anymore." Incidenta lly, that's 

Pavlovian mere association, roo. \iVhen people get bad news, they hate the 

messenger. T herefore, it was Yery hard for the union representative to tell all of 

these people that the easy money was about to stop. That is not the way to advance 
. . 

as a un ton reprcsencattve. 

So my friend closed his plant and moved the 

work to Utah among a community of 
believing Mormons. 

So my friend closed his plant and moved the work to Ctah among a community 

of believing Mormons. Well, the l\lormons aren't into \VOrkers' compensation 

fraud-at least they aren't in my friend's plant. /\nd guess what his workers' 

compensation expense is today? It's t\\'O percent of payroll [-down from double

digits.] 

This sort of tragedy is caused by letting the slop run. You must stop slop early. 

It's very hard to stop slop and mora l fai lure if you let it run for a while. 

I Charlie ri<'S<ribes his notion of "depriv<t! s11per reaction sy11drome" tiS it relates to 

r;o mbli11g and thf Ne-a!J Coh debade of !Itt' 111 id-I 980s.} 



Of course, as I said before, there is one big consideration that n<.:<.:ds hug<.: and 

special attention as part of any usc of techniques deliberately harn<.:!>!>ing ckmcnrary 

psychological forces: ,\ nd that ic; rhar once you know how to do it. there arc real 

moral limit'> regarding ho\\ much you should do ir. :\or all of " hat \OU kno" 

ho,,- to do should you usc w manipulate people. 

Also. if you're'' illing co transcend the moral limits and the pcr<,on 

you're tr~ing to manipu late realizes what you're doing becau.,c he al-;o 

understands the psycho log~. he 'II hate~ OlL There is wonderfully 

persuasi,·c c,·idcncc of th is effect taken from labor relations-

so me in Is rae l. So not on ly arc there moral objections, but , 

there arc also practica l objections-big ones in some cases .... 

What makes investment hard, as I said a:t 

U.S. C., is that it's easy to see that some 

companies have better businesses than others. 

But the price of the stock goes up so high that, 

all of a sudden, the question of which sto~ck is 

the best to buy gets quite difficult. 

Q: flo~· rio yo11 inmrpomlt' fJ.I)'titolo[!;y in yo11r im.:eslmmr derisions! I thin!.- il ~·011/rl IN' 

more !han j11s1 pichng j>mrlttt/s thttt zc·ill appml to e-c.Jet)•bor~)' lih Col.:t'. , lfter all, !Ill'!~' rtrf' 

a lor ojsmr111 j>I'O/Jit' 0111 then' zc·ho oltvio11s~)' thinl j 11s/ the u"ay that yo11 shozc·ed11s today. 

So are yo11 loohnf!:forfailtll¥' in !Itt' 1hi11hng of other im;eston ~·hen yo11 go abo111 J?ithnf!: 

s11 a"t's;,fu I to 111 pr 111 i I'S! 

\\'hat make!> investment hard, as I said at l'.S.C.. i~ that it's cas~ to sec that !>omc 

companies ha\ c better bu-.ines~e-. than others. But the price of the -.rock ~~oc-. up so 

high that, all of a -.udden, the question of which srock is the best to bu~ get'> qui tc 

difficult. 

The Univer~ity of Southern California, 

boasting recent back-ro-back national 

football championships, was found ed 

in 1880 and is the oldest private 

research university in the \'V'esL There 

are 16,500 undergraduate and 15,500 

graduate and professional srudenrs 

attending the university. 
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We've neYer eliminated the difficulty of that problem. And ninety-eight 

percent of the time, our ani tude toward the market is ... [that] we're agnostics. 

\Yc don't know. Is Gl\1 valued properly vis-a-vis Ford? \\'e don't know. 

We're always looking for something where we think we have an insight 

which gives us a big statistical advantage. And sometimes it comes from 

psychology, bm oftc:n it comes from something e lse. And we only find a 

fe\\·-maybc one or two a year. \\'e have no system for haYing automatic good 

judgment on all investment decisions that can be made. Ours is a totally 

different system. 

\Ye just look for no-brainer decisions. As Buffett and I say over and over 

again, we don't leap se\·en-foor fences. Instead, we look for one-foot fences 

with big rewards on the other side. So we've Sllcccedcd by making the 

world easy for ourselves, not by solving hard problems. 

Q: Based 011 st.atistiml Olla~rsis a11d imightl 

\\'ell, cerrainly when we do make a decision, we think that we h<l\'e 

an insight advantage. i\nd it's true that some of the insight is statistical in 

nature. llowever, again, we find only a few of those. 

\.\Je just look far no-brainer decisions. As 

Buffett and I say over and over again, 

we don't leap seven-foot fences. 
It doesn't help us merely for f<l\'orable odds to exist. They haYe to be in a place 

where we can recognize them. So it rakes a mispriced opportunity that we're smarr 

enough w recognize. And that combination doesn't occur often. 

Bur it doesn't have to. If you wait for the big opportunity and have the courage 

and \·igor co grasp it firm ly when it arrives, how many do you need? For example, 

take the rop ten business imvestments Berkshire Hathaway's ever made. \Ye would 

be \·ery rich if we'd never done anyth ing else-in two lifetimes. 



So, once again, we uon't have any system for giving you perfect inYestment 

judgment on all subjects at all t imes. That would be ridiculous. I'm just trying to 

g ive you a method you can use to sift reality to obtain an occasional opportunitv for 

rational reaction. 

If yo u take that method into something as compet itive as common stock picking, 

you're competing with many brilliant people. So, even with our method, we on ly get 

a fe\\" o pportun ities. Fortunately, that happens to be enough. 

Q: Ha«;e you bem surres4it! i11 rrmtiiiK all rtlmo~pltere w:ltere people below: you m11 rio tlte 

same tlti11p,:r you're talh11g about rloi11g yot11:1·1'/j.? For exam pie, you taiJ:ed about thl' tmrlmry 

!071!/0 rd~ m 111m i 1m m 1 rm d to JIS istm ry . ... 

t-llostly about the tcrril>\c.; lllistakcs it c a uses you to 111akc. 

Q: H oru· ha·ve you rrmterl a11 tt!IIIOJjJhere romfonoble I mough j for people to aba 11rl011 that 

tmrlmry o11rl or/mit that tltf_l' 've made a mistake.? 

For example, someo11e here earlier tit is yetlrfrom f11tel talhrl about pro/Jiems tltat 

ocmtrfd u::itlt their Pmtitllll rhip. 011f oftltl' most rl([fiot!t thiNgs for them to rio ~:as to tm lize 

tltey 'r/ been goi11g about it the 'lL·rong iuty a11rl tum rotm·e. A11rl its Vfi:J' rlijjimlt to do that i11 

a complex stmrlure. How· do you foster tltat? 

Intel and its ilk create a coherent culture where reams sol\'e difficult problems 

on the cutting edge of scie m:e. That 's r~1 di ca l ly differe nt from Berkshire H~lthaway. 

Be rkshire is a h olding compan y. We've clccenrralizcd all the power except for natura l 

hcadq uarrcrs-type capital allocation. 

By and large, \\'e\·e chose n people we adm ire enormously to have the power 

beneath us. It 's easy for us to get along " ·irh them on a\·erage because we love 

a nd admire them. And they create the cu lture for whatever in ve ntion and reality 

recognition is going on in their businesses. And included in that reality recognition 

is the recognition that previous cone I us ions \\·ere incorrect. 

But \\·e' rc a totally different kind of company. I t's not at all clear to me that 

\Yarren or I wou ld be that good at doing \\·bat Andy Gro\·e does. \Ve don 't have 

OHlY THE 
PARAHOIO 
SDBUIUE 

.. o . •o fiP\Got t H C: e• Ita 
" U .,. , . , ,.,., , .... ..._ .... 

, . " • • ; u, ........ .,.. . 

o • • 1 • • 1 • .. • I 

.. I " • o I I 

Andy Grove 
(b. 1936) 

Born Andras Gr6s in Budapest, 
Hw1gary, Grove earned a bachelor's 

degree in chemical engineering from 

the City College of New York and a 
Ph.D. from the University of California, 

Berkeley. He worked at Fairch ild 

Semiconductor before becoming the 

fou rth employee at the nascent Intel 

Corporation. He became Intel's 

president in 1979, its CEO in 1987, 
and its chairman and CEO in 1997. 
Author of several academic and mass

trade books, his 1996 work, Only the 

Paranoid Survive, was hugely popular. 
Grove continues to work at Intel as 

a senior advisor. This book is on 

Charlie's recommended book list. 
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Catching Up wirh 
George McGovern 

Q: Someone mentioned ro me that 

you tried to open up a bed-and

breakfast, and you ran into a lot 

of rules and regulations that made 

being a small businessman difficult. 

A: I had a 140-room hotel in 
Stamford, Connecticut, for about 

three years, and it just didn't work. 

You know, the hotel business may 

be the most difficult place in the 

world ro make a living unless you 

happen ro own the Waldorf-Astoria. 

I£ was not a success. 

I got sued a couple times by 

people who had accidents, one 

out in the parking lot of the hotel 

and one leaving the restaurant. l 

saw all the difficulties-record

keeping, keeping track of the tax 

applications, paying the help. lr 
gave me a new appreciation for the 
problems of small businesses. 

Saturday, 24 July 2004, Interview 
2004 © by Bill Steigerwald and 

the Pittsbwgh Tribune-Review 
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special competence in that field. \\'e arc fa irl y good at relating ro brilliant people 

we love. Bur we have defects. For example, some regard me as absent

minded and opinionated. I might be a mess at Inte l. 

However, both Warren and 1 are ,·cry good at changing our prior 

conclusions. We work at developing that facility beca use, without it, 

disaster often comes. 

Q: II oNirlyou talk t l lillie bit about yo~tr seeming 1m-dilet1ion aru·ay 

from i11vesti11g i11 high tedmology stod.·s-rm yo11r 0'00'11 pr111 rmrl1he pmt 

of Bed.'shire Hathau:,'ay. 011e ofthf things 1 't·r foulld qr-opmillg a11d a 

littlr sutprisiJig is ho'CJ!.' the d(ffirulties of nmlling a lom'-tech b11si11ess mid those of 

numillf{, o hiKh-tedt busi11fss a ret! 'tall that differmt. 

They' re all hard. But why shou ld it be easy to gee rich? [n a competiti,·e world, 

s houldn 't it be impossible for there to be an easy way for everybody tO get rich? Of 

course, they're all hard. 

And, yes-a low-tech business can be plenty 

hard. just try to open a restaurant and 

make it succeed. 
The reason we're nor in high-tech businesses is that we h;:tve a special lack of 

aptitude in that area. And, yes- a low-tech business can be plenty hard. Just rry tO 

open a restaura nt and make it succeed. 

Q: Yrm seem to !Je suggesti11g that thrre:r sperirt! aptitude req11ired i11 high-tfrh busillfsses

that they're harriet: But t/11'11 't they rq11al~l' diffimlt.~ 

The adnncage of low-rech scuff for us is that we think we unde rstand it fairly 

well. The other stuff we don't. And we'd rather dea l with what we understand. 

Why should we want to play a competiti ve ga me in a field whe re we have no 

advantage-maybe a disadvanragc-insread of in a field where we have a clear 

advantage? 



Each of you will have to figure out where your talents lie. And you'll have to use 

your ac.h·antages. But if you try to succeed in what you're worst at, you're going tO 

have a very lousy career. I can almost guarantee it. 'lo do otherwise, you'd haYe to 

buy a winning lottery ticket or get verv lucky somewhere else. 

Q: 1\onf'll Bu./felt has said that the investme11t Berl.·shire made i11 a11 airli11e was a good 

example of 'ii!:hat 11ot to do. What cltai11 of thinhng led to that w:ro11g rlerisio11? 

We were not buying srock in l lSAir on the theory that the common shareholders 

\\'ere certain ro prosper- because the historv of the airline business in terms of 

raking care of shareholders has been terrible. It was a preferred stock with a 

mandatOry redemption. In effect, we were loaning money to L1SAir, and 

we had this equity kicker. 

\\'e weren't guessing whether it would be 

a great place for the shareholders. \\'e were 

guessing whether it \\"Otdd remain prosperous 

enough co pay off a credit instrument-carrying a fixed dividend and a mandawry 

redemption. And we guessed that the business would not get so bad that \ve'd ha,·e 

a credit threat for which we were nor being ac.lequarely compensated by the high rare 

we were getting. As it happencc.l, USAir went right tO the brink of going 

broke. It " ·as hanging bY a thread for several months. It 's since come 

back. J\nu we'll probably get all our money back plus the whole coupon. 

Bur ir was a mistake. lEdiror's note: Berkshire did indeed come out whole 

on its llSAir in vestment.} 

The history of the airline business in terms 

of taking care of shareholders has been terrible. 

I don't want you to think we have any way of learning or behaYing so you won't 

make a lot of mistakes. I'm just sayin g that you can learn tO make fewer mistakes 

than other people-and how to fix your mistakes faster when you do make them. 

US Airways, like United Airlines and 

several other, smaller carriers, recently 

joined a long list of airlines that have 

sought bankruptcy protection. Other 

notables on the list (historically) include 

Continental, Eastern, and Pan Am. 
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Tbe Card PlAyers, Theodor Rombouts, 

Oil on canvas, Residenzgalerie, Salzburg. 
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Bur there's no way that you can live an 

adequate life without [n1aking] many 

misrakes. 

In fact, one rrick in life is to get so you 

can handle mistakes. Failure ro handle 

psychological denial is a common way 

for people to go broke. You've made an 

enormous commitment to something. 

You\·e poured cfforr and money in. And 

the more you put in, the more rhat rhe 

whole consistency principle makes you 

think," low it has ro work. Jf I put in just 

a little more, then it'll work." 

Part of what you must learn is how to handle 

mistakes and new facts that change the odds. 

Life, in part, is like a poker game, wherein 

you have to learn to quit sometimes when 

holding a much-loved hand. 

And deprival super-reaction syndrome also comes in: You're going to lose the 

whole thing if you don't put in a little more. People go broke that way-because 

they can't stop, rethink, and say, "r can afford to \Hite this one off and live ro fight 

again. J Jon 't have to pursue this thing as an obsession-in a way that will break me.'' 

Q: Coulr/yo11 tal/.· about the thoughts that ru·mt i11to your decision to sfi!•ap your Capital 

Cities stod for Dis11ey mther tha11 tah11g rash. !11 the media, it re•r1s repotterl that you 

me11tio11ed thinJ:iJig about taking the msh. 



Disney's a perfectly mar\'clous company, bm it's a lso very h igh-priced. Part 

of what it does is to make ordinarY mo,·ics-which is not a business that attracts 

me at all. I lowc,·er, part of what Disney has is better than a great gold mine. i\Jv 

grandchi ldrcn-1 mean, those videocassettes ... 

Disney is an amazing example of autocatalysis .... 

They had all those movies in the can. They 

owned the copyright. And just as Coke could 

prosper when refrigeration came, when the 

videocassette was invented, Disney didn't have 

to invent anything or do anything except take the 

thing out of the can and stick it on the cassette. 

Disney is an amazing example of aurocat<Jiysis .... They 

had all those mo\'ies in the can. They owned the copyright. 

And just as Coke could prosper when refrigeration came, 

when the videocassette was im·emccl, Disney didn 't have 

to im·ent anything or do anything except take the thing 

out of the can and s tick it on the cassette. And e\·ery 

parent and grandparent wanted his clcscendems ro sit 

around and watch that s tuff at home on ,·icleocasscnc. 

So Disney got this enormous tail wind from life. And 

it was billions of dollars \\'Orth of tail wind. 

ObYiously, that's a marvelous mode l if you can 

find it. You don't have to invent anything. All 

you have w do is to sit there \\'bile the \\'Orld 

carries you forward .... 

T he Value of a Spouse 

At age 26, Wale Disney was already the head of a 

successful cartoon studio in Hollywood, California. 

But business was less than rosy for the young 

cartoonist, because his p rincipal property, Oswald 

the Rabbit, had just been wrested from his control 

by his financial backers. "Mrs. Disney and l were 

coming back from New York on the train and I had to 

have something I could tell them," he recalled. " I've 

lost Oswald, but I had this mouse in the back of my 

head ... " Walt's new creation was a little mouse in red 

velvet pants named "Mortimer." Walt's wife, Lillian, 

felt that was too pompous a name for such a cute 

character and suggested "Mickey" instead. T he rest is 
Disney history. 
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Frank Wells 
(1932-1994) 

!'resident of the Disney Company until 

his un timely death in 1994, Wells was 

greatly respected. For thirty years he 

carried a scrap of paper in his wallet 

that read, "Humility is the 

essence of life." 
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Disney's done a lot of new things righr. Don't misunderstand me. But a lot 

of what happened to Disney was like what a friend of mine said about an ignorant 

fraternity brother of his who succeeded in life: "He was a duck sitting on a pond. 

And they raised the level of the pond." 

Eisner and 'Neil s were bril liant in how they ran Disney. 

Alit the huge tai l wind from videocassette sales on 

all of the old stuff that was there when they came 

in, that was j11st an auromatic break for the new 

managcmem. 

To be t~t i r, they have been brilliant about 

creating new stuff-like Pocahontas and Tht> /)oil 

King-to catch the same tai lwind. But by the time 

it's done, The Lio11 Ki11ga lone is going to do plural 

bi ll ions. And, by the way, when I say "when it's 

done," I mean fifty years from now or so1T1ething. 

Bur plural bi ll ions-from one movie? 

Q: Could you tall., aboNI YJ;:hy you /t>_(t the /om'.:> 

I had a h uge family. ancy and I supported 

eight children .... And 1 didn't realize that the law 

was going to get as prosperous as it suddenly got. 

The b ig money came into law shortly after T left ir. 

By 1962, I was mostly out. And I was totally out by 

I 965. So that was a long time ago. 

Also, I preferred making the decisions and 

gambling my own money. I usually thought 1 knew 

better than the client anyway. So why shou ld I have to do 

it his way? So partly, it was having an opinionated personality. 

And partly, it was a desire ro get resources permitting independence. 



Also, the bulk of my clients were terrific. B11t there were one or two J didn't 

enjoy. Plus, I like the independence of a capitalist. And I'd always had sore of a 

gambling personality. I like figuring things our and making bets. So 1 simply did 

what came naturally. 

Q: Do yo11 ever gamble Las Vegas-style? 

I won't bet $100 against house odds 

between now and the grave. I don't 

do that. Why shou ld I? I wil l gamble 

recrcationally " ·ith my pals. And f'll 

occasiona lly play a much better bridge 

player, like Bob Han1man, who might be 

the best card player in the world. But I 

know I'm paying for the fun of playing with 

him. That's recreational. 

As for gambling with simple mechan ical 

house odds against me, why in the world 

would T ever 'vVant tO do that- particularly gi\·en how I detest the manipu lative 

culture of legalized gambling. So 1 don't li ke lce;alized gambling. 

And I'm not comfortable in Las Vegas, even 

though it does now include a higher percentage 

of wholesome family recreation. I don't like to 

be with many of the types who hang around 

card parlors and so forth. 

On the other hand, I do li ke the man ly art of wagering, so to speak. And I like 

light social gambling among friends. But I do not like the professional gambling mi lieu. 

In 1931 the Nevada legislature 

approved a legalized gambling bill 

authored by Phil Tobin, a northern 

Nevada rancher. Tobin had never 

visited Las Vegas and said he had no 

interest in gambling. His legislation 
was designed "to raise needed taxes for 

public schools." The same rationale has 
been used to promote state lotteries. 
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"Still the Best" 

"The lmelligent Investor is still the best book on 

investing. It has the only three ideas you really 

need: 

1) The Mr. Market analogy 

2) A stock is a piece of a business 

3) Margin of safety." 

Important Books 
by Benjamin Graham 

Security Analysis ( 1934) 

- Buffett 

The Interpretation of Finrmcial Statemmts (1937) 

World Commodities and World Currency (1944) 

The Intelligent hwestor (1949) 

Bmjamin Graham: 71Je Memoirs of the Dean of 

Wofl Street ( 1996, posthumous) 
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Q: Co!llt!yo11 Sfl)' something obo1tl ho'l!.!: the mllttwl jimd and money 11/fll/{/gemml business 

has changed sina you got into it-and the groru:th of capital !Jitlrhts! 

Actually, I didn't really get into it. 1 had a liulc pri\'atc parmership for fourteen 

years-up until a little over twenty years ago. Ho\\·e,·er, I ne\·cr had enough money 

from other people to amount to a hill of beans-at least by current investment

management standards. So I've never really been parr of the mutual fund business. 

But the money management business has been one of the great growth 

businesses in the recent history of the United States. It's created many affluent 

professionals and multimill ionaires. It's been a perfect gold mine for people who got 

in it early. T he growth of pension funds, the value of American corporations, and the 

world's wealth h<wc created a fabu lous profession for many and carried lots of them 

up to affluence. 

And \Ve deal with them in a variety of ways. However, we haven't been parr of it 

for many years. We've basically inYested our own money for a long, long time. 

Q: Do you r>:..pertthis (bull} nt/1 lo t'Olltintte? 

\\'e ll, I 'd be amazed if the capitalized value of al l American business weren't 

considerably higher twenty-five years from now. And if peop le continue to trade 

with one another and sh ufAe these pieces of paper around, then money management 

may continue to be a marvelous business for the managers. But except for what 

might be cal led our own money, we're rea lly not in it. 

Q: I 'CJ!,'{IS i11terested i11 the evolution ofyour i11vestmmt strategy from W.'hen you first 

begmt- usi11g the Bm Gmhammodel-to the Berhhire Hathawfly model. llouldyou 

recommend that model to tt be[!,illnillf!, i11vestor-i.e., dumpi11g most of it or all of it into one 

oppo11t111ity vse thi11J.' is a J!.reat o11e and leaving it there for dff·ades? Or is that stratef()' real~)' 

for a mort> matttt'f inves!o;~? 

Eac h person has to p lay t he game given his own marginal utility considerations 

and in a way that mkes into account his own psychology. I f losses are going to make 

you miserable-and some losses are ine,·irahle-yOII m ight he wi<>c rn 11 tilize a very 

conservative pattern of investment and saving all your life. So you have to adapt 



your -,uategy to~ our own nature and your own talents. I don't 

think there's a one--,ile-fits-a ll im·estment strategy that I can 

g i' e you. 

\line ''orks for me. But, in pare. that\ becau'>c I'm good at 

taking losses. I can cake 'em p:-.ychologically. ,\nd, be-.ides, I 

han.: \ery few. The combi nation \\Orks fine. 

Q: }'oil and Bt~ffetl !ttti.:l' sairlt!tat Bni:s!tirt:1· stod· is ovn•vttlm'd 

tlllfl)'OII r.::olllrlll I n•mmmt'lld /JI(_l'illf( it. 

\\'e didn't say [we thought it W<l'> O\enalued]. \\'c just said 

that \\'e wouldn't buy it or recommend that our friends bu~ it ar 

the prices then prevailing. But that just related w Bcrh.:-l•i•t:'::. 

intrin-.ic Yalue as it wa-. at that time. 

(): If I ltr1rl t!tr 11/IJJit:\'. I 'ti!'ollld buy it- berause JOII·<.·e bn•11 Stt.l'illg 

!It ttl your ret11ms f!!.•i/lp;o rlo'ti!'ll for tu:·t•lll)' _I'M!:\ .... 

\\'ell, I hope rhat your oprimi'>m is justified. But 1 do 

not change m~ opinion. After all, roda~. "e 'rc in uncharted 

territor). l sometime-, tcll my friends, 'Tm doing the best I 

can. But I've ne\·er grown old before. I'm do ing it for the first time. And I'm not 

-;ure that I'll do it right." 

I sometimes tell my friends, ((I'm doing the 

best I can. But I've never grown old before. 

I'm doing it for the first time. And I'm not 

sure that I 'll do it right. " 

\\'arrcn and I ha\ e ne,·cr been in this kind of terrirory-\\·ith high 'al uations and 

a huge amount of capital. \ \'e\·e ne'er done it before. So" e're learning. 

Cha rli e on Growing Old 
as Best li e Can: 

'"Chmlir. you loo/; '.!.IWI. ! cl ruu --s 

yotmgrr thfl 11 your IIJ.:t. •• 

Charlie: .. That\ p.m of m,· dur~ 

rh is t:1·cn i ng. ro I isrcn w lots of 
fal:wal inaccur~• c:ic~. llur lhank 
~Oll. 
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The Limits to Compounding 

The S24 real e~tare investment by the 

Dutch to buy the island of Manhauan 

would today, b} some estimates, be 

roughly equivalent to S3 trillion. 

Over 378 years, char's about a seven 

percent annual compound rate of 

return. 
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Q: li.<.Jerythillf!,)'0 /1 a11d /Ju.fft/1 say sem1s 

lof!,iml. But it sou11d;,· lil:e r'.\t/(1~1' tht• smm• 

ltmf!,twge that Bm Graham ~·as usillf!, thirty 

ymrs OKO ~·hm he ~·tts sayi11g the stod: marl.·r't 

~Yts rJ'<:ercnlued-~·hm it ~'Its ttt 9t1tJ. 

The wealth of the 

world will compound 

at no such rate. 

Oh, I don't think that'' e share that 

with him. Gn1ham, gn.:at rhot1gh he 

was as a man, had a !>ere\\ loose a-; he 

tried ro predict outcomes for the '>tock 

marker as a whole. 1 n contrast, \\'arren 

and 1 are almost alwa~., agno-.ric a hour 

the marker. 

On the othcr hand, we ha\ e 'iaid that common stocks general!~ ha\ e gencrated 

returns of ten to cle\·en percenr after i nAation for many years and that those return'> 

can't continue for a \Cr) long period. And they can't. It 's simpl) impossible. The 

wealth of the world will compound at no such rare. \ Vhatever experience Stanford 

has had in its portfolio for the laM fifteen yea rs, its future experience is virtually 

certain to be worsc. It may still be o kay. But it's been a hog heaven period for 

inn.:stors o\·er the last fifteen yea rs. Bonanza effects of such scale ca n 't last foreve r. 

Q: Red:shire J' all//t/(/1 l'f/>011 ;;ot a lot of j>rP.ufor bei11K pessimistif' 1111rl for l'.\fJI'fSSIIIf! 

COIIcem about lite shri11l:ii!K pool of oppo111111ilit~'i as the rom pa11y ;;ets bittger rmd bi{!gfl: II 'hnl' 

does thai leat'l' you tnt _l'f'III'S (mm no~·~ 

\ \'e\·e said 0\er and O\'er that ou r future rare of compounding our shareholder.,· 

\\'ealth is going to go do\\ n compared to our past- and that our i~e ''ill be an anchor 



dragging on performance. And we've said over and O\'er again that rhi~ i-.. nor an 

opinion, hut a promise. 

llowcn:r, kr\ ~uppose that \\e ''ere able w compound our prescm book , ·aluc 

at fifteen percent per annum from this point. Th<H would nor be so bad and \\Ould 

work out okay for our long-term shareholder. I'm just sa~ ing that \\C could afford w 

slow down some, as \\C -.urel~ will. and still do okay for the long-term shareholder. 

By the \nl), I'm not promising that we will compound our present book \alue at 

fifteen percent per annum. 

Q: You lall:rrl allo/1/ hou:.· imprn1ttlll il u:.·as 1101 /o hm.:e a11 exlrt'lllf irlt'olo[!J'. II Ita! 

resprmsi!lili~v. frilly. do you 1hi11/: the !lusi/I('SS o11rl legal /'011/J)IIfllilif's httvt'}orhdpinf( i1111rN·i(v 

arMs, sprMrfing lnt' 'tl!.'f'ttl!!t rwrf.w oni' 

Im all for ftxing social problems. Im all for 
being generous to the less fortunate. 

I'm all for fi,ing -.ocial problem~. I'm all for being gencrou'> ro the lc'>'> fortunate. 

:\nd I'm all for doing thing-.'' here, based on a sl ight preponderance of the C\ idence. 

you guess that it's likd~ ro do mort: good than harm. 

\\'l1<1t I'm again'>t i.., being ,·cry confident and feeling th<lt )OU kno\\, for '>ure, that 

your particular inrcn enrion will do more good than harm, gi' en that you're dealing 

'' ith high ly compk:-. syst<.:ms wherein C\'er~·thing is interacting with everything t:lse. 

Q: So /Z!·hal you 'n, .wyinf( is lo/.ittsl mah Sltt'f !hot zll'hol yo" 't'f doing [is rloi11g mon' 

good/ .... 

You can't make su re. That\ my point .... 

On the other hand, I did recent!) rc\-crsc [the conclusions of] two -.cts of 

engineer'>. ! I em did I ha\ e enough confidence in such a complicated ficld to do that? 

\\'ell, you might think, "Oh. this gu~ i!> ju'>t an egomaniac who\ made -.omc mon<.:~ 

and think., he knO\\S C\cr~thing." 

Good Samaritan Hospital of Los 
Angeles, founded in 1885, is a world

class academic medical cemer affiliated 

with the Univer~iry of Southern 

California Keck School of Medicine. 

Performing about 4,200 surgeries and 
receiving 25,400 emergency room visil; 

annually, it is organized as a not-for

profi t corporation. Good Samaritan's 

longtime chairman of the board is 

Charles T. Munger. 
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Jack Welch 
(b. 1935) 

Born John Francis Welch Jr. in 
Massachusetts, Welch earned a Ph.D. 

in chemical engineering before joining 

General Electric in 1960. He worked 

his way up the corporate ladder, 

becoming chairman and CEO in 1980. 

During his rwcnry years of leadership 

at GE, Welch increased the value of the 

company from $13 billion to several 

hundred billion dollars. 
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Well, I may be an egomaniac, but I don't think I know evervthing. But I 

saw huge reasons in the circumstances for bias in each set of engineers as each 

recommended a course of action very advantageo us to itself. And what each was 

saying was so consonant with a natural bias that it n1ade me distrust it. Also, perhaps 

I knew enough engineering to know that [what they were saying] didn't make sense. 

Finally, l found a third engineer who recommended a solution 1 approved. And, 

thereafter, the second engineer came to me and said, ''Charlie, why didn't I think of 

that?"-which is to his credit. It was a much better solution, both safer and cheaper. 

You must have the confidence to override people with more credentials than you 

whose cognition is impaired by incenrivc-caused bias or some similar psychological 

force that is ob,·iously present. But there arc also cases where you have to recognize 

that you have no wisdom to add- and that your best course is to trust some expert. 

ln effect, yo u've got to know what you know and what yo u don't know. \\'hat 

cou ld possibly be more useful in life than that? 

Q: You rlismssNI r:oJ:e :r 
mistah. Do you lttt've any 

thoughts about u!;ltere Apple UJ)fllf 

wrong?" 

Let me g ive you a very 

good answer-one I'm copying 

from Jack Welc h, the CEO 

of General Electric. f Ic has 

a Ph.D. in engineering. He's 

a star businessman. He's a 

marvelous guy. And recently, 

in Warren's presence, someone 

asked him, ''Jack, what did 

Apple do wrong?" 



IIi., am,,er? ··r don't ha,·c an~ '>pccial competence that \\Ould cnabk mew 

answer that question.- .\nd I'll gin: you the ,·ery same an•mer. That's nor a field in 

which I'm capable of giYing you any special insight. 

On the otht::r hand, in copying Jack \Yelch, I am trying co teach yo tl someth ing. 

\\'hen you don't know and you don't have any special compct<.:nce, don't be afraid to 

~a' ~o. 

Thcn.: 's another rypc of pcr.,on I com part: to an e:-.ample from biology: \\'hen a 

bce find'> nectar. it comes back and doc~ a little dance that tell'> the.: re'>t of the hi\'C, 

as a mam.:r of gent::tic programming," hich direction to go and ho" far. So abom 

forty or fifty years ago. some c lever scientist stuck the nectar ~tra ight up. Well, 

the necwr's never straight up in tht: ord inary life of a bee. The nectar's om. So 

the ht:c fin<h the nectar and rcrurn-; to the hi,·e. But it doc.,n't ha,·c the generic 

progmmming to do a dance that '>a~., '>traight up. So what docs it do? 

\\'cll, if it were like Jack \\'clch. it would just sit there. But\\ hat it actually docs 

i'> to dance.: this incoherent dance that gum., thing~ up. And n lor of people art: like 

that bee. '!'hey attempt to answc.:r a question like that. t\nd that is a huge mistake. 

obody C'<pccts you co know eve rything about ncrything. 

I tr~ to get rid of people \\'ho al" a~" confidcnrly an'i\\'Cr q ucstions about "h ich 

the~ don 'r ha\C: an~ real kno\\ ledge. To me, they're like the bee dancing it'i 

incoherent dance. They're ju-,r -,ere" ing up the hi,·c. 

Q: Jl.~ SO/II('() lit> ff.:ho :1· bem i11 !t;e:tt! prtl(1ire a11rl busillt'ss. hO'U!' rlirlyo11 il/('0/pomte, or did 

yo11 inmrpomtr, these models into yo11r lr:e,al pmrtire? A11rl hou." rlir/ it ff.•od:? I Slfsper! 11/flliJ' 

of 11s httVt' sem /m~:ftnlls thrrt rlo11 r t~ppmr to flrlhere to lht'se i'i11rl.~ t~( models. 

\\'ell, the models arc thcrc. Bur just as there arc pen·crse incc.:nri,·t::s in academia, 

there arc pen t::rse incenti\ cs in Ia" firm~. In fact. in some respect". at the law firms, 

it\ much \\Or~e. 

lien.:\ anotht:r model from law practice: \\'hen I \\a'> \Cr) young. my father 

practiced law. One of his best friends, Grant ;\kFaydcn-Omaha's Pioneer Fnrd 

dcalcr- \\'a'> a client. H e was a perfectly marvelous man- n self-made irishman 

Apple Computer 

With the 1976 release of the Apple 1 

by Steven Jobs and Stephen Wozniak, 

Apple Computer was born. Through a 
series of improvements and innovations, 

Apple buih a reputation for quality 

and the user-friendliest computers 

on the marker. In the early 1990s, 

Apple began tO lose its market share to 

Intel- and Windows-based computers. 

Despite what many observers 

maintained was superior technology 

and performance, Apple came close to 

irrelevance because of the marketing 

heft behind the Windo,H-based 

products. In the late 1990s, Apple's 

iMac and PowcrBook products began 

an impressi'c resurgence. The recent 

introduction of the i Pod personal audio 

device has greatly enhanced Apple's 
position in the marker. 
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W. C. Fields a~ The Bnnk Dick ( 1940): a 

quintessen tial, unreasonable blowhard. 
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"·ho'd run away uneduc;ned from a farm as a youth because his father beat him. So 

he made his own '"'~ in the world. t\nd he was a brilliant man of enormou~ charm 

and integrity- just a "onderful, wonderful man. 

In conrra~t. tn) father had another client " ·ho "as a blm' hard, O\ erreaching, 

unfair, pompou'>, difficult man. And I must ha,·e been foum:t:n years old or 

thert:abouts when I asked, "Dad, why do you do so much \\Ork for 1\ l r. X- rhis 

O\'erreaching blo\\'hard- in'>tead of" orking more for wonderful men like Cranr 

~lcFa\'den?" 

~Iy fatht:r said, "Grant \ I<.: Fayden t r<..:ats his employees right, his CLI'>tom<..:rs right, 

and his prob lems right. And if he gets involved with a psychotic, he qu ick ly wa lks 

o,·e r to where the psychotic is and wo rks out an exit as fas t as he can. 'J'hercftlre, 

Grant .\lcF:.~yden doesn 'r have enough remunerative law business to keep you in 

Coca-Cola. But 1\ lr. X is a walk ing minefie ld of\\·onderfu l legal business." 

As you go through life, sell your services once in 

a while to an unreasonable blowhard if that's 

what you must do to feed your family. But run 

your own life like Grant McFayden. That was 

a great lesson. 

T his case demonstrates one of the troub les " ·ith practicing law. ' I(J a 

cons iderable extent, you'r<..: go ing to be dealing with g rossly defective people. T hey 

create an enormous amount of the remunerati,·e law bus iness. And even when your 

own cl ient is a paragon of virrue, you'll often be tlealing \\'ith gross defecti,·es on the 

other side or <..:ven on the bench. That's partly \\'hat drove me our of the profc'i'>ion. 

T he rest "as 111) own greed, but my success in sen·ing greed partly allowed me 

to make easier the proces'> of being honorable and sensible. Like Ben Franklin 

obsen·c;d, "It\ hard for an empty sack to stand upright." 



I'd argu~; that my father\ model when I asked him about the two c licnr:-. \\<1'> 

rotally corr<.:<.:t didaction. lie taught me the right lesson. T he lcs~on? As you go 

through life. -;ell your '>Cn icc!> once in a while to an unreasonable biO\\ haro tl that\ 

"·hat ~ou mmt do to feed your family. But run ~our own lif<.: like Grant :'\lcFa~dcn. 

That wa ... a great lc!)!>On. 

And he taught it in a' cr~ de' cr " ·a~-because instead of ju:-.t pounding it in, 

he told it tom<.: in a \\<1)' that required a slight mental reach. And I had to make the 

reach myself in order w get the idea that I should bcha,·c like Grant \lcFayden. 

And because I had to reach for it, he figured I'd hold it better. And, ind~;ed, 1\·c 

held it al l the way through until today- through all of these decades. Tlu11\ a ,·cry 

ckver teaching method. 

There, again,''<.: 'r<.: talking about e lcmcmary psycho log~. It's ekm<.:nr~try 

literature.:. Good literature makes the reader reach a little for understandin)!;. Then, 

it ,,·orks better. You hold it better. Tc's the commitment and consistency tcndcnc). 

If you\ c rcaciH.:d for it, thc id<.:a 's pounded in better. 

Good literature makes the reader reach 

a little for understanding. If you've 

reached for it, the idea's pounded 

in better. 

As a lawyer or <.:'ccuti\ c, you ' II \\'ant to teach somebody what my 

father taught n1e or m~t) bc you' ll want to reach them sorncthing else. 

And you can usc lessons like this. Isn't that a great ,,·ay to teach a child? 

~Iy father used indir<.:ction on purpose. ,\nd look at how powerfully it 

worked- ! ike Captain Cook\ '' i-;c usc of psychology. I \ e been tr~ i ng 

to imitate Crant :'\lcFa~d<.:n t:\Crsince-foralltT.y life. I ma\ ha\c had 

a fe" lap-,c.,. Bur ar lc:~.;r 1\c hc·cn rrying. 

Good Literature 

Irving Stone 
(1903-1989) 

An American writer known for his 

biographical no,·els of famous historical 

personalities and events, irving Stone 

produced important works that 

included Lust for Life, based on the life 

ofVincent van Gogh ( 1934), The Agony 

and tbe Ecstasy, based on the li fe of 
Michelangelo (1%1), and Origin, ba~cd 

on the life of Charles Darwin ( 1980). 
Jl1en to Jl1atch My Mount11i11s ( 1956) i, 
an often spellbindjng account about the 

bold pioneers who opened the Far West 

and California during the 1840s. 
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Henry Emerson 
Editor and Publisher 

Outsttlnding Investor Digest 

Henry Emerson has spent eighteen 

years interacting with some of the 

world's greatest money managers

including both Warren Buffett and 

Charlie Munger. His indispensable 

newsletter is designed to "bring our 

subscribers the most valuable material 

that we can-the calendar be damned." 

Emerson's publication is a must-read for 

investors of every stripe. 
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Q: tlr rite end ofyour rlltide it1 Ol D, you 

mmrio11erl rhat Oll~l' a selet!fe'&!-' i11vestmmr 

mr111af{ers actually add vallle. ...\'i11re you're 

speahng to fill r111dienre of future lawyers, 

w·hat ru•ott!d you mrolf rage liS to do in order to 

be able ro add ·value iu our profession? 

To the extent you become a person 

who thinks correctly, you can add great 

,·aluc. To the extent you've learned 

it so well that you have enough 

confidence to intervene where it takes 

a little courage, you can add great 

,·alue. And to the extent that you 

can prc\'ent or stop some asininity 

that would otherwise dcstrov your firm, your client, or 

something that you care about, you can add great value. 

And there arc constructive tricks you can use. For example, one reason why my 

old classmate, Joe Flom of Skaddcn Arps, has been such a successful lawyer is that 

he's very good at dreaming up little, vivid examples that ser\'e to pound the point 

home in a way that really works. It's enormously helpful when you're serving clients 

or otherwise crying to persuade someone in a good cause to come up with a little 

humorous example. 

The ability ro do that is a knack. So you cou ld argue that the joe F loms of the 

world arc almost born with a gift. But he 's honed the g ift. 1\nd to one degree or 

another, a ll of you were born with the gift. And you can hone it, too. 

Occasionally, you get into borderline stuff. For instance, suppose you've got 

a cl ient who really wants to commit tax fraud. If he docsn 't push the tax law way 

beyond the line, he can't stand ir. I lc can't shave in the morning if he thinks there's 

been any cheating he could get by with that he hasn't clone. And there arc people 

like that. T hey just feel they aren't living aggrcssi,·c ly enough. 



)au can approach that -; iwarion in either of rwo ways: (A) You can Sa), "I ju'>t 

won't \\Ork for him," and duck it. Or, ( B ) you can say, ·'\\'ell, the circum .. rances of 

my life require rhar I ''ork for him. \nd what I'm doing for him doesn't in,ohe my 

cheating. Therefore, I' ll do ir.'' 

And if you sec he" ancs to do something really srupid, it probably won't" ork to 

tell him, "\\'hat you're doing is bad. I ha,·e better morals than )Ou." 

That offend'> him. ) ou're young. I lc 'sold. Therefore, instead of being 

persuaded, he's more like!) to react with, "\\'ho in the hell arc ~ou co establi!>h the 

mora l code of the whole \\orld ?" 

But, instead, you ca n say to him. "You can't do that without three other pcoplc 

beneath yotl knowing about it. Thcrefore, you're making yourself subject w 

blackmail. You're ri'iking your repuwtion. You're risking yom famil), your money, crc." 

That is likcly ro work. And you 're telling him something that's true. I )o you 

want to <>pend a IOL of timc working for people ,,·here you ha,·c to usc methods likc 

rhar to gcr rhem ro be ha' e wd I? I think the a ns,,·er is no. But if you're hooked " i th 

it. appealing to hi-. inrcrc\t i!> likcl~ ro work better as a marrcr of human persuasion 

than appealing to anything else. That. again. is a powerful P'>~ chological principle 

'' ith deep biological root'>. 

I saw that ps) chological principle totally blown at Salomon. Salomon\ general 

counsel knew that the CEO. Gutfreund, should ha,·e promptly told the federal 

authorities all about Salomon's trading improprieties in which Gutfrcund didn't 

participate and which hc hadn't caused. And the general counsel urged (;utfreund to 

do it. H e told Gutfrcund, in effect, "You're probably nor legally req t1i red to do that, 

but it's the right thing tO do. You really should." 

Bur it didn't \\'Ork. Thc task was easy to put off-because ir was unplca-;ant. So 

that\ what Gutfrcund did-hc put it off. 

And the general counsel had ,-er~ little constituenc~ '' ithin Salomon c•,ccpt for 

the CEO. If the CEO "enr (l<l\\ n, the general counsel \\'as going down wirh him. 

Therefore, hi-; whole career wa~ on the line. So to s<n·e his career, he needed to talk 

John Gutfreund at 
Salomon Brothers 

John Gutfreund, chairman and CEO 

of Salomon Brothers, paid a high price 

for inaction when he was put on notice 

of company misdeeds. In 1991, a 

Salomon trader made an illegal $3.2 

billion bid for U.S. treasury securities. 

Although the transaction was reponed 

to top management only days later, 

Gutfreund did not take the warning 

seriously and failed to report it for more 

than three months. GlHfreund knew 

as soon as the matter came out in the 

press that his delay in reporting h:1d 

torpedoed his thirty-eight-year career 

with Salomon. He called in one of 

Salomon's outside directors , Warren 

Buffett, to save the company and restore 

its reputation. Buffett handled the 

complicated project masterfully, and the 

firm survived and prospered; it was later 

sold for $9 billion to Tra\'elers. 
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March 3, 2004, New York, New York: 

Former World Com CEO Bernard 

Ebbers in handcuffs on his way to court 

for his arraignment after surrendering at 

FBI Headquarters in 26 Federa.l Plaza. 

Ebbers was charged with nine counts of 

conspiracy tO commit securities fraud 

and making false statements to the 

SEC in connection with the collapse 

ofWorldCom. He was found guilty in 

March of 2005 and, as of this writing, is 

headed tO prison, perhaps for life. 

Photo by Allan Tannenbaum I Polaris 
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the dilatory CEO inro doing the 

righr thing. 

It 'vVOuld've been child's play 

ro get char job done right. All 

the general counsel had to do 

was ro cell his boss, "John, this 

situation could ruin your life. 

You could lose your wealth. You 

could lose your reputation." And 

ir would have worked. CEOs 

don't like the idea of being 

ruined, disgraced, and fired. 

CEOs don't /i)~e the idea of being ruined, 

disgraced, anti fired. 

And the ex-general counsel of Salomon is brillianr and generous-and he had 

rhe right idea. Howeve r, he lost his job because he didn't apply a little elementary 

psychology. He failed to recognize that \Yhat works best in most cases is to appeal ro 

' . a mans tnteresr. 

Bur you don't ha,·e to get similarly lousy results when you face s imilar s ituations. 

.lust remember what happened ro Gutfreund and his general counsel. The right 

lessons are easily learned if you 'I I work at it. And if you do learn them, you can be 

especially useful at crucial moments when others fail. And to the extent that you do 

become \\ise, diligent, objective, and, especially ab le ro persuade in a good cause, 

then you're adding \"alue. 

Q: ll'ollldyo11 rlismss hom· the threat of litigatioll-sharelto/der law:suits a11d so jo11h

a11d legal complexity i11 general have a.fferted decisioll-mahiiK in biK b11si11ess? 



\\'ell, e,·ery big business scream!> about irs legal costs, c,creamc, about the amounr 

of regulation, screams about the complexity of its life, scream'> about the plaintiff.,' 

bar-panicularl~ the c lass action plaintiffs' bar. So there's an absolute catechism 

on that \\'here you could just cop) the screams from one corporation to another and 

you'd hard ly have tO change a word. 

But "hut causes the screams has, -.o far, been a godsend for 

the Ia\\' firms. The big Ia" finm ha' e had a long updraft. . \nd 

they no" tend tO kind of cluck like an undertaker in a plaglH.:. 

An undertaker, of course, \\'Ould look \cry unseemly if he \\Cre 

jumping up and do\\'n and playing his fiddk during the plague. So 

Ia\\' firm partners say, "Oh, isn't it sad-all this complexity, all this 

litigation, all this unfairness." 

An undertaker, of course, would look 

very unseemly if he were jumping 

up and down and playing his fiddle 

during the plague. 

Bm, r~.:a ll ~. lit~.:~ 'rc :-umc" hat -.chit.ophrcnic on the -.ubjcct 

hecauc;e it's b<.:<.:n ,·c ry good for [them I. Some recenr California 

initiati' cs created some inre rc~ting conduct. Part of the del'<.:n~e 

bar lobbicd quietly against ce rtain propositions and, effecti,·c ly, 

against their c.:lienrs becausc th C) didn 't wanr their clients to catch 

'em in the process. And the rca'ion that they did so " ·as becaus<.: it 

became harder for piJinriff<> ro bring cases. 

ff~ OU make a )j\·i ng fighting 0\Crreaching and it keeps )'OUr children in school 

and '><>mebody proposes a system that e liminates it-\\'cll, that's an adu lt experience 

and an ad ult choice that you ha ve to make. 

The popular cxpres~ion about fiddling 

during a disaster-commonly applied to 

the Roman Emperor ero--has more 

to do "ith "asring time in frivolous 

pursuits than it docs with playing a 

violin. In fact, the 'iolin, or fiddle 

in the common vernacular, was not 

invented until many centuries after The 

Great Fire of Rome. 
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Officer Daniel Rodriguc-L, Lhe so-called 

"singing cop,~ singing at the 2002 

Winter Olympics lAP photo]. Officer 

Rodrigue"l was a great comfort to New 

Yorkers and America at large in the 

aftermath of U1e 9-1 I tragedy. 
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So big corporarion'l 

adapt. They ha\ e more 

litigation. They haH: 

ro ha,·e a bigger legal 

department. The~ 'l<.:ream 

abour what rhe~ don 'r 

like. Bur they adapt. 

Q: 8111 has11 'tthat lt'Kal 

mmpkrity roi/SIIIIIt'fl a lot 

more ofrompr111ies' reso111n'.r 

over the lmt }f"fi!.' rlemrles? 

The answer is 

yes. There'~ hardly a 

"As a matter of ideology, we're very pro-police." 

corporation in t\mcrica thJt i'ln't spending more on la,,·suits and on compl iance 

with ,·arious regulation~ than it \\as twcnry years ago. And. yc~. some of the ne\\ 

regulation is srupid and fooli'lh .. \nd some was damn well neces'lary. And ir ''ill e\er 

be thus. albeit'' irh 'lome ebb and Aow. 

Q: R 111 hm:t• yo11 Jl'l'll or f'\j)l'rit'llrerl r111y d/(/nge i11 rlerisio11 mah11K at corporations in 

their bt'i11g krs lih~I' IO trtl·e 011 risJ:it•r im:rs/IJ/t'lllsjorfear of fail11re or liabili(l'? 

The on ly pla<.:c l'>aW- \\ ith anodH.:t fric..:ud, uot \Yarren [Buffett]-! was where] 

I was part owner of the hi).!;gcst sha reh o lder in a wmpany that im·enred a bcncr 

police rnan 's helmet. l r was made of Kcvlar or someth ing of that sort. And they 

brought it to us and want<.:d us to !manufacture] it. 

As a mancr of ideology." e 'rc , ·cry pro-po lice. I bel ieve <.:i,·ilization ne<.:tb a 

police force-although I don't bclie,·c in policemen creating roo m<.~ny widows and 

orphans unncccssuril) eithe r. But we like the idea of a better policeman's helmet. 

r lowe' er, we rook one look at it and -;aid to rhc people who im·cntcd it, "\\'c're 

a rich corporation. \\'e can 'r afford to make a better policeman\ helmer. T hat\ ju'>t 



hm' rhc ci\ ili;.arion works. t\11 ri.,k-. considered, it can'r work for U!). Bur we want the 

ci' ili;.arion to han.: rhese." 

"So'' e don 'r maximize what'' c sel l it fo r it. Get somebody else ro make it. T ransfer 

the technology o r whacever to somc.;body who can do ir. Bur we're.; nor going to." 

Thus,'' c didn 't try to disadvantage policemen [by keeping rhcm from] getting 

ne\\ hclmcts. but we decidcd nor ro manufacrure helmets our\ch C\. 

Thcrc arc busine~scs-gi,·en the" a~ rhc ci\ ili;.arion ha" de' clopcd-whcre 

being rhc only deep pocket around i-. bad business. In high '>chool football, for 

example, a paraplegic or quadriplegic will inevitably be crcated occas iona lly. And 

who" ith deep pockets can the injurcd perso n best sue orhcr chan the he ln1 et 

manufacturer? T hen en.:ryom: feel<; sorry, the injuries arc horri ble, and the case is 

dangerous for the manufacturer .... 

I think big. rich corporations arc.; \eldom wise ro make football helmets in the 

kind of a ci' ili1.ation we·re in . . \ nd maybe it shqu(J bc hartler to '>Ucccssfully sue 

hclmct makers. 

I think big, rich corporations are 

seldom wise to make football 

helmets in the kind of a 

civilization we're in. 

I know two different tloctor\-cach of whom 

had a '>Ound marriage. And when the malpractice 

premiums ~ot high enough, the) di' orced their 

wi,·cs and tran..,ferred most of their property to thei r 

wives. And thcy cont inued ro practice-only \\ithout 

malpractice.: ins urance. 

Keeping it Simple 

"The sign above rhe players' 

entrance co the field at otre 

Dame reads ' Play Like a Champion 

Today.' l sometimes joke lhat the 

sign ar Nebraska reads 'Remember 

Your Helmet.' Charlie and I are 
' Remember Your Helmet' kind of 

guys. We like to keep it simple." 

-Buffett 
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British Blockade 
of the French Coast 

(1803-1814) 

Winter in the Bay of Biscay brings 

fe rocious gales, vicious tides, mountainous 

seas, and bitter discomfort for ships' crews. 

As chronicled by C. S. Forester in his 

1/omblolller series, the consequences for 

any ~hip's captain who might allow his ship 

to go aground while on blockade duty were 

se"ere. Regardless of the ci rcumStances, the 

officer faced almost certain court-martial 

and the severest of punishments, C\'Cn 

including death. ot surprisingly, only one 

ship of the line was lost in all those years, 
(lnd sh ~ ran on an u ncharted rock. 
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The~ "ere angry at the ci,·itization. Tht:~ needed ro adapt. 

And they rrusted their" j, es. So that was that. \ nd they\·e not 

carried any malpractice insu rance since. 

People adapt w a changing litiga tion eli maw. They have 

,·ario us \\'ays of doing it. That's how it's always been and how it's 

al\\'ays going w bt:. 

I like the Navy system .... If a captain ... 

turns his ship over to a competent 

first mate in tough conditions and 

he takes the ship aground ... the 

captain's naval career is over. 

\\'h at I pt:rsonally hare most are system~ that make fraud 

easy. Probabl y way more than half of all the chiropractic income 

in California comes from pure fraud. For exan1plc, I have a 

friend who had a little fende r bender-an auto accident-in a 

rough neighborhood. And he got t\n> chiropractor<,' cards and 

one la"ycr\ card before he'd C\'CI1 left the inrcrsectiun. The~ '1 e in the business of 

manufacturing cla ims that necks hurt. 

In c.llifornia, I bclic \'e the Rand Statistics showed th;H we h;n e twice as many 

pe rsona l injuri es per accidenr as in many other s tates. And we aren't gett ing twice 

as much real injury per accide nt. So the otht:r half o f that i-, fraud. People just get 

so that the) think everybody dot:s it. and it's all right ro do. I think it's terrible ro let 

that stuff creep in. 

If I" ere running the ci,·ili t.ation, compensation for stress in" orkcr~· comp 

\\'ould be zero-not because then;'s no work-caused s tress, but becaust: I think 

the net socia l damagt: of allowing s tress to be compensated at all is worse than 



what would happen if a f<;\\ peop le that had real work-caused 5tre-;., injuriL:\ "<;nt 

uncompensated. 

I like th<; '\.a,' '>\\tcm. l f~ou'rc a captain in the 1'\a, ~and you\ c been up for 

t\\'enry-four hour'> '>tmi~hr and ha\e to go ro sleep and you turn th<; '>hip O\'Cr ro a 

comperenr firo;r marc in rough conditions and he cakes the -;hip aground-clear!~ 

through no fault of~our\-thc~ don't court-martial you. bur your na\al career i., mer. 

You can say, ''That's roo rough. That's nor Ia\\" school. That's nor due proccs-;." 

\\'e ll , the :--;a, y model i., bcncr in its contex t than would be the law c;chool model. 

The :'\a,·y model real ly forces people ro pay anenrion when conditions arc rough

b<;causc they know that there's no excuse. 

Napoleon said he liked luckier 

generals-he wasn't into 

supporting losers. Well, the 

Navy likes luckier captains. 

It docsn 'r matter" hy your ~ hip goes aground . 

your career is O\ cr. obody\ interested in your fault. 

It's just a ru le that \\C happen ro ha,·e- for the good 

of all, all effects con~idcred. 

1 like some rules like thm. I think that the 

ci ,·ilization \\'orks bcrrer w ith some of these no-fa ult 

rules. But that stuff tends to be anathema around 

law schools. " It\ not due process. You're nor rea lly 

searchin~ for ju.,ticc." 

\\'ell, I am '><;arching for justice when I argue for 

rhc :'\a,·y rule-for rhc ju-;ricc of fc\\cr ships going 

aground. Con-;idcring the ncr benefit. I don't care if 

Napoleon Bonaparte, Emperor of 

France, acquired control of most 
of western and central Europe by 

conquest or alliance until hi~ defeat 

at the Banle of the 1arions near 

Leipzig in 1813. He later staged a 
comeback known as the Hundred 

Days, before being defeated at the 

Barde ofWarerloo in 1815. This 

painting, Bonnpnrlt' Crossing tbe 

Alps at Cmnd-Snint-Bemnrr/, 

by Jacques-Louis David is in Lhc 

collection of the Chateaux de 

Malmaison et Bois-Preau, Rucii

Malmaison, France. 
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Sheep, blissfully uncomplicated and 

certainly with all the answers they will 

ever need in life, block a country road in 

the Yorkshire Dales in England. 
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one captain has some unfairness in his life. After all, it 's not like he's being co urr

martialed. H e just has to look for a new line of " ·ork. And he keeps ves ted pension 

rights and so on. So it 's nor like it's the end of the world. 

Sol like things like that. I Iowcver, I 'm in a minority. 

Q: f'rl like to hmryott toll.· t~!itt!e bit more about judgmmt. In 

your tct!J.', you said 'a!:e should read the psychology textbooks and take 

thr> jijir>en or sixteen principles that art bfst of the OllfS that mah 

seuse .. .. 

The ones that are obvious ly important and obviou~ l y 

right. That's correct. ... And then you s tick in rhe one5 rhar 

a re ubYiuu::.ly imponam and noL in Lhe buuks-a11d yu u've 

got a system. 

Q: RiKht. , lly problem seems to be the prior step, which is 

rletermi11inr; ~·hich ones ore obvious()' right. Anrlthat seems to me to 

be the more essential q11estio11 to as/.'. 

Well if you're like me, it's kind of fun for it to 

be a little complicated. If you want it totally 

easy and laid out, maybe you should join some 

cult that claims to provide all the answers. 

o, no. You o\·erestimate the <..lifficulty. D o you have difficu lty understanding 

that people are heavily influence<..! by what other people think and what other people 

do- and that some of that happens on a subconscious leve l? 

Q: No, I do11 '!. ft111rlerstonrlthot. 

We ll, you can go right throug h rhc principles. And, one after another, they' re 

like that. It's not that hard .. .. 



Do you have any difficulty with the idea that operant cond itioning works-that 

people will repeat what worked for them the last time? 

Q: it just seems to me like there:f a lot of other thiiiKS o/ltthnr, rts w'fll, that also maJ.·e a 

lo! of sen.1·r. The system w:ould quid·~}' Keltoo mmpliralr>rl, I imagine- as rt restl!t of too Ill lith 

rross-tal/.•. 

\\'ell, ifyou're like me, it's kind of fun for it to be a little complicated. If you 

wane it totally easy and tOta lly laid out, m<tybc you should join some cult that claims 

to pro,·ide all the answers. I don't think that's a good " ·ay to go. I think you'l l 

just haYc to endure the "·orld-as complicated as it is. Einstein has a marvelous 

statement on that: "E,·eryrhing should be made as simple as 

possible, bur no more simple." 

I'm afraid that's the way it is. If there are twenty factors 

and they interact some, you'll just ha,·e to learn to handle 

it-because that's the way the world is. Bur you won't find it 

that hard if you go at it Darwin-like, step by step with curious 

persistence. You 'II be amazed at how good you can get. 

Q: You've given 11s t7bout three of the mode/.-; thrttyou ttse. 1 

r.::ondered 'lJC:here you fotmd the other ones. And, serond, do yo11 !tm.:r 

a11 easier rc·ay for 11s to find them titan going thro11gh a p.~)'(hology 

lextbook? !'111 1101 avn:w to t!oillf!. that, but it taleJ lo11get: 

There are a rehni,·ely sma ll number of disciplines and a relatively sma ll nmnber 

of rruly big ideas. And it's a lot of fun to figure it out. P lus, if you figure it out and 

do the outlining yourself, the ideas will stick better than if you memorize 'em using 

somebody else's cram list. 

Even better, the fun ne,·er stops. I was rniscducatcd horribl y. And I hadn't 

bothered ro pick up what's called modern Darwinism. I do a lot of miscellaneous 

reading, roo. But I just missed it. And in the last ye<tr, I sudden ly realized I was a 

total damned fool and hadn't picked it up properly. So I went back. And with the 

aid of Oawkins-Oxford's great biologist-and others, I picked it up. 

Modern Darwinism or 
Modern Darwinian Synthesis 

The terms, "modern Darwinism" and 

"modern Darwinian synthesis" describe 

work of the late 1930s and 1940s which 

blended the discoveries of geneticists 

and natural historians to determine 

how changes in genes could account for 

evolution of bio-diversity. 
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"Well, it was an absolute circus for me in 

my seventies to get the modern Darwinian 

synthesis in my head. It's so awesomely 

beautiful and so awesomely right (that the 

organism acts, and has evolved, to further 

the interests of its genes). And it's so 

simple once you get it." 
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Remedial 
Worldly 
WISdom 

Well, it was an abso lute circus for me in my seventies co get the 

modern Darwinian synthesis in my head. It's so awesomely 

beautiful and so awesomely right. And it's so simple once you 

get it. So one beauty of my approach is that the fun never 

stops. I suppose that it docs srop e,·enwally when you're 

drooling in the convalescent home at the end. But, at 

least, it lasts a long time. 

If I were czar of a law school- although, of course, 

no law school will permit a czar (they don't even want 

the dean to have much power)-I'd create a course 

that I'd call "Remedial Worldly Wisdom" that would, 

among other usefu l things, include a fair amount of 

properly taught psycho logy. And it might last three weeks 

ora month .... 

Were Charlie to teach a Remedial 

Worldly Wisdom course for law 

students, it would no doubt include 

his "Fundam ental four-djscipline 

combination of math, physics, chemistry, 

and engineering," (see page 313) as 
well as accounting, hlstory, psychology, 

philosophy, statistics, biology, and 

economics. It might, in fact, last 

somewhat longer than "three weeks or a 

month." 
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1 think you could create a course that was so interesting

with pithy examples and powerful examples and powerfu l 

principles-that it would be a rotal circus. And I think that it would make 

the whole Jaw school experience work better. 

People raise thcir eyebrows at that idea. "People don't do that kind of thing." 

They may not li ke the derision that's implicit in the title: "Remedial \Vorldly 

Wisdom." But the title would be my way of announcing, "Everybody ought to know 

this." And, if you call it remedial, isn't that what you're saying? "T his is real ly basic 

and everybody has to know it." 

Such a course would be a perfect circus. T he examples are so legion. 1 don't see 

why people don't do it. They may not do it mostly because they don't want to. But 

also, maybe they don't know how. And maybe they don't know what it is. 

But the whole law school experience would be much more fun if the really basic 

ideas were integrated and pounded in with good examples for a month or so before 

you got inro conventional law school material. I think the whole system of education 

vvould work better. But nobody has any interest in doing it. 



And when law schools do reach out 

beyond traditional material, they often 

Jo it in what looks co me like a pretty 

dumb way. If you think psychology is 

badly taught in America, you should look 

at corporate finance. fodern portfolio 

theory? It's demented! It 's truly amazing. 

I don't know how these things 

happen. 1 lard science and engineering 

tend to be pretty reliably done. Bur the 

minute you get outside of rhose areas, 

a certa in amount of inanity seems w 

creep into acaJemia-even [in] academia 

involving people wirh ,·er~· high LQ.'s. 

But, boy, what a school wou ld be like 

that pounded a lot ofrhe silliness out. 

Bur rhc right way to pound it out is not to 

ha,·e some seventy-plus-year-old capiralisr 

come in and tell seniors, " ] lcrc's a little 

remedial worldly wisdom." This is not 

the way co do it. 

Many of the legal doctrines are tied to other 

doctrines. They're joined at the hip. And, yet, 

they teach you those legal doctrines without 

pointing out how they're tied to the other 

important doctrines. That's insanity

absolute insanity. 
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On the other hand, a monrh at the start of law schoo l that really pounded in the 

basic doctrines .... l\fany of the legal doctrines arc tied to other doctrines. They're 

joined at the hip. And, yet, they teach you those legal doctrines without pointing 

out how they're tied to the other important doccrines?! That's insanity-absolute 

msannv. 

Why do we have a rule that judges shouldn't ta lk about legal issues that aren't 

before them? In my day, they taught us the rule, but nor in a way giving reasons 

tied to the guts of undergraduate courses. It's crazy that people don't have those 

reasons. The human mind is not constructed so that it works well without having 

reasons. You've got ro hang reality on a theoretical s tructure with reasons. That's 

the way it hangs together in usable form so that you're an effective thinker. 

And ro reach doctrines-either with no reasons or with poorly explained 

reasons?! That's wrong! 

Another reason why I like the idea of having a course on remedia l worldly 

wisdom is that it would force more sense on the professors. It wou ld be 

awkward for them to reach something that was contra,·ened by lessons 

that were obviously correct and emphasized in a course named 

" Remedial World ly \\"isdom." Professors doing so would really 

have to justify themselves. 

h that a tota ll y crazy idea? It may be crazy to expect it to be 

done. H owever, if somebody had done it, would you have found 

it usefu l? 

lm always asked this question: "Spoon-foed me 

what you know. " And, of course, what they're 

often saying is, "Teach me now to get rich with 

soft white hands faster. And not only let me get 

rich faster, but teach me Jaster, too. " 



Q: I thin/: it u:_·o,t/d /Jr tt u:_·ondnfu/ thing to have. l 'JJjot1tlllttte~)'. u:_•hrn it:r 

rreatrd, u:_·r u:_·onl !It' hrn' tlll\'111011'. ) o11're proposi11g that this r.!.'OIIIrl br good to lrarh 

peopk in tt mil tXt' form .wit u:_·o11lrl /Jr arressi/J/e to them. Is there any u:_wy tltrtl it 

ro~tlr! be mon• tllre.uilllt• to IIS-otht•r tltanltai:ing to ... 

I get requc'>ts for poimcrs to easy learning all the time. ,\nd I'm tr~ in.e; w 

pro,·idc a little ca'>~ karning wda). Bur one talk like this i<> not the right" a~ 

to do it. T he right "a) w do it \\ould he in a book. 

l hope what I'm sn~ing "ill help you be more effective and better human 

beings. And if you don't get rich, that "·on't bother me. Bu t I'm always asked 

this questio n: "Spoon-feed me what you know." And, of course, what they're 

often saying is, "Tench me no"· to get rich with soft white hands faster. And nor 

only let me get rich faster, bur teach me faster, roo." 

I don't h<n e much interest in writing a book myself. Pl us it would be a lot of 

\\'ork for somebod~ like me to try and do it in my se,·enries . . \ nd I ha\C plcnr~ 

else to do in life. So I'm not going w do it. But it's a screaming opporwnit~ for 

somchm.l~ .. \ nd I'd prO\ ide fumh to support the writing of an appropriate book if I 

found -;omeone "ith the'' i'>dom and the will to do the job right. 

Let me turn w '>ome of the probable reasons for present bad education. Part of 

the trouble is cau'>ed h~ the halkanit.ation of academia. For instance, p'>ycholog) i'> 

most powerful \\'hen combined with doctrines from other academic departments. 

But if your psycho log) professor doesn 'r know the other doctrines, then he: i~n 't 

capable of d oing the necessary integration. 

And how wou ld anyone ge t to be a psychology professor in the first p lace if he 

were good with nonpsychology doctrines and constantly worked nonpS)Cholog~ 

doctrines into his material? Such a would-be professor wou ld usually offc11d hi-; 

peers and '>Upcrior'>. 

There ha'c bccn '>omc fabulou-; p'>~chology professors in thc hi-,tor~ of the 

world. Cialdini of .\ri10na State \\a'> , ·cry useful to me, as wa., B. F. Skinner- for hi., 

experimental rc'>ulr'>. if di' orct:d from his monomania and uwpiani'>m. But a' <.:raged 

B. F. Skinner 
( 1904-1990) 

Born Burrhus Frederic Skinner in 

Pennsylvania to an attorney fin her and 

a strong and intelligent mother, B. F. 

Skinner enjoyed school and did well 

enough to get to college. Following 

graduation, he wrote newspaper 

articles on labor problems and lived 

in Greenwich Village. Tiring of a 

bohemian lifestyle, he decided to 

return to Harvard, where he earned a 

Ph.D . in psychology. Skinner's great 

contributions to psychology are his 

experiments in operant conditioning 

and behaviorism. Operant conditioning 

can be summarized as follows: "A 

behavior is followed by a consequence, 

and the nature of the consequence 

modifies the organism's tendency to 
repeat the behavior in the future. " 
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Yerkes O bservatory 
Universiry of Chicago 

The University of Chicago was founded in 

1890 by the American Baptist Education 

Society and John D. Rockefeller. The 

University, which Rockefeller once 

described as, "the best investmem I ever 

made," now has an enrolln1em of over 

4,000 undergraduates and 9,000 graduate, 

professional and other students. Ir boasts 

more than seventy Nobel Prize winners 

among its faculty members, students and 

researchers. 
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our, I don't believe that psycho logy professors 

in America are people whose alternati\'C 

career paths were in the roughest part of 

physics. And that may be one of the reasons 

why they don't ger it CJuite right. 

The schools of education, even at eminent 

universities, arc pervaded by psychology. And 

they're a lmost an intellectual disgrace. I t 's 

not unheard of for academ ic departments

even at great institutions- to be quire 

deficient in important ways. And including a 

lot of material labeled as psychologica l is no 

cure-al l. 

And given academic inertia, all academic 

deficiencies are , ·ery hard to fix. Do you know how they tried ro fix psycho logy 

at the University of Chicago? Having tenured professors who were terrible, the 

president there actually abolished the entire psychology dcpanmcnr. 

And Chicago, in due course, will probably bring back a new and different 

psychology department. J[ndeed, by now, it probably has. Perhaps condit ions 

arc now better. And I must admit that I admire a college president who wi ll do 

something like that. 

I do not wish to imply in my criticism that the imperfections of academic 

psychology reaching are all attributable to some kind of human fault common only to 

such deparrmcnrs. Instead, the causes of many of the imperfections lie deep in the 

nature of things- in irrita1ting peculiarities that can't be removed from psychology. 

Let me demonstrate by a "thought experiment" involving a couple of questions: 

Arc there nor many fields that need a synthesizing super-mind like that of James 

Clerk 1\ l axwell, bur are destined never ro attract one? And is academic psycho logy, 

by its nawrc, one of the most unfortunate of all the would -be attractors of super

minds? I rhink che answers arc yes and yes. 



One can sec thi s by considering the case of any of the few 

members of each generat ion who can, as fast as finge rs can mo,·e, 

accurately work th rough the prob lem sets in thermodynamics, 

electromagnetism, and physical chemistry. Such a person will be 

begged by some of the most eminent people alive to enter the 

upper reaches of hard science. 

\\'ill suc h a super-gifted person instead choose academic 

psycho logy where in lie verv "" kwaru realities: (A) that the 

tendencies demonstrated by social psychology paradoxically grow 

weaker as more people learn them, and, (B) that cl inical (patient

treating) psyc ho logy has to deal with the awkward rea lity that 

happiness, physio logically measured, is often improved by be lic,·ing thing!> that arc 

not true? The ans\\cr, I think, is plainly no. The super-mind will be repelled by 

academic psychology much as Nobel laureate p hysicist lax P lanck was repelled by 

economics, w he rein he saw p rob le tTIS that wouldn't yield to h is methods. 

Q: 1\'t: tall· a lot abo{(//mdf-o/fs bftv:,•fmthf qt1ali~l' of o11r lijf> a11d ot1r pmjessio11al 

commitmmts. Is there time for a professioNal life, leami11g about these modrls, and doing 

f0•hatever else i11terests you/ Do yo11 ji11d timf to do jufl thi11gs brsides learni11g! 

T\ ·e always taken a fair amount of time ro do w hat I really wanted to do-some 

of which was merely to fish o r play bridge or play golf. 

Each of us must figure our h is o r her own lifestyle. You may want to work 

scvent)· hours a week fo r ten years to make partner at Cra,·ath and thereby obtain the 

obligation to do n1orc of the same. Or you may say, " I'm not will ing to pay that price." 

Either way, it's a rorally personal decision that you have to make by your own lights. 

But, whatever you decide, I think it's a huge mistake not to absorb elementary 

world ly wisdon1 if you're capable of doi ng it because it makes you better able to 

sen·c others, ir makes you better able to scr\'c yourself, and it ma kes life more fun. 

So if you have an aptitude for doing it, I think yo u 'd be crazy not to. Your life will be 

enriched-not on ly financia lly, but in a host of other ways-if you do. 

Max Planck 
(1858- 1947) 

Max Planck, a German physicist-shown 

here with Albert Einstein-is known for his 
work on thermodynamics and radiation. 

His wisdom includes: 

"Science cannot solve the ultimate mystery 

of nature. And that is because, in the last 

analysis, we ourselves are a part of the 

mystery that we are trying to solve." 

"Scientific discovery and scientific 
knowledge have been achieved only by those 

who have gone in pursuit of it without any 

practical purpose whatsoever in view." 

"A new scientific truth does not triumph 

by convincing its opponen ts and making 

them see the ligh t, but rather because 

its opponents eventually die, and a new 

generation grows up that is familiar with 
. " Jt. 

" It is not the possession of truth, but the 

success wh.ich attends the seeking after 

it, that enriches the seeker and brings 

happiness to him." 
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An Obligation to Teach 

"Both Warren and I, in the makeup 

of our personalities and in our ethical 

systems, believe being an effective 

teacher is a high calling. My occasional 

speeches and my allowing this book 

to go forward and \~arren's writing of 

those annual reportS and his occasional 

speeches and his contact with business 

school students-it"s all pan of a 

teaching obligation. Properly done, if 
teaching isn't the highest calling of man, 

it is near it. 

"We think it is such a !ugh 
calling that we subject people 
to it all the time who don't 

have the slightest intention 

of ever learning anything 

from it. Very few people 

have taught with more 

rejection than we have and 

yet maintained as much 

enthusiasm." 

-Munger 

2i4 Poor Charlie's Almanack 

row this has been a very peculiar talk for some businessman to come in and give 

at a law school-some g uy who's never taken a cou rse in psychology telling you that 

all of the psychology textbooks arc wrong. This is very eccenrric. Bur a ll I can tell 

you is that I 'm sincere. 

There's a lot of simple stuff that many of you are 

quite capable of learning. And your lives will 

work way better, too, if you do. Plus, learning 

it is a lot of fun. So I urge you to learn it. 

Q: An you, in rffect,jll/fillinr;your 

re;,jJollsibili!J' to share the 'llt'isdom that you've 

arqu ired over the years? 

Sure. Look at Berkshire Hathaway. 

call it the ultimate didactic enterprise. 

VVarren 's never go ing to spend any money. 

I le's going to g ive it all back to society. I le's 

just buikling a platform so people will li sten 

to his notions. eedless to say, they're very 

good notions. Ami the platform 's not so bad 

e ither. Bu t you co uld arg ue that Warren <lnd 

I are academics in our own way. 

Q: Jfost of 'll!.'hat J'Ofl 've said is Vtl]' 

compelling. And your quest .for knom'lerl[!,e and, 

therefore, commrmd of the human condition a11d 

money are all laudable r;ortls. 

I 'm not s ure the quest for money is so 

la udable . 



Q: IT'e·/1, t!ten- ulldu:rtrmda/J/e. 

That I 'll take. I don't sneer, incidentally, at making sales calls or proofreading 

bond indentures. If you need th e money, it 's fun earning it. And if you have to try 

a bunch of cases in the co urse of your career, you 'II learn something doing that. You 

ought to do something to earn money. Many activities are dignified by the fact that 

you earn money. 

Q: 1 ttltderstolld )'Otll' shptirism about ovet~)' ideo/of!.ical pmpk But is 

therf fill ideo/ogim/ romprmmtto '&C:hat you dol Is there something 

that you're irra1io11al!>' passio11o1e about? 

Yeah, I'm passionate about wisdom. I'm 

passionate about accuracy and some kinds 

of curiosity. Perhaps f have some streak of 

generosity in my nature and a desire to serve 

\'a lues that transcend my brief life. But maybe 

T'm just here to show off. \¥ho knows? 

I believe in the discipli ne of mastering the best 

that other people ha\'c ever figured out. 1 don't belie,·e 

in just sitting do\\'n and trying to dream it all up yourself. 

. obody's that smart .... "The best that is known 
and taught in the world

nothing less can satisfy a 
teacher worthy of the name." 

-Sir William Osler 
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Talk Three Revisited 

W 
hen I gave Talk Three in 1996, I argued that intense political 

an imosity should be avoided because it causes much mental 

malfunction, even in brilliant bra ins. Since then, political an imos ity 

has increased g reatly, both on the left and right, with sad effects on the ability of 

people tO recogn ize reality, exactly as I would have expected. 

atu rall y, l don't like this resu lt. The g rain of my emotio nal nature is to respond 

as Arch imedes might respond if he complained no'v to God: " How cou ld you put in 

those dark ages after I published my form ulas?" Or as !\If ark Twain once complained: 

"These arc sad days in literature. Homer is dead. Shakespeare is dead . And I 

myself am not feel ing at all well." 

Fortunately, I am stil l able to refrain from complaint in the mode of ~ lark Twain. 

After all, 1 ne,·er had more than a shred of an illusion that any views of mine wou ld 

much change the world. Instead, I always knc"· that aiming low was the best path 

for me, and so I merely sought ( 1) ro learn from my betters a few practical mental 

tricks that ·would help me avoid some of the worst n1iscognitions common in my age 

cohort. and (2) to pass on my mental tricks only to a few people who cou ld easi ly 

learn from me because they a lready almost knew what I was telling them. I laving 

preny wel l accomplished these very limited objectives, T sec little reason to complain 

now about the un-wisdom of the world. i nstead, what works best for me in coping 

with all disappointment is what I call the Jewish method: humor. 

As I revisit Talk Three in !\ larch of2006, 1 still like its emphasis on the 

desirabil ity of making hum an systems as cheating-proof as is practicable, even if 

thi s leaves some human misery unfixed. Afte r all, the people who create rewarded 



cheating on a massi' c '>calc lea,·c a trail of super-ruin in their \\'ake, since the bad 

conduct -.pcads by c'amplc and is so 'er~ hard to re,·er-.e. 

And l fond ly recall ' l tdk Three's emphasis on both the life-handling lessons 

I learned from m~ father's friend, Grant lcFaydcn, and one teaching method I 

learned from my fathl:r. I owe a lor w rhe'ie long-dead predecessors, and if you like 

Poor (.'!wrlif ~- .1/mrtlllld.', so do you. 

"The man who doesn't read good 
books has no advantage over the 
man who can't read them." 

-Mark Twain 
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n thic; talk, Charlie explains how he 

makes tleci-.ions anti solves problems 

by taking us :.rep-by-step through a 

diverse '>Ct of "mental models." l ie 

pre-.ents a case -.rud) that asks rhcroricall) 

ho\\ the listener would go about prod ucing 

a $2 trillion business from scratc h, u-.ing as 

his example Coca-Cola. a turall y, he has 

his own solution. apt ro -;trike you a-, both 

hri llianr and perccptil c. 

Charlie's cast: stutly leads him to a 

discuss ion of academia's fai lures and its 

record of ha,·ing produced generation-. of 

sloppy deci-.ion-maker-,. For this problem, 

he has other solutions. 

This talk was delivered in l9W> LOa 

g roup that has a policy of nor publicizing its 

programs. 

Ediror's warning as suggested by 

Charlie: l\llost people tlon 't unders tand 

this mlk. Charlie 'i:.l)'> it was an cxtrcme 

communication failure "hen made, and 

people ha,·e since found it difficult to 

understand evcn when read s lowly, t\1 icc. 

' Jo Charl ie, these outcomes ha,·e "profound 

ed uca tiona I i m pi ica tiom." 



Practical Thought 
About Practical 
Thought? 
An Informal Talk, 
July 20, 1996 

T
he title of m y talk is "Practical rfhou ght 
About Practicall,.hought?"-with a question 
mark at the end. In a long caree r, l ha\'e ass imilatc;d , ·arious 

ultrasimplc general notions that I find helpful in soh·ing problem'>. F i,·e of these 

helpful notion~ 1 will no'' dc,cribc.: .. \ ftcr that. I'' ill p rc<>cnr ro )Oil a problem 

of extreme scale. Indeed. rhe problem wi II im ·olve rurn ing '>tart-up capital of $2 

mi llion into $2 tri llion, a sum large e no ugh to represent a practical achi e ,·c mcnt. 

Then, I wi ll t ry to solve the problcrn , ass iste d by my he lp ful gc m:ml no tions. 

Folio\\ in g that, I will sugges t that riH.:re are impo rtant e ducational impl icat ions in m y 

demon'lrration. 1 wi ll so fi nish because my objecri, ·e is cdw.:ational, m y gam e today 

being a search for better methode; of thought. 

T he fir~r helpful notion i~ that it i ~ usually best to simplif\ problems by deciding 

big "no-hra iner" q uestions fi rst. 

Talk Four 

" \'<lithout numerical 

flu ency, in the part of life 

most of us inhabit, you 

arc like a one-legged man 

in an a;s-kicking contest." 
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Galileo CaJ ilci 
( 1564- 1642) 

Galileo Galilei, born ncar Pisa, 

Ita ly, had early thoughts of joining a 

monastic order. Ultimately, though, 

his interes ts and education turned w 

mathematics and medicine, and he is 

credited with fundamental findings in 

pendulums, gravity, rrnjecwries, and 

many other topics. He constructed 

the fir~t astronomicJ.I telescope and 

used it to discover Jupiter's satellites 

and the Milky Way. In 1633, he was 

brought before the Inquisition in 

Rome, placed under house arrest for 

the remainder of his life, and made m 

renounce his beliefs in ~ol ar-centric 

Cope rnican theory. Despite the trying 

circumstances, he continued work 

on his Discoul'ses and mathematical 

demonstrations concerning the rwo 

new sciences and completed ir in 1638. 

Smuggled out of Italy and published in 

Holland, the Discourusdclincates most 

of Galilee's contributions to physics. 
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The second helpful notion mimics Galilco\ condu ... ion 

that -;cicnrific reality is often n;:\'ealcd only b~ math as if 

math wa'l the language of God. Galileo'!) attitude aho '' ork'l 

well in messy, practical life. \\'ithout numerical fluency, in 

lhe part of life mo~t of us inhabit, ~ou arc like a one-legged 

man in an ass-kicking contest. 

The third helpful notion is that it is not enough to think 

probkms through forward. You mu'it also th ink in rc,crsc, 

ITHH.:h like the rustic who wanted to kno\\ where he was 

going tO die so that he 'd 11C\ e r go there. Indeed, man y problems can't be soh·ed 

forwan.l. And that is wh y rhe great al ge braist Carl j acobi so often said, " Invert, 

a lways invert." And wh y the Pyrhagorcans thought in reverse to prove that the 

square root of two wa-; an irrationa l number. 

It is not usually the conscious malfeasance of 

your narrow professional adviser that does you 

tn. Instead, your troubles come from his 

subconscious bias. 

The fourth helpful notion is that the best and most practical\\ isdom is 

elementary academic wisdom. But there is one extremely important qualification: 

Yo u must think in a mu ltidi..,<.:ip linary manner. You nllrst routinel y 11 se al l th<.: easy-to

learn con<.:e[Jts from the freshman course in C\'ery basic subject. Where elementary 

ideas will serve, your problem sol\'ing must not be limited, as academ ia and many 

business bureaucracies arc limited, by extreme balkanization into di~ciplines and 

subdiscip li nes, with 'ltrong taboos against any \'enrure outside a~~igncd territor). 

Instead, you 111U!)t tlo )Our multidisciplinar~ thinking in accord with Ben Franklin\ 

prescription in Poor Ridlflrrl: " If you wane it done. go. If not. send." 



If, in )Our thinking, you rei~ entirely on others, often throu~h purchase of 

profc-,-,ional ad' icc. \\'hene,·cr outc;ide a '>mall territory of) our O\m. you will suffer 

much calamit) . . \nd it is not just difficulties in complex coordination that \\·ill do you 

in. You wi ll also suffer fron1 the rea l it) c\·oked by the Shavian character who said, 

" In the last ana lysis, eve ry profession is a conspiracy a~a i nsr the laity." Indeed, a 

Sha\ ian character, for once, understated the horrors of somethin~ Sha\\· didn't like. 

It i'> not usually the conscious malfea'>ance of your narro\\' professional adviser that 

doc'> you in. Instead. your trouble-, come from his ubconsciou'> biao;. His co~nition 

\\ill often be impaired. for your purpo-;es. by financial incenti\ e-. differenr from 

)Ours. ,\nd he will also suffer from the psychological defect cau~ht by tht: pro,·erb: 

"To a man \\·irh a hamn1er, e\'ery prob lern looks like a nai l." 

The fifth helpful notion is that really big cfft:crs, lollapa loot.a <::ffcu:s, 11 ill often 

come only from large combinationc; of factors. For instance, tuberculosis was tamed, 

at lca'>t for a Jon~ time. on I~ b~ rominc. combined usc in each ca'>e of three differenc 

drug'>. \nd othcr lollapaloo/.a effect'>. like the flight of an airplanc, follow a similar 

pancrn. 

It is now time to present my practical problem. 

And here is the problem: 

lr ic, 1HH4 in Atlanta. You arc brought, along with 

t\\Cnt~ other-, like you. before a rich and ccccmric 

t\rlanta citi/.en named GlotL Both you and Glotz 

share t\\o characteri~tics: First, you routinely usc 

in problem soh-ing the five he lpful notions, and, 

second, you know all the elementary ideas in all the 

basic colle~c courses, as taugln in 1996. I lo\\·e\·er, 

all di'>cm erers and all example'> demonstrating the'>e 

clemcmar) ideas come from dare before 1884. 

:\'either you nor Glotz kncms anythin~ about anything 

that has happened after 1884. 

Pythagoras 

and Irrational Numbers 

Pythagoras (582-496 BC), an Ionian (Greek) 

malhematician and philosopher known as "the 

father of numbers," is ofrcn credited with the 

discovery of irrational numbers. More likely 

though, the credit belongs ro one or more of 

his followers, the Pymagoreans, who produced 

a proof of the irrationality of the square root of 

two. Bur Pythagoras, believing that numbers 

were absolure, rejected irrational numbers and is 

said to have sentenced their leading proponent to 

death by drowning for his heresy. 

Generally, an irrational number is any real 

number that cannot he written as a fractio n "alb," 

with "a" and "b" integers. and "b" not zero. For 
a number to be irrational, its expansion in any 

given base (decimal, binary, etc.) ne,er ends and 

never enters a periodic panern. 

Pythagoras ar The School of Athens (detail) 1509 

Fresco, Vatican, Raffello Samio. 
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Roman Drachma 

The drachma was originally a unit of 

currency in Classical Greece. The word 

derives from the verb "to grasp." The 

drachma was also used in Ancient Rome 

in the third century BC and later. Most 
historians say one Roman drachma was 

equivalent to a day's wages for a laborer. 

Currency Depreciation 

A nation'~ currency depreciates with 

respect to another when it~ value falls in 
terms of the other. 
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Glotz offers to imcsr rwo million 1H8-l dollars, yer rake only half the equit), for 

a Glotz Charitable Foundation, in a new corporation organized ro go into the 

non-al<.:oholic beverage bu-,inc'>'> and remain in that busincs'> only, t(He\cr. 

Glou ''ant'> to li'>C a name that has somcho\\· charmed him: Coca-Cola. 

The other half of the new corporation's eq uit) will go to the man 

'' ho moo,t plau'>ibly demon'\trates that his businc'>'> plan "ill c.tuse 

Glou;\ foundation to be worth a trillion dollars 150 )ears later, in 

the money of thar later time, 203-l, despite pa) i ng out a large rart 

of its earnings each year as a dividend. This will make the'' hole 

new corporation worth $2 trillion, even after paying out many 

billions of dollars in dividends. 

You have fifteen minutes w make your pitch. \\ 'hat do you say 

to G lot/.? 

Here i-, my solution, my pitch to Glot/., using on I) the helpful notions 

and what ever) bright college <;ophomore should know. 

\Yell. Glotz, the big "no-hraincr" decisions that, ro simplify our problem, should 

be made first arc a'> follow<,: Fir'>t. '' e arc ne,·cr going to create <;omcthing '' onh 

$2 trillion h~ selling '><>111<.: generic beverage. T herefore, we must make )OUr name, 

"Coca-Cola." into a '>trong, legally protected trademark. Second. we can get to 

$2 trillion only by starting in ,\rlanca, then SLHx:eeding in the rest of the Llnitctl 

States, then rapidly succeeding with our new beverage all over the world. This\\ ill 

require developing a product having universal appeal because it harnesses powerful 

elemental forc~s. 1\nd th<.: right place to find such powerful elcmcmal forces is in the 

subject matter of clement~try academic courses. 

\Vc will next usc numerical Auenc~ to ascertain what our target implies. \\'~.:can 

guess n.:a~onabl~ that by 2034 there will he about eight billion bc,·eragc con'>umcr'> 

in the ''orld. On tt\'Crage, each of these consumers will be much more prosperous in 

real terms than the a\ cragc con'>umer of 1 H8-l. Each consumer i~ compo'>ed 1110'>tl~ of 

water anclmu-;r ingc'r about 'i\.ty-four ounces of,,ater per tlay. This is eight, eight-



ounce '>ervings. Thu , if our ne\\ he' erage. and other imirati\ c be\ cragcs in our nc" 

market, can Aa,·or and othcm i'>C impro,·c only twent) -fi, e percent of ingested water 

world" id<.:, and we can occup) half of th<.: new world market,\\'<.: can sell 2.92 trillion 

cight-ounc<.: s<.:rvings in 2034. t\nd if"e can then net four cents per serving, we will 

earn $ 11 7 bi ll ion. This wi ll be eno ugh, if our busin<.:ss is still growing at a good rate, 

to make it easily worth $2 tri llion. 

A big quc-.tion, of course, is" hcthcr four cents per sen ing is a reasonable 

In essence, we are going into the business of 

creating and maintaining conditioned reflexes. 

profit target for 2034 . And the all'>\\ er is yes if we can create a be' erage with strong 

uni' cr'>al appeal. One hundred lift~ ~car'> is a long time. The dollar, like the 

Roman drachma, will almo~t -,urcl~ '>uffcr monetary depreciation. Concurrentl). 

real purchasing po"·e r of the <n·erage ben:rage consumer in the world" ill go way 

up. H is proc livity to inexpensi\Cl) impnl\'c his experience wh ile ingestin~ \\'atcr 

will go up considerably faster. ,\lcanwh ile, as technology improves, thL: cost of our 

simple product, in units of comtant purcha.,ing po\\'er, wi ll go do\\'n. All four factors 

"iII "ork together in fa\ or of our four-ccms-per-sen·i ng profit target. Worldwide 

bc,·erage-purchasing po\\'er in dollars "ill probabl~ multiply b~ a facwr of at least 

fort) ()\ cr 150 ~cars. Thinking in r<.:\ er'>e, this makes our profit-per-sen·ing target, 

Ivan Pavlov 
(1849- 1936) 

Ivan Pavlov was born in cenual Russia and artended seminary until age twenty-one, when he abandoned 

theology in favor of chemistry and physiology. Earning his M.D. in 1883, he excelled in physiology and 

surgical techniques. Later, he studied the secretory activity of digestion and ul timately formulated the laws of 

condirioned reflexes. 

Pavlov's most famous experiment showed that dogs tend to salivate before food is actually delivered to their 

mouths. T his result led him to a long series of experimentS in which he manipulated the stimuli occurring 

before the presentarion of food. He thereby established the basic laws for the establishment and extinction of 
what he called "conditional reflexes," later rnistra.uslau::J from d1e o• igiual Russian a$ "condjtioned reflexes." 

He was awarded the Nobel Prize in 1904 for his work on digestive secretions. 

"If you get to thinking you're a 

person of some influence, try ordering 

somebody else's dog around." 

- Will Rogers 
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Have a ((Coke"= Good winds have blown you here 

• •• a Wei)' to stzy 111Vc ore [ric11ds" I() the Chinese 
'" (u -<'lf plocu, wi-.<D Co.:.a .("..,:., ;. nn ,, ,,.J ) ') (Jnd i: 14Colce" = enc •. c-~. 
C~tn<'nll~ fr~nd>ho"' (~, •• li~htoftr. o:><D, C"nuu ko.., 
0<~-<.M.a fr- T .... ~., ro SJ,...,JI)u<.. ;.....,. ~ JC,..,~ to 

T"'"'ua. To 0......~ ond 'toni.. ~J c, llo•r • •·(".,i,• aoe 
-L.,.o•r ,.,,..)._ ·n,.,. l-clonJ ..,.,, (ri<-nd ~• and (,...J..o\. 

Fr<'tft A tl.ar.a ro the ~''' s.-~ •. Cou C,..,J. >tonds for 
w 1'-' t4.t ~rf~·."- )u, ~ • ') .... bol ol r.ooJ ,.i:J 
AmOn' the fmr.dl) -mi11dr,l. 

• • • 
o.. JJ•-~ ......... Jr~,..J.~ ,~...., •r • ·•• t":.,r..l4 ..._ .~ .. 
,.,_,_ c., .. r.,t., A.tf.mo •rW.rml<• ...... W1 j,,. •.\:•:' r .... 
.. ri • •"• ('".......,.( ",./1 ~ If Itt ; ·~tlt.J 'idt •"W 1\t 1;11 ... t it)' ..,:,. .. ~ 
.,.J ..,.,. J.J. -.J ""• 
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under I HH4 conditions, a mere one fortieth of four 

cent'> or one rcnrh of a cent per '>en inp;. T his is 

an c<J"y-to-excccd ta rget <JS we -;mrr our if our new 

product has uni,·ersal appeal. 

' ( 'hat decided, we muse next solve the problem 

of im enrion to create universal appeal. There are 

t\\O intertwined challenp;cs of large -.ca lc: First. o\·er 

150 years. \\C must cause a ne\\ -bc,crap;c market 

to :l'>'>imilare about one-fourth of the" orld's water 

inp;c-;cion. Second, we muse -;o operate chat half 

"I want a can of Coke within 
arm's reach of every American 
serviceman-something to 
remind him of home. " 

Du•ight D. Eisenhotvcl; Supmne Allied Com-
11/tlllder. World W'ltr li 

the ne'' marker is ours while all o ur competitors 

combined arc left ro share the remaining half. These 

result'> arc lollapalooza res ults . . \t:cordingly, we 

mu'it arrack our problem by causing C\'ery favorable 

factor we can think of to work for""· Plainly, only 

a powerful combination of man) factors is likely 

to cause the lollapalooza consequences we desire . 

Fortunatcl), the solution to the!>e intertwined 

problem'> turns om co be fairl~ ca'>) if one has sta~ ed 

awake in all the freshman cour~C'>. 

Lcc us stare by exploring the conseq uences of our 



simplil\ inl!: "no-brainer" dcci-.ion that we must rely on a -.rrong trademark. Thi'> 

condu!>ion automatically lead'> to an understanding of the c-.-.enn: of our business 

in proper demcntary academic tcrm .... \Ye can sec from the imroducrory course 

in pS)chology that, in essence, we arc going into the business of creating and 

maintaining conditioned reflexcs. The "Coca-Cola" trade nanH.: and tratle tlrcss \\'ill 

act as rhe '>timuli, and the purchase and inge-;tion of our be,·erage \\'ill he the desircd 

responses. 

The ((Coca-Cola" trade name and trade dress 

will act as the stimuli, and the purchase and 

ingestion of our beverage will be the 

desired responses. 

And ho\\ doc~ one create and maintain conditioned 

reflexes? \\'ell, the psychology text g;i,·cs two answers: (I) by 

operant conditioning <111d (2) by cla.,-;ica l cond itioning, often 

calico Pa,· lcn ian conditioning to honor the grcar Russian 

scienri-.r. And, since" c \\'ant a lolbpalooza result, we mu-.c 

usc both conditioning tcchniquc'>-and all we can im-cnt to 

enhance effects from each technique. 

The operant conditioning part of our problem is easy to 

soh c. \\'<.: nc<.:d only (1) maximize r<.:wards of our be,·crag<.:\ 

ing<.:'ition and (2) minimize possibilities that desired reA<.:xc-;, 

once created by us, "ill be extinguished through operant 

conditioning by proprietor'> of comp<.:ting products. 
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For opcram conditioning rewards, there are only a few categoric-. wc will 

find practical: 

(I) Food 'alue in calories or other inputs: 

(2) Fla\'Or, texture, and aroma acting as stimuli to consumption 

und<.:r neural preprogramming of man through Dam in ian nurural 

selection; 

(.)) Stimulus, as by sugar or caffe ine; 

(-f.) Cooling effect when man is roo hot or warm ing effect 

when man is wo cool. 

Wanting a lu llapaluu.La rcs ull, we will nacu ra ll y include 

reward'> in all the categories. 

' IC> start out, it is easy ro decide to design our bc,·cragc for 

consumption cold. T here is much less opportunity, without 

ingesting be' cmgc, ro coumcract excessi,·e heat, compared "ith 

cxccssi'c cold. \loreo,er, with excessi,·e heat, much liquid must be 

consumed, and the rc,·erse i-, not true. It is also cas) to decide to include 

both sugar and caffeine. ,\ ftcr all, tea, coffee, and lcmonadc arc aln:ad) 

A competing product, if it is never tried, can't 

act as a reward creating a conflicting habit. 

Every spouse knows that. 

widely consumed. i\nd, it i-. also clear that we must be fanatic about determining, 

through trial and error, Am or and other characteristics that wi ll maximize human 

pleasure while taking in the ..,ugarcd \\'atcr and caffeine we will pro' ide. ,\nd. ro 

counteract po;;-;ibilitie.., that desired operant-conditioned reflexes, once crc<Hcd b) us, 



will be extingui~hcd by operant-conditioning-employing competing products, there 

is al'io an ob,·ious ans\\cr: \Yc \\'ill make;: it a pennancnr ob~e'>'>ion in our company 

that our lx:.,crage, as fast as practicable,'' ill at all times be available everywhere 

throughout the world. Aftc:..:r all, a competing product, if it is never tried, can't act as a 

reward creating a conHicting habit. E \·ery spouse knows that. 

\\'e must next consider the Pavlovian conditioning ''e mu'>t also usc. In 

Pa\'lcl\ ian conditioning. powerful effect'> come from mere avwciation. The nt:ural 

sysu:m of Pa' IO\··s dog causes it to '>ali' ate at the bell it can't cat. \nd the brain of 

man ) e;Hn'> for the type of he\ cragc held by the prctt) ''oman he can't hm·c. And 

so, Clotz, ,,.c must use every sort of dc<.:cnt, honorable Pa\ lc)\·ian <.:onditioning we can 

think of'. For as long as we arc in business, our beverage and irs promotion must be 

associated in consumer minds with all other things consumers like or admire. 

The brain of man yearns for the type of 
beverage held by the pretty woman he 

can't have. 

Such cxtcnsi,·c P:.tdcl\·ian conditioning will cost a lor of n1onc), particular!) 

for ath cni.,ing. \\'c will spend big monc~ a'> far ahead as ,,.e can imagine. Bur the 

money'' ill be effeeti\'ely spent. • \., \\C expand fast in our nC\\ -beverage;: market, 

our competitors will face gross disad\'antagcs of scale in buying advt:rrising to create 

the Pav lovian conditioning they nc<.:d. And thi!i outcome, along with other \'olume

creates-powcr effects, should he lp us gain and hold at least fifty percent of rhe new 

market e\'crywhcre. Indeed, prO\ idcd buyers arc scattered, our higher volumes will 

gi,·e u<> , ·cry extreme cosr adnmrage'> in distriburion. 

~loreO\ er, Padc)\ ian dTect<; from mere association'' ill help us choose the fla, or, 

texture, and color of our new hc\'erage. Consiclerin?; Pa' lo\ ian effects, we ,,·ill ha\ e 

wisely chosen the exotic and expensive-sounding name "Coca-Cola," instead of a 

pedestrian namt: like "Giotz's Sugared, Caffeinared Water." l·'or s imi lar Pavlovian 
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Au tocata1ytic Reactio n 

An autocatalytic reaction (also called 

autocatalysis) occurs when a single 

chemical reaction product is itself the 

catalyst for that reaction. For example, 

tin pest is an autocatalytic reaction of 

the element tin; at low temperatures, 

it causes deterioration of tin objects. 

Atmospheric ozone depletion is another 

example of an autocatalytic reaction. 
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reasons. it wil l he ,,i-.e w h:.l\c our beverage look preny much like wine in-;tcad of 

sugared ,,·ater. And ~o. \\C \\ill artificially color our beYerage if it come!) out clear. 

And we will carbonate our water, making our product seem like champagne, or 

some other expen-.in: be\ crage, '' hilc also making its fla,·or better and imitation 

harder to arrange for competing products. And, because we arc going w attach '>0 

many cxpen'>i\ e p-.ychological effect~ to our Aa, or. that fhn·or should be different 

from any other ~tandard fhn or -.o that wc maximize d ifficulties for compctiwr' and 

giYe no accidental same-flavor benefit co any existing product. 

What else, from th<.: psychology textbook, ca n help our new business? \\'ell, 

there is that powerful "monkey-sec, monkey-do" aspect of human nature that 

psycholog ists often ca ll "social proof." Social proof, im itative consumption 

triggere d by mere sig ht of co nsumption, will not on ly help inclucc trial of ou r 

beverage. It will a J..,o bolster pcrcci,·cd re wards from consumption. \\'c ''ill always 

take this powerful -.ocial-proof factor into account as \redesign ath ·enising and 

sales promotion and :1'> "c forego pre-.cnt profit to enhance present and fuwre 

consumption. l\ lorc than wirh most othe r products. increased ~elli ng po'' er "ill 

come from each incn.:a-.c in '>:lie-.. 



\\'e can now see, Glotz, that by combining (1) much Pav lovian conditioning, (2) 

powerful social -proof effects, and (3) a ,,·onderful-tasting, energy-giving, stimulating, 

and desirably cold beverage that causes much operant conditioning, we are going 

ro get sales that speed up for a long time by reason of the huge mixture of factors 

we ha\'e chosen. Therefore, we arc going to start something like <ln autocmalytic 

reaction in chemistry, precisely the sort of mu ltifacror-rriggcrcd lollapaloozu effect we 

need. 

The logistics and the distribution strategy 

of our bus iness will be; simple. There arc only 

two practical ways to sell our beverage: (1) 

as syrup co fountains and restaurants and (2) 

as a complete carbonated-water product in 

contain ers. Wanting lol lapa looza results, we 

will naturally do it both ways. And, ,,·anring 

huge Padovian and social-proof effects. we 

will always spend on a(h ·errising and sales 

promotion, per serving, over forty percent of 

the fountain price for syrup needed ro make 

the serving. 

A few syrup-making plants can serve the 

world. H owever, to a1·oicl needless sh ipping 

of mere space and \\'ater, we will need many 

bottling p lants scattered o\·er the world. \\'e 

wi ll maximize profits if (like early General 

Electric with lig ht bu lbs) we a lways set the 

first-sale price, e ither (1) for fountain syrup 

or (2) for any conraincr of our complete prouuct. The best way to arrange this 

desirable profit-maximizing control ism make any independent bottler we need a 

su bconrractor, not a n:ndee of syrup, and certainly nor a vendee of syrup under a 

perpetua l franchise specify ing a sy rup price frozen fore,·er at its starting lc,·el. 
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The Ten 
Commandments 

The commandments were a list of 

religious and moral imperatives that 

featured prominently in Judaism 

and Christianity. According to cl1e 

Bible, the commandments represent 
the solem,n utterances of God directly 

revealed to Moses and then by Moses to 

the people of Israel. The Bible indicates 

Moses wrote God's name with the Ten 

Commandments upon two tablets of 

stone. The commandments are: 
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l:king unab le to get a patent or copyright on our supcrimportant Am·or, we 

will work obsessi\·ely to keep our formula secret. \Ye will make a big hoopla over 

our secrecy, which wi ll enhance Pavlovian effects. E\·emually, food-chemical 

engineering will advance so that our fla\'or can be copied with ncar exactitude. But, 

by that time, we will be so far ahead, with such strong trademarks and complete, 

"always available" worldwide distribution, that good flavor copying won't bar us from 

our objecti\'e. ~Iorco\·er, the adnmces in food chemistry that help competitors \\'ill 

almost surely be accon1panicd by technological advances that will help us, including 

refrigeration, bcncr transportation, and, for dieters, ability to insert a sugar taste 

without inserting sugar's calories. Also, there will be related hc\·eragc opportunities 

we will seize. 

This brings us to a final reality check for our business plan. \\'e will, once more. 

think in reverse like jacobi. \\'hat must we avoid because we don't want it? Four 

answers seem clear: 

First, wc must avoid the protective, cloying, 

stop-consumption effects of aftertaste that are a 

standard part of physio logy. developed through 

Darwinian e\·olution to enhance the replication 

of man's genes by forcing a generally helpful 

moderation on the gene carrier. rio serve our ends. 

on hot days, a consumer must be able to Jrink 

container after container of our product wirh almost 

no impediment from aftertaste. \\'c wil l find a 

wonderfu l no-aftertaste flavor by trial and error and 

will thereby solve this problem. 

Second, we must avoid evcr losing even half 

of our powerful trademarked name. It \\'ill cost us 

1nightily, for instance, if our sloppiness should c\·er 

allow sale of any other kind of "coh1," for instance, 

u "peppy cola.'' If there is ever a "peppy cob," we 

wi II be the proprietor of the brand. 



Third." ith '><>much success coming, we must a\·oid bad effect~ from em~.'' hich 

is gin:n a prominent place in the ' I en Commandments because en,·y i!'l so much a 

part of human nature. The best" a~ to a' oid em~. recogni£ed b~ ,\ri'>totlc, i~ to 

plainly desene the 'oUCCC'\S we get. \Ye will be fanatic about product quality, quality 

of product presentation, and rea'>onablcne-.s of prices, considering the harmless 

plea-,ure \\e "ill pro,·ide. 

Fourth, after our trademarked fta,·or dominates our new market, we mu'>t a,·oid 

making an) h11gc and '>llddcn change in our ftaYor. E,·en if a ne'' Aa' or performs 

better in blind ta'>lc test'>, changing to that new ftan>r would bc a fooli<~h thinp; to do. 

This follows bccau'>e, under such conditions, our old flavor will be so enHcndH.:d in 

consunler preference b~ ps~chological effects that a big fla,·or change \\Ould do 11." 

little good. And it \\otlld do immense harm by triggering in consumcrs the -.candard 

uepri,·al super-reaction 'i) ndrome that makes "uke-aways" so hard to get in <Ill) lype 

of negotiation and help'> make mo'it gamblers so irrationaL ~lorem cr. '>LICh a large 

fla,or change \\Ould allo\\ a competitor. by copying our old fl<nor. to rake ~thanrage 

of both ( 1) the ho'>tilc COn'>lllllCr supcr-rcaC[ion to uepri\·al anu (2) the huge Jm C of 

our original fta, or created by our pre,·ious work. 

\Yell. that ism) solution to Ill) O\\ n problem of turning $2 million into $2 trillion 

e'en aftcr pa) ing our billion'> of dollar'> in di,·idcnds. I think it \\ould h<l\ e \\On with 

Glotz in IHH4 and '>hould corwincc you more than )Oll e..;pecrcd at the outset. .\ftcr 

all, the correct \tratcgic-; arc clear after being related to clcmcntar) ac,tdcmi<.: ideas 

brought inw pht) b~ th<.: h<.:lpful notions. 

I low con'ii'itcnr is my -,olurion with the history of the real Coca-Cola Company? 

\\'e ll, as late a-; I H96, rweh·e y<.:ars after the fictional Glatz, \\<IS to -;rart ,·igorously 

with two mill ion I HH~ dol lnrs. the real Coca-Cola Company had a net wonh under 

$150,000 and <.:arning, of about zero. t\nd thereJftcr, the real Coca-Cola Company 

did lose half it'> tratkmark and did grant perpetual bottling franchi~e.., at h\ed '>) rup 

prices. And some of the bonier~ were nor ,·cry ctTecti\-c and couldn't ea~il~ be 

changed. ,\nd the real Coca-Cola Company. "ith this ..,~ '>tcm. did loo;c much pricing 

control that \\Ould ha\C impnl\·cd results. h:H.I it been retained. Yet, e\en ,o, the real 

Coca-Cola Company followed so much of the plan gi,·en to Glorz that it i'> now worth 

Aristotle 
(384- 322 BC) 

Aristotle, born at Stagyra, a Creek 

colony, was son to a court phy~ician 

for the king of Macedonia. Joining 

the Academy in Athens, Aristotle 
studied under Plato for twenty year;. 

Diverging from Plato's teaching, 

Aristotle ultimately e~tablished hi~ 

own school, the Lyceum. Foll c>wing 

Alexander's death and the overthrow of 

his government, Aristotle faced charge> 

of impiety and was forced to flee. lie 

died exiled from Athens. 

Aristotle's works include treatises 

on physics, metaphysics. rhetoric, 

and ethics. He is also kno" n for his 

observations about nature and the 
physical world, "hich formed the basis 

for the modern study of biology. 
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Michat::l Faraday 
(1791-1867) 

Child of a blacksmith in England, 

Michael Faraday was apprenticed at 

age fourteen to a bookbinder and 

bookseller. H e became a voracious 

reader and his bookbinding duties 

also led him to the study of chemistry, 

at which he excelled. He discovered 

benzene and was the first to describe 

the compounds of chlorine and carbon. 

He also experimented with magnetism 

and electricity, leading him tO produce 

continuous rotation using electric 
current-a necessary precursor to the 

electric motor. Faraday is also credited 

with the discovery of electromagnetic 

induction, principles of electrolysis, and 

a method co measure electrical charges, 

d1c voltameter. 
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about $125 billion and will ha,·e w increase irs value ar only e ight perccnr per year 

until 2034 ro reach a va lue of $2 tril lion. And ir can hit an annual physical volume 

target of 2.92 trillion servings if servings grow until 2034 at on ly six percent per year, 

a result consistent with much past experience and leav ing p lenty of plain-water 

ingestion for Coca-Cola to replace after 2034. So, I would guess that the fictional 

G lotz, starting ea rlie r and stronger and avoid ing the worst errors, wou ld have easily 

hit his $2 trillion targer. And he would have done it wel l before 2034. 

This brings me, at last, to the main purpose of my calk. Large educational 

implications exist, if my answer to G latz's problem is rough ly right and you make 

one more assumpti on 1 believe true-that most Ph.D. educators, e\·en psychology 

professors and business school deans, would nor have g iven the same simple <1T1Swer 

I did. And, if I am right in these two ways, this would indicate that our ci,·ilization 

now keeps in place a great many educators who can't satisfactori ly exp lain Coca

Cola, even in retrospect, and e\·en after watching ir close ly a ll their lives. This is not 

a satisfacrory state of affairs. 

Academic psychology, while it is admirable 

and useful as a list of ingenious and important 

experiments, lacks intradisciplinary synthesis. 

1\loreo\'er-and this result is even more extreme-the bril liant and effecti,·c 

executives who, su rrounded by business school and law school graduates, ha,·e run 

the Coca-Cola Company with glorious success in recent years also did nor understand 

e lementarv psycho logy well enough to predict and avoid the ·' e\v Coke" fiasco, 

wh ic h dangerously threatened their company. That people so ta lented, surrounded 

by professional advisers from rhc best universities, shou ld thus demonstrate a huge 

gap in their education is also not a satisfactory state of affairs. 

Such extreme ignorance, in both rhe high reaches of academia and the high 

reaches of business is a loll apalooza effect of a negati,·e sort, demonstrating grave 



defects in academia. Because the bad effect is a lollapalooza, we should expect to 

find intertwined, multiple academic causes. I suspect at least nvo such causes. 

First, academic psycho logy, w·hilc it is admirable and useful as a list of ingenious 

and important experiments, lacks in tradisciplinary synthesis. ln particular, not 

enough attention is given to lollapalooza effects coming from combination;; of 

psychological tendencies. This creates a situation reminding one of a rustic teacher 

who tries to simplify schoo l work by rounding pi to an even three . J\nd it violates 

Einstein's injunction that "everything shou ld be made as simple as possible-

but no more simple.'' In general, psychology is laid out and mis11nderswod as 

e lectromagnetism would now be misunderstood if physics had produced many 

bri lli ant experimenters like J\lichael Faraday and no grand synthesizer like james 

Clerk i\ Jaxwe ll. 

Academic psychology departments are 

immensely more important and useful than 

other academic departments think. And, at 

the same time, the psychology departments are 

immensely worse than most of their inhabitants 

think. It is, of course, normal for self-appraisal 

to be more positive than external appraisal 

Indeed, a problem of this sort may have given 

you your speaker today. 

And, second, there is a truly horrible lack of synthesis blending psychology and 

other academic subjects. But on ly an interdisciplinary approach wi ll correctly deal 

with reality-in academia as with the Coca-Cola Company. 

Tn shnrr, academ ic- psychology deparrmems :He immense ly more importanr 

anu useful than other academ ic departments think. And, at the same time, the 

]ames Clerk Maxwell 
(183 1- 1879) 

James Clerk Maxwell, born in 

Edinburgh, Scotland, demonstrared 

a very early inrerest in optics; a 

f.worite childhood pastime of his 

was using a mirror to reRecr the sun's 

rays. His unusual mode of dress 

earned him the nickname "Dafty'' at 

Edinburgh Academy. Nonetheless, 

he was a brilliant student excelling in 

mathematics. He attended Cambridge 

Universiry and joined irs staff of 

lecturers following graduation. His 
interest in optics led him to study 

colors and ;u;tronomy. He also made 

significant contributions in the field 

of electromagnetism, including the 

first proposal that light is a form of 

electromagnetic radiation. 

Talk Four: Practical Thought Ahout Practical Thought? 293 



Sir Isaac Newton 
(1641-17l7) 

Sir Isaac Newton, most famous for his conception of 

the law of universal graviration, is also the source of 

these vvise and pithy observations: 

"Tact is the art of making a point without making 

an enemy." 

" If I have ever made any valuable discoveries, it has 

been due more to patient attention, than ro any 
other talent." 

"No great discovery was ever made without a bold 
gue~~-" 

"We buiJd too many walJs and not enough bridges." 

" Ifl am anything. which I highly doubt, I have 

made myself so by hard work." 

"I keep the subject of my inquiry constantly before 

me, and wait till the first dawning opens grnduaUy, 
by little and little, into a full and clear light." 

" If I have done the public any service, it is due to 

my patient thought." 

"If I have seen farther than others, it is because l 
was sranding on the shoulders of giants." 

294 Ponr Charlie\ Almunuck 

p::.ycholog~ tkpartmenrs arc immcn-;cl~ ''ore chan mo<.,t of their inhabiranrs think. 

Iris. of cour-;c, normal for ::.clf-apprai..,al w be more posiri,·e chan e'rcrnal apprai~cll. 

Indeed, a problem of this sort may ha' c given ~ ou your speaker today. Bll( the size 

of rhi~ p-.ychology-deparrmcnt gap is preposterously large. In fact, thl: gap is so 

enormous that one' cry em inent tmi,·ersiry (Chicago) simply abolished it~ psychology 

Jeparrmenc, pcrhap'> with an undi-;dosed hope of later creating a bem..:r ,·ers ion. 

In -.uch a <,tart: of affa irs, many ycar'> ago and \\'ith much char" a::. plain I~ wrong 

alread) prc~cnt, the ":"\ew Coke'' fia-.co occurred. Therein, Coke\ e:-..ccU(i,·es 

came w the brink of tksuoying the mo~t 'aluable trademark in rhc "orltl. The 

academica lly co rrect reaction co thi~ immen-.e and "'e ll-pu blicized fiasco \\'ould have 

bee n the sort of rcaction Boc ing would display if three of irs Il l: \\' airplanes crashed 

in a single \\'C.:e k. Afccr all, protlun i11Lep,1 it) i~ ill\ uh cd i11 each t:a'>c.:, and the plain 

t:ducarional fai lure \\'a-; immcn')e. 

Bm almo.,t no ~uch responsiblc, Boeing-like reaction ha-. comc from academia. 

I nsread, academia, b) and large, conrinul:'> in it~ balkaniLed "a~ co tolerate 

psycholog) profc.,~ors \\'ho misrc.:ach P")cholog~. nonpsychology profes:-.ors " ·ho 

t~1i l ro <.:onsidcr psychological effect-; ob' iousl) crucial in thc.:ir subjcct macrer, anti 

professional schools that ca reful ly preserve psychological ig;norancc coming in \\'ith 

each entering cia..,.., and arc proud of their inadequacies. 

E'en though chis regrettable blindne'>s amlla~situdt: i.., no" the normal academic 

result, arc there C:\ceptions prm·iding hope char di~graccful shortcoming~ of the 

ed ucation e ... tabli::.hmenr \\·ill C\'Cntua lly be.: corrected? I lere, my an.,,\er is a ,·ery 

optimistic yc'>. 

For imwncc, consider thc recent beha\ ior of the economics deparrmenr of the 

l ' nivcrsiry of Chicago. 0\'er the la-.t tll:cade. this J eparrmenr ha<., cnjoyed a ncar 

monopol~ of the :"\ohcl prizes in economics, largely by getting good prt:tlictions out 

of "free market" models po-;wlaring man\ rarionaliry. And \\'hac i-. rhe reaction of 

this department after" inning so :..readil y " ith irs rational-man approach? 

\\'dl, it has just invited into a prcc iou'\ slnr ~1mirl irs romp:tn y of grc~lts a wise and 

\\'itty Cornell economist, Richard Thnlcr. And it has Jone this bccat1se Thaler pokes 



fun ar much that is holy at the llni,·ersity of Chicago. Indeed, Thaler bel ievcs, with 

me. that people are often massively irrational in ways predicted by psychology that 

must be taken into account in microeconomics. 

In so bcha,·ing, the University of Chicago is imitating Oar\\' in,'' ho spent much 

of his long life thinking in re,·ersc as he tried to disprove his own hardest-won and 

bcst-lo,·ed ideas. And so long as there are parts of academia that keep ali' e its 

best ,·alues by thinking in reverse like Darwin, we can confidently expect that si lly 

educational practices wi ll cventuallv be replaced by better ones, exactly as Carl 

Jacobi might ha,·c predicted. 

Thaler pokes fun at much that is holy at the 

University of Chicago. Indeed, Thaler 

believes, with me, that people are often 

massively irrational in ways predicted by 

psychology that must be taken into account 
. . . 
tn mtcroeconomtcs. 

This wil l happen because the Darwinian approach, with its habitual objccti\'ity 

taken on as a son of hair shirt, is a mighty approach, indeed. To less a figure than 

Einstein said that one of the four causes of his ach ievement was sc:.;lf-criticism, 

ranking right up there alongside curiosity, concentration, and perseverance. 

And, to further apprec iate the power of self-critic ism, consider ,,·here lies the 

gra,·e of that verv "ungifted" undergraduate, Charles Darwin. It is in \Vestnlinstcr 

Abbey, right next tO the headstone of Isaac cwron, perhaps the most gifted student 

who ever li ved, honored on that headstone in eight I ,atin words constituting the 

tTIOSt eloquent praise in all graveyard print: '' I l ie depositum est. quod n1ortale fuit 

lsaaci . cwtoni"- ''T-I erc lies that wh ich \\'<lS mortal of Isaac cwron. " 

Richard Thaler 
(b. 1945) 

Richard Thaler, born in New Jersey, 

earned his Ph.D. ar rhc University 

of Rochester. Serving prolessorsh ips 

ar Cornell and MIT in behavioral 

economics and decision research, he 

joined rhe faculty at University of 

Chicago in 1995. In addition tO his 

work on behavioral economics and 

finance, he focuses on the p~J'chology 

of decision making. 
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A civil ization that so places a dead Darwin will eventual ly develop and integrate 

psychology in a proper and practical fash ion that great ly increases skills of a ll sorts. 

But all of us who have dollops of power and see the light shou ld he lp the process 

along. There is a lot at stake. Jf, in many high p laces, a uni versal product as 

successful as Coca-Cola is not properly understood and explained, it can't bode \\'ell 

for our competency in deal ing with much else that is important. 

Ad that was a favorite of 

mine: "The company that 

needs a new machine tool 

and hasn't bought it, is 

already paying for it. " 

Of course, those of you with fifty percent of net worth in Coca-Cola stock, 

occurring because you tried to so invest ten percent after th inking like l did 

in making my pitch to Glotz, can ignore mv message about psychology as too 

elementary for usefu l trans mission to you. But I am not so sure that this reaction is 

wise for the rest of you. The situation rem inds me of the o ld-time Warner & Swasey 

ad that was a fa, ·orite of mine: "The company that needs a ne \\· machine tool, and 

hasn 't bought it, is already paying for it." 
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He Kissinger was among 

m:::: prominent individuals. 
Ch lie gave bts present when ar 

. al Th ..l.t About talk " PractlC OUt;• • 

Practical Thought?~ 
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CHARLES T. MUNGER 

Dear Henry, July 23, 1996 

As one self indulgent man addressing another, I am de6ghted to enclose the " Dine Out & Lose Weight" 
book that took 20 pounds off me. I went to its ridiculous system when I saw an oven more indulgent 
friend (~ wine and cheese importer) lose 50 pounds on the same diet. 

I also enclose something that won't help you - a more complete version of the talk I gave on July 
20. This is sent from a former consultant to one still practicing and from a closet academic to a real 
one. 

You were in great form last weekend, and it was a great pleasure to be with you. 

CTM/do 

Or. Henry A. Kissinger 
1600 K Street, N.W. 
Suite 400 
Washington, D.C. 20006 

P 0 BOX ~5007 • LOS ANGG.tS CAU~ORMA ~~2007 • 121 31 624·771 ~ 

Sincerely, 



''Nothing to Add'' 

Question: "Do you usc a computer?" 

Nutnber 

Charles T. Munger's office computer; 

never turned on, gathering dust. 

Four 

ns\\er: " I don't. I do have one in my office, but I've never turned it on. In fact, I wouldn't even know 

how ro plug it in. 

In my life there are not many questions I can't properly deal with using my $40 adding machine and 

dog-cared compound interest tab le." 
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Talk Four Revisited 

I n ,h;s <alk I mcmp[Cd w dcmnnma[c la,gc. coHcc<ablc and ;"'P""""' 

cogniti,·e failure in l ·.s. :.H:adcmia and bu<>iness. After all, I argued: 

(1) If academia and business functioned with best practicable re~ults, most 

denizens would be able to explain the success of the Coca-Cola Company 

through parsimonious usc of basic concepts and problem-solving techniques; yet 

(2) As the "ne'' Coke" fiasco and irs aftermath indicated, neither tH.:adernia 

nor bus inc~., had a respectable grasp of the simple realities cau~i ng the ~uccc..,~ 

of Coca-Cola. 

As matter'> ''orked our. 111) 1996 talk failed to get through to almo-;r all people 

hearing it. Then later, bcn,ccn 1996 and 2006, e'en when the talk\" rirren 

version was slo\\ I) read t\\ icc b) 'er) intelligent people who admired me, it'> 

message like\\ i.,e failed. In alnw'>t all ca.,es the message did not get through iran) 

constructive wa). On the other hand, no one said ro me that the talk was "rong. 

instead, peopk wen.: puzzled brieR~, then mo,·ed on. 

Thus my failure as a communicator was even more extreme than the cogniti\ e 

failure 1 was trying to exp lain. Why? 

The best explanation, I now think, is that T displayed gross folly as an amateur 

reacher. I attempted too much. I lhl\'e always avoided all people who want to 

com·crse at length about the "meaning of n1caning." Yet 1 chose as my title. 

"Practical T hought abou1 Practical T hought?" This was a start into tough territOr). 

Then I "orked out a long, complex inrcrpla) of fi,·e generalized. po" crful problem

solving rrick-. "ith ha ... ic idea., from a great many disciplines. 1 particular!) inc udcd 

psychology. about" hich I \\anted to demonstrate that there is much lamcnrahlc 



ignorance, en;n among high I~ educated people, some of whom teach p~~ cholog~. 

l\1~ demonstration, narurally, relied on correct psycholog~ as part of m) \\Ottld-

be demonstration. Thi~ \\US l ogicall~ sound. Bur, if psychological ignoranct: is 

widt:spread, \vhy \\ ould most of m~ hearers recognizt: that my version of p~ychology 

was correct? Thu~. for most ht:an..:rs, I did rhe rough equivalent of trying ro t:'\p la in 

some hard-ro-compreht:nd ideas by simpl y defining those ideas as equi\ alcnr to 

themseh·es. 

And this was not the outer li mit of m\ teaching folly . . \ frer I knew rhar the 

written\ er'>ion of m~ talk'' a'> hard to understand, I consented to an order of talk'> 

in the nr<>t edition of Poor(."//(/r/it' 's .llmtlll(td· wherein my p~ycholog~ wlk \Ia'> ' lltlk 

Ten, inserted many page~ after ' Jl1lk Four. Instead. I should ha\·e recognit.cd that 

the order of tht: t\\ o tJik'> should be rc\·ersed. considering that· E1lk Four as.,umed 

rhar hearers had alread~ ma'>tt:red ba!)ic psychology, rhe 

o;ubject of'Edk ' ll:n. Then, finall). in rhc Second Edition 

of the .1/mrmmi-, I ha' e prefcrred to maintain the original, 

unhelpful order of the t\\O talks. I did this because I like 

closing the book'' irh my most recent organ ization of 

psychology in to a son of check- list that has long been 

helpful rome. I Ed itor\ note: Talk 'll:n is now Talk Elc,·en 

in thi~ edition. ] 

Readers of the Second and Third Edition, if they wish, 

can correct some\\ hat for the teaching defect~ that I have 

stubborn(~ retained. That i'>, they can re-read 'Edk Four 

after ma'>tcring the final Tdk. If they are wil li ng ro endure 

this ordeal, I predict that at least some of them \\·ill find the 

result worth the effort. 

((Teachers open the door, but 

you must enter by yourself." 

-Chinese 

proverb 

Talk Four: Practical Thoul(ht About Practicul Thou~ht? 301 



302 Poor Ch}lrlie's Almanack 

aving ranted in the prc\·ious 

speech ahour all that is wrong 

in academia, Charlie holds forrh 

here on the solutions. Delivered 

1n 1998 at the fiftieth reunion of his Han·arcl 

Law School class, this talk focuses on a hugely 

complicated issue- the narrowness of elite 

education-and segments it into elements 

whose solutions, when taken together, form a 

satisfactory answer ro the problem. Through 

a series of rhetorica I q uescions, Chari ic posits 

that professionals such as attorneys, to their 

own detriment, lack multidisciplinary skills. 

From his own extensi\·e multidisc iplinary 

swclies, he recognizes that there arc 

"subconscious mental tendencies" that keep 

people from broadening their own horizons 

sufficiently. 1onetheless, he brings unique 

and memorable solutions to the prob lem. 

This talk- a favorite of your editor

clearly demonstrates Charl ie's "uncommon, 

common sense." He says, "\\'hen it really 

matters, as with pilots and surgeons, 

educational systems employ high ly-cfTccti\·c 

srrucrures. Yet, they don't employ these same, 

well-understood structures in ocher areas of 

learning that arc also important. If superior 

structures arc known and a\·ailablc, why don't 

educators more broadly utilize them? \\'hat 

could be more simple?" 



Talk Five 

The Need for More 
Multidisciplinary Skills 
from Professionals: 
Educational Implications 
Fiftieth Reunion of Harvard Law School Class of 1948, 

April 24, 1998 

T
oday I am going to engage in a game 
reminding us of our old professors: Socratic 
SO) i tai re. I wi ll ask and briefly answer five questions: 

1) Do broadsca le professionals need more multid isc ip linary sk ill ? 

2) \Yas our education sufficiently multidisciplinary? 

3) In e li te broadscale soft science, what is the essential nature of 

practicable best-form multidisciplinary education? 

-j.) In the last fifty years, how far has e lite acade mia progressed 

to\\·ard arra inab lc best-form multidisciplinarity? 

5) \\"hat educational practices wou ld make progress faster? 
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William Tyndale 
(1495-1536) 

\Villiam Tyndale, born in 

Gloucestershire, England, earned a 

degree from Oxford and becan1e a 

priest. He found England hostile ro his 

beliefs and spent time in Germany and 

Belgium, where he expanded his beliefs 

and spread the teachings of Martin 

Luther. His books having been burned, 

and his having become a continuing 

target of hosti liry, he nonetheless 

continued to publish Bible translations 
and other tracts. After months of 

imprisonment, he was condemned for 

heresy, strangled to death, and publicly 
cremated. Later, Tyndale's translation 

formed the basis of the first royally 

approved English-language Bible and 

had great impact on the development of 

the English language. 
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We start with the question: Do broadscale professionals need more 

multidisciplinary skill? 

To answer the first question, we must first decide whether more 

rnultidi sciplinarity will impro,·c professional cognition. And, to decide what will cure 

bad cognition, it will help to know what causes it. One of Bernard Shaw's characters 

explained professional defects as fo llows: ''In the last analysis, every profession is a 

conspiracy against the laity." There is a lot of truth in Shaw's diagnosis, as was early 

demonstrated when in the sixteenth century, the dom inant profession, the cle rgy, 

burned William 'l)·nda le at the stake for translating the Bible into English. 

But Shaw plainly understates the problem in implying that a conscious, sel f

interested malevolence is the main culprit. 1\l ore important, there are frequent, 

terrible effects in professionals from intertw ined subconscious mental tendencies, 

two of which arc exceptionally prone co cause trouble: 

1) lncentivc-caJJscd bias, a natural cogn it ive drift coward the conclusion that 

vvhat is good for the professional is good for the client and the wider c iv ilization; and 

2) l\ lan-with-a-hammer tendency, with the name taken 

from rhe proverb: "To a man with only a hammer, eve ry 

problem tends to look pretty much like a nai l. " 

One partial cure for man-with-a-hammer tendency is 

ob,·ious: If a man has a vast set of skills over mu lt ip le 

disciplines, he, by definition, carries mu lt ip le too ls 

and, therefore, will limit bad cog nitive effects from 

man-w ith -a-hammer tendency. l\ loreover, when he 

is mu lt idiscipl inary enough co absorb from practical 

psycho logy the idea that all his life he must fig ht 

bad e ffects from both the tendencies 1 mentioned , 

both w ithin h imse lf and from others, he has taken a 

constru<.:tiu:: step on the road to worldly wisdom. 

If "A" is narrow professional doctrine and 



"B'' consists of the big, extra-useful concepts from other disciplines, then, clearly, 

the professional possc:ssing '·A" plus " B" will usually he be ncr off than the poor 

possessor of"!\" alone. How cou ld it be othenl'ise? And thus, the only rational 

excuse for nor acquiring more " 13" is that it is not practical w do so, g iven the man's 

need for ''A" and the other urgent demands in his life. I will later try ro demonstrate 

that this excuse for unidiscip linariry, <H least for our most gifted people, is usually 

unsound. 

Broadscale problems, by definition, cross many 

academic disciplines. 

\lv second question is so easy to answe r that I won't gi\'c it much time. Our 

ed ucation was far too un idisciplinary. Broadscale problems, by definition, cross many 

academic disciplines. Accordingly, using a unidisciplinary <mack o n suc h problems 

is like playing a bridge hand by counting trumps while ignoring all e lse. This is 

''bonkers,'' sort of like the !'dad H aner's Tea Party. But, nonetheless, too much 

that is s imi lar remaim present in professional practice and, even worse. has long 

been eneo~~raged in isolated departments of soft science, defined as everything less 

fundamenta l than biology. 

E,·en in our youth, some;: of the best professors were ho rrified by bad e ffects 

from balkanization of academ ia into insular, turf-protecting enclaves "·herein notions 

were maintained by leaps of faith plus exclusion of nonbe lievers. Alfred orth 

Whitehead, for one, lo ng ago so unded an ala rm in strong language when he spoke 

of "the fatal unconnected ness of academic disciplines." And, since then, elit<.: 

ed ucational institutions, agreeing more and more w ith Whitehead, have stead ilv 

fough t uneonncctcdness by bringing in more multidisciplinariry, causing some 

a\\'esome p laudits to be won in ou r time by grcm unconncctedness fighters at borders 

of academ ic disciplines, fo r instance, H arvard's E. 0. Wilson and Ca lrcch\ Linus 

Pauling. 

l\'lodern academia no" gi,·es more multidisciplinarity than we rece ived and is 

plainly right ro do so. 

Process 
and Realiqj 

CORRF.CIIJl WIIIO~ 

Alfred North Whitehead 
u I) • K '< 11 ''ir· 

Kl Dor mJ VI '>r~<:riluurc 

Alfred North Whitehead 
(1861- 1947) 

"Fools act on imagination without 

knowledge; pedants act on knowledge 

without imagination." 

"True courage is not the brutal force of 

vulgar heroes, but the firm resolve of 

virtue and reason." 

''Not ignorance, but ignorance of 

ignorance is the death of knowledge." 

"The 'silly' question is the first 

intimation of some rotally new 
development." 

"Civilizations can only be understood 

by those who are civilized." 

"No one who achieves success does 

so without acknowledging the help 

of others. The wise and confident 

acknowledge this help wi th gratitude." 

"Almost all new ideas have a certain 

aspect of foolishness when they are first 

produced." 
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Linus Pauling 
(1901-1994) 

Encouraged by his parents tO pursue his 

scientific interests, Linus Pauling was 

a gifted student in Portland, Oregon, 

and won scholarships to Oregon State 

University. He went on to earn a 

Ph.D. in chemistry at the California 

lnstitute of Technology, where he 

taught and carried out his research 

for the bulk of his career. Pauling 

made many contributions to his field , 

including applying quanrwn physics 

and wave theory to chemistry. He also 
made advances in antibody production 

and the atomic structure of proteins. 

C harlie believes he may have been 

the greatest chemist of the twentieth 

century. 

He won Nobel Prizes for chemistry 

(1954) and peace (1962). 

Late in life, Pauling wrote about the 

role of nutrition in fighting disease and 

recommended the use of vitamin C to 

ward off the common cold. 
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The natura l third question then becomes: What is now the ,e;oal? What is the 

essential nature of best-form multidisciplinarity in el ite education? This q ttcsrion, 

too, is easy ro answer. All we have to do is examine our most successfu l narrow-scale 

education, identify essential elements, and scale up those clements to reach the 

sens ible solution. 

Yes, I am suggesting today that mighty Harvard 

would do better if it thought more about 

pilot training. 

To find th e best educational narrow-scale model, we have to look nor at 

unthreatencd schools of education and the li ke, roo much dri\'en by our two 

coumerproducti\'e psychological tendencies and other bad influences, hut, instead, 

look where incenti\'es for cffecti,·e education are strongest and results arc most 

c losely measured. This leads us ro a logical place: the hugely successful education 

now mandatory for pilots. (Yes, I am suggt::sting roday that m ighty H arvard would 

do better if it thought more abour pi lot training.) In piloting, as in other professions, 

one great hazard is bad effect from man-with-a-hammt::r temkncy. \\'e don't want 

a p ilot, e\·er, to respond to a hazard as if it was hazard "X" just because his mind 

conrains only a hazard "X'' model. And so, for that and other reasons, we train a pilot 

in a strict s ix-clement sys tem: 

1) His formal ed ucation is wide enough to cover practically eve rything 

useful in piloting. 

2) Hi s knowledge of practically everything needed by pilots is not taught 

just we ll enough to enab le him to pass one test or two; instead, all his knowledge is 

raised to p ractice-based fluency, even in handling t\\'o or three intert\\'ined hazards at 

once. 

3) Like any good a lgebraist, he is made to think sometimes in a forward 

fas hi on and sometimes in reverse; and so he learns when to concentrate mosth on 



what he wants to happen and also when w concentrate mostly on a\·oidin[.! what he 

does not ,,·am to happen. 

4) His training time is allocated among subjects so as to minimize damage from 

his later ma lfunctions; and so what is most import:Jnt in his performance gets the 

most tmining coverage and is raised w the highest fluency lc\·els. 

S) "C:hecklist" routines are always mandatory for him. 

6) Even after original rraining, he is forced into a special knowledge-

maintenance routine: regular use of the aircraft simulator to prevent atrophy through 

long disuse of skills needed to cope with rare and important problems. 

We need for best results to have multidisciplinary 

coverage of immense amplitude, with all needed 

skills raised to an ever-maintained practice

based fluency ... 

Tht.: need for this clearly correct six-clement system, with irs large demands 

in a narrow-scale field where srakes are high, is rooted in rht.: deep stru cture of the 

hum<.ln mind. Therefore, ,,-c must expect that the education we need for broadscale 

prob lem solving will keep all these elements bur with awesomely expanded co,·erage 

for each clement. llo,,· could it be otherwise? 

Thus it follows, <111 the night the day, that in our most elite broadsca lc education 

wherein we arc trying to make silk purses our of silk, we need for best results to ha,·e 

multidisciplinary co\'cragc of immense amplirudc, with all needed sk ills r<lised to an 

e\·er-mainra ined practice-based ftuency, including considerable power of synthesis 

at boundaries between disciplines, with the highest fluenc,· le,·els being achie\'cU 

where they are most needed, with forward and reverse thinking techniques being 

employed in a manner remind ing one of im·crsion in algebra, and with "checklist" 

routines being a permanent parr of the kno\\"ledge system. There can be no 

Al Ueltschi 

FlightSafety International 
Founded by AJ Ueltschi 

A Berkshire Hathaway company, 

FlightSafccy has a unique corporate 

culture driven by lounder Al Ueltschi. 

The culture is encapsulated in his "Six 
Pillars of Characrer" srarement given to 

each employee and rigorously adhered ro 

throughour the company. The " Pillars" 

are rrusrworthiness, fairness, respect, 

caring, responsibiliry, and citi7..enship. 

One of the company's credos, no doubt 

inspired by the founder: "The best 

safety device in any aircraft is a well

trained pilot." 
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Pierre-Simon Laplace 
(1749-1827) 

Pierre-Simon Laplace, a French 

mathematician, astronomer, and philosopher, 

discovered many key ideas relating to 

inductive reasoning and probability, celestial 
movement, and causal determinism. 
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other way, no easier way, to broadscale worldly wisdom. Thus the task, when first 

identified in its immense breadth, seems daunting, verging on impossible. 

But the task, considered in full context, is far from impossible when we consider 

three factors: 

First, the concept of "all needed skills" lets us recognize that ,,.e don't ha,·e to 

raise C\'eryone 's skill in celestial mechanics to that of Laplace and also ask everyone 

to achie,·e a similar sk ill level in all other knowledge. Instead, it turns out thar the 

truly big ideas in each discipline, learned only in essence, carry most of the freight. 

And they are not so numerous, nor are their in teractions so complex, that a large and 

multidisciplin<HY ttndcrstanding is impossible for many, given large amounts of talent 

and time. 

Second, in elite education, we have <wai lablc the large amounts of talent and 

time that we need. After all, \VC arc educating the top one percent in aptitude , 

using reachers who, on average, have more aptitude than the students. And we have 

roughly thirteen long years in which co turn our most promising twclvc-ycar-olds into 

starting professionals. 

Third, thinking by inversion and through use of "checkl ists" is easi ly learned

in broadscale li fe as in piloting. 

loreO\ er, we can believe in the attainability of broad multidisciplinary skill for 

the same reason the fcllo\\' from Arkansas gave for his belief in baptism: ''I've seen 

it done." \\'e all know ofindi,·iduals, modern Ben Franklins, \\'hO have ( 1) <1chieveJ 

a massi,·e mu ltidi sciplina ry sy nthesis with less time in formal education than is now 

avai lable to our numerous brilliant yo ung and (2) thus become better perform<.:rs in 

their own disciplines, not worse, despite diversion of learning time to matter outside 

the normal coverage of their own disciplines. 

Given the time and talent avai lab le and examples of successfu l masters 

of multiple disciplines, what is shown by our present failure to minimize bad 

effects from man-with-a-hammer tendency is only that you can't win big in 

mu ltidisc iplinarity in soft-science academia if you are so satisfied with the status quo, 



or so frightened by the difficu lties of change, that you don't try hard enough ro win 

b ig. 

\\"hich brings us to our fourth question: .Judged with reference to an optimized 

feasible mu lt idiscip linary goal, how much has elite soft-science education been 

corrected after we left? 

The answer is that many things ha,·e been tried as corrections in the direction 

of better multidisciplinarity. And, after allowing for some counterproducti\e results, 

there has been some considerable improvcmcm, ncr. Bur much desirable correction 

is still undone and lies far ahead. 

For instance, soft-science academia has increasingly found it helpful when 

professors fro111 <.liffcrcm disciplines collal>orare or when a professor has been 

credentialed in more than one discipline. Bur a different sort of correction has 

usually worked best, namely augmentation, or "rake what you wish" practice that 

encourages any discipline to simply assimi late whatever it chooses from other 

disciplines. Perhaps it has worked best because it bypassed academ ic squabbles 

rooted in the tradition and cerritorialitv that had caused the unidisciplinary folly for 

which correction was now sought. 

In his great work, A Philosopbicall:.ssny 011 

Probabilities, Laplace sets out one of his 
signature ideas: 

"We may regard the present state of the 
universe as the effect of its past and the 

cause of its future. An intellect which at a 

certain moment would know all forces that 

set nature in motion, and al l positions of all 

items of which nature is composed, if this 

intellect were also vast enough to submit 

these data to analysis, it would embrace 

in a single formula the movements of the 

greatest bodies of the universe and those 

of the tiniest atom; for such an intellect 

nothing would be uncertain and the future 

just like the past would be present before 
its eyes." 
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Roger Fisher 
(b. 1922) 

Roger fisher earned a law degree from 

Harvard in 1948 and stayed on as a 
faculty member in the Law School. 

He became director of the Harvard 

Negmiation Project in 1980. An expert 

in negotiation and conflict resolution, 

he coauthored (with BiU Ury) Getting to 

YES, a classic text in win-win negotiation 

techniques. 
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Economics, in turn, took in from a biologist the 

"tragedy of the commons" model thus correctly 

finding a wicked "invisible foot" in coexistence 

with Adam Smith's angelic "invisible hand." 

In any event, through increased usc of "take what you ,,·ish," many soft-science 

disciplines reduced folly from man-with-a-hammer tendency. F or instance, led by 

our classmate Roger Fisher, the law schools brought in negotiation, drawing on other 

disciplines. Over th ree million copies of Roger's wise and ethica l negotiation book 

have now been sold. and his life's achievement may well be the best. ever. from our 

whole class. The law schools also brought in a lot of sound and useful econon1 ics, 

even some good game theory to enl ighten anrirrust law by better exp laining ho\\' 

competition really works. 

Economics, in turn, took in from a 

biologist the "rragedy of the commons'' 

model, thus correctly finding a wicked 

"im isible foot" in coexistence with /\dam 

Smith's angelic " invisib le hand." These 

days, there is even some ''behavioral 

economics," wisely seeking aid from 

psychology. 

Tlowe,·cr, <111 cxrrcmcly pcrmissi,·e 

p ractice li ke "take what you \\'ish" \\'as 

not destined to have one-hundred

pcrccnr-admirab lc rcstdts in soft 

sc ience. Indeed, in some of its worst 

outcomes, it helped changes like 

( 1) <lsc;imil::nion of Frc11cli~nism in 

Negi)_tiating ~reetnent 
_ WJthoutGivingln 

Roger&fBisher, William Vry
rucc Patton 

of rhe Harvard ~>tiaf . 
Ht·acl h 1· \f ur h . JOn fu))e(1 

P \ Ca,~«'r 

some litc..:raturc departments; (2) importation into many 



places of extremist political ideologies of the left or right that 

had, for their possessors, lil<Hle regain of objecti,·iry almost as 

unlikely as regain of virginity; and (.3) importation into many 

law and business schools of hard-form, cfficiem-market theory 

by misguided would-be experts in corporate finance, one of 

whom kept explaining Berkshire Ilarhaway's im·esting success 

by adding standard deviations of luck until, at six standaru 

dc,·iations, he encountered enough Jerision w force a change in 

exph111ation. 

TIME~ 

:\Ioreon.:r, eYen when it avoiued such lunacies, "rake what 

yott wish" had some serious uefects. For instance, takings 

fiUIII IIIUIC fulldalliClltal di:sciplim::s "ere uften dune" ithour 

attribution, sometimt.:s under new names, with link anenrion 

given to rank in a fundamentalness order for absorbed concepts. 

Such practices (1) act like a lousy filing system th<lt must impair 

successful use and synthesis of absorbed knowledge and (2) do 

nor maximize in soft science the equi,·alent of Linus Pauling's 

S\'Stcrnatic n1ining of physics to imprm·e chemi~rry. There musr 

be <I better way. 

This brings us, final ly, to our last question: In elite soft science, what practices 

wou ld hasrcn our pmgrcss coward optimized disciplinariry? Here again, there arc 

some easy answers: 

First, many more courses should be mandarory, nor optional. And th is, in 

turn, requires that the people who decide what is mandatory must possess large, 

multidisciplinary knowledge maintained in Auency. This conclusion is as obvious 

in the training of the would-be broadscale problem solver as it is in the training of 

the would-be pilot. For instance, both psychology mastery anu accounting n1asrcry 

should be required as outcomes in legal education. Yer, in many elite places, even 

roday, there arc no such req ui rcments. Often, such is the narrom1ess of mind of the 

program designers that they neither sce what i5 needed and missing nor are ab le ro 

fix Jeficiencies. 

I o 1 I t.lff I' 

Taking Whar You W ish 
a Ia Kipling 

When 'Orner smote 'is bloomin' lyre, 

He'd 'eard men sing by land an' sea; 

An' what he thought 'e might require, 

'E went an' took- the same as me! 

T he market-girls an' fishermen, 

The shepherds an' the sai lors, roo, 

They 'eard old songs turn up again, 

But kep' it quiet-same as you! 

They knew 'e stole; 'e knew they knowed. 

They didn't tell, nor make a fuss, 

But winked at 'Orner down the road, 
An' 'e winked back- the same as us! 
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Two unworldly old ladies retired co 

lawn bowling. 
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Second, there should be much more problem-solving practice that crosses severa l 

discip lines, including practice that mim ics the function of the aircraft simularor 

in preventing loss of skil ls through d isuse. Let me give an example, rough ly 

remembered, of this sort of teaching by a very wise but untypical H arvard Business 

School professor many decades ago. 

This professor ga,·e a test invo lving two um.vorld ly old ladies who had just 

inherited a )Jew England shoe f<lCtorv mak ing branded shoes and beset with serious 

bus iness problems described in great deta il. The professor then gave the stude nts 

ample time to answer with written advice to the old lad ies. In response to the 

answers, the professor next gave every student an undesirab le grade except fo r one 

swdent who was graded at the top by a wide margin. What was the winn ing answer? 

Tr was very short and rough ly as follows: "This business fie ld and this particular 

business, in irs particular location, presenc cruc ial problems that arc so difficult that 

unworld ly o ld ladies can nor wisely try to solve them through hired help. G iven 

the d ifficulties and unavoidab le agency costs, the old lad ies shou ld promptly sel l 

the shoe factory, probably to the competitOr who would enjoy the greatest marginal

uti lity adn.1ntage." Thus, the winning answer re lied not on what the students had 

most recently been taught in business schoo l but, instead, on more fundamental 

concepts, like agency costs and marginal util ity, lifted from undergraduate 

psychology and economics. 

Ah, my fe llow members of the Harvard I ,aw C lass of 1948: If only we had been 

much more often tested like that, just think of what more we might have accompl ished! 

Inc identally, many elite private schools now wisely usc such multid iscipl inary 

methods in se,·cnth grade science while, at the same rime, many graduate schools 

ha,·c not yet seen the same light. T his is one more sad example of\\'hitchead's 

"fatal unconnecredness'' in education. 

Third, most soft-science professional schools should increase usc of the best business 

periodicals, like the ll'ct!/ Streft.fouma/, Forbes, Fo111111e, etc. S uc h periodicals are 

now quite good and perform the function of the aircraft simu lator if used to prompt 

practice in relating events to mu lt idiscipl inary causes, often intertwined. And 



sometime-. the periodicals C\ en introduce nc,,· model<> for c;w-;e-, instead of mercl~ 

rcfrc.,hing old knowledge. Also, it is not just s lighrly -.ound to ha,·e the srudcnr 

practice in sc hool \\'hat he must pracricc lifelong after formal cducatiou is U\ c:1 if he 

is going to maximize h is good judgment. I know no person in business, 

respccred for verified good judgment, whose wisdom

maintenance system does not include u-;e of such 

periodicals. Why should acaden-.ia be different.) 

Such periodicals are now quite 

good and perform the function 

of the aircraft simulator if used to 

prompt practice in relating events 

to multidisciplinary causes, 

often intertwined. 

F ourrh, in filling scarce academit: 'at:ancie<>, profcs-.or'> of superstrong. 

pac;.,ionate. political ideolog~. '' hether on the left or right, ... hould usually be a\ oided. 

So also for students. Best-form multidisciplinarity requires an objccti\ it~ such 

passionate people have lo'>t, and a difficult synthesis is nor likcl~ to he achic,·ed b~ 

minds in idcologit:al fcucrs. In our uay, some Harvard La\\ profc-.'iors could and 

did point to~~ wonderful example of just such ideo logy-based folly. This, of course, 

was the law .. chool ar Yale,'' hich \\'ac; then \'iewed by many at I larn1rd as trying to 

imprm c legal cdut:ation by importing a particular political idcolog~ as a dominant 

factor. 

F ifth, soft science shou ld more imensely imitate the fundamental organizing 

ethos of hard science (defined as the "fundamcnral four-discipline combination" of 

math , phys ics, chemistry, and cnginccrin~). Th is ethos deserves more imitation. 

Another Voice on the 
Value of Read ing 

" I read everything: annual reports, 

1 OK's, I OQ's, biographies, histories, 
five newspapers a day. On airplanes, 

I read the instructions on the backs of 

the scars. Reading i~ key. Reading has 

made me rich over time." 

- Buffett 
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. ~ l HICHAHD FEYNMAN 

,:, ~ -~t;I37 
Richard P. Feynma n 

( 1918- 1988) 

Richard Fcy11m011 was born in Far 

Rockaway, New York. He earned 

an undergraduate degree in physics 

from the Massachusetts lnstirucc 

of Technology and wenc on co 

Princeton for a Ph.D. lie worked 

on the Manhanan Project and was 

instrumental in the development of the 

atomic bomb. l ie held faculry posts 

at Cornell University until 1951 and 

chen settled at Calrech. Feynman's 

major contribution to physics was in 

quantum electrodynamics, the srudy 

of the interactions of electromagnecic 

radiation with atoms and more 
fundamental particles. lie shared rhe 

Nobel PriLe in physics in 1965. 

Late in li fe, Fcynman wa~ named co 

the commis~ion that investigated the 

C hal lenger Space Shuttle accidenr. 
He demonstrated the effecr of cold 

temperatu res on rubber 0 -rings and 

showed how the resulting shrinkage 

al lowed hot ga~es to escape, causing 

the explosion. 
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i\fter all, hard sci<.:ncc ha-.. 

by a wide margin. the bc-.t 

IC\.:UIU fut Uuth (1) a\oiuing 

unidi~ciplinar) folly and (2) 

making u-.er-friendl) a big 

patch of multidi-.ciplinar) 

domain," ith fn.:qucnt, good 

results like those of physici<>t 

Richard Feynman wh<.:n he ~o 

quick ly found in cold 0-ring:-. 

the cause of our grcatc'it ~puce 

shuttle disastt:r. And pre,·ious 

extensions of the ethos inro 

softt:r fare ha\'c worked \\<.:11. 

For i nsrance. biology. -.rarri ng 

150 years ago\\ ith a dc~cripti\ c 

mt:ss not much related to 

deep rheor), has gradually 

absorbed the fundamcnta ' 

organizing <.:tho~ with man clc)US rc~ults a<> new generations ha,·c come ro ti'IC better 

thinking methods, containing models that ans\\'er the question: "hy? And there i'> 

no clear rc::ason \\h) the ctho., of hard science c:111't also help in disciplines far lc!-t'> 

fundamental than biolog). l lere, as I interpret it, is this fundamental organit.ing 

t:thos I am ta lking ubour: 

1) You m ust both rank and usc disc iplines in orde r of fundamcnraln<.:ss. 

2) You must. lik<.: it or nor, m,tsrer to rested fluency and routine!: usc the 

uu ly essential parr-. of all four constituents of rhe fundamental four-discip lin<.: 

combination," ith parricularl) in tens<.: arrcntion gi,·cn to discipline~ mor<.: 

fundamental than your O\\n. 

:n You may nc,·t:r practice either cross-di<>ciplinary ahsorprinn "irhour 

attribution or departure from a "principle of economy" that forbids e'plaining n am· 



othcr way anything readi ly explainabk from more fundamental material in 

)OUr own or an) other disc ipline. 

4) Bur when the 'itep (3) approach doesn't produce much new and 

u'>dul insight, )OU shou ld hypothc'>ite and test ro establishmem new 

principles, on.linaril) b) using methods similar to those that created 

successful old principk'>. But you may not use any new principle 

incon'iistent \Vith an old one unless you can now prove that the old 

principle is nm true. 

There is an old two-part rule that 

often works wonders in business, 

science, and elsewhere: (1) Take 

a simple, basic idea and (2) take 

it very seriously. 

You will note rhat. compared with n1uch current practice in soft 

'>cicncc. the fund nmcntal organizing ctho'> of hard sc ic ncc is more 

'>C\ ere. Thi., remind., one of pilot training, and this outcome is not 

a coincidence. Real it~ i., calking ro anyone "ho will li-.ccn. Like 

pi lot training, the erhm of hard science docs not Sa) ··rake\\ hat 

yo u \\ish'' bur "learn ir all to Aucncy, like it or nor. " 1\nd rational 

organ izat ion of multidisciplinary kno\\ lcd)!;e is forced by making 

mandatory (1) full attrib ution for cros ... -dio;ciplinar~ takings and (2) 

mandarory prefcrcnu.: for rhe most fundamenta l ell.planation. 

This simple idea may appear too obv ious robe useful, btlt 

thcrc is an old t\\ o-parr rule that often works wonders in 

hlP,inco;s, science. and clo;cu-hcrc: ( I ) ' J ~1 ke a simple, basic 

id<.:a and (2) wke it \ 'Cf) seriously .• \nd , as some evidence 



"Any book, which is at all important, should 

be reread immediately." 

-Schopenhaucr 
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for the' aluc of taking' e r) seriously the fundamental organi1.ing ethos, 1 offer the 

examrle of my own life. 

To this day, I have never taken any course, 

anywhere, in chemistry, economics, psychology, 

or business. 

I came ro Han·ard L:m School 'ery poorly educated, "irh de'>tllrory "ork habits 

and no college degree. I was ad mined O\ er th<.: objection of \\'arren Abner Se<l\ ey 

through the intervention of fam ilv friend Roswe Pound. I had taken one sil ly course 

in biology in high school, briefly learning, mostly by rotc, an oll\·iously incomplete 

thcor~ of e\ olmion, f>OHion<> of the ana tOm) of the paramecium 

and frog, plus a ridiculou'> concept of "protoplasm'' that ha~ since 

disappeared. To this day, I ha,·e ne,·er rakt.:n any course, an)\\ ht.:re, 

in chemistry. economic-;, psychology, or bus iness. But I early 

took elementary physic-. and math and paid enough arrention to 

somehow as'>imilate the fundamental organi1.ing ethos of hard 

science, \\'hich I thereafter pushed further and further into c;ofter 

and softer fare as my organizing guide and nling system in a 

search for whate\·er multidi-;ciplinary worldl) wisdom it would be 

ea~) to ~ct. 

Thu<>, my life bccarne a <>ort of accidental educational 

experiment \\'ith respect to feas ibility and utility of a very gro~-. 

academic extension of the fundamenwl organizing ethos by a man 

"ho al'>o learned well "hat hi'> 0\\"11 discipline had to teach. 

\Yhat I found, in rny extended attempts to complete b) 

informa l means my stunted <.:ducarion, \\'as that, plugging along 

with on I) ordinary wil l bur with the fundamental organizing erho<> 

a-. my guide, my ability to <,<:rYe ever~ thing IIO\·cd \\·as enhanced 

far beyond my deserts. l.argc gains came in places that seemed 



unlike!) a'> I starred our, sometime'> making 

me like the only one without a blindfold 

in a high--,rakt: gamt: of "pin the rail on the 

donkey." For instance, I was produeti' ely leu 

into P'>~ch ology. where I had no plan-; to go, 

er<.:aring larg<.: adntntag<.:'i that d<.:s<.:n <.: a story 

on another day. 

' I hda). I han; no :nor<.: '>tor~. I h;n e 

fini'>hed my talk b) <lnS\\ering rn~ 0\\11 

q ue'>tions a'> b<.:st T could in a brief rime. 

\\'hat i:- most intert:sting rom<.: in my 

an'>" <.:rs 1~ I hat, wh ile C\'Cr~·thing I ha\ e -;a iLl 

i ... nonoriginal anu ha~ long b<.:<.:n ob\ ioll'> 

to the poinr of banality ro many '><>und and 

\\cll-<.:ducat<.:d minds. all th<.: <.:\ ib I deer~ remain gro.,-.1~ m <.:rprt: ... ent in the best 

of our '>Oft-'>cit:nee t:ducational domain'> wherein , · irwall~ <.:\ er~ prof<.:ssor has n roo 

unidisciplinary habit of mind, e,·<.:n \\hi!<.: a bencr model ex ists just across the ai-.lc 

A Notable Exception: 
One Professor who is 

Multidisciplinary 

Jared Diamond was awarded me 1999 National 

Medal of Science by President C lincon for 

his breakthrough discoveries in evolutionary 

biology and for landmark research in applying 

Darwinian theory to such diverse fields as 

physiology and ecology. A physiologi'>t by 

training and currendy a professor of geogrnphy 

at UCLA, Diamond brilliandy synthesi7es 

the great models of many different ac:~demic 

disciplines. To the left is me latest work of this 

Pulit-zer Prize-winning author. 

in hi., own uni,·ersity. ' lo m<.;, this ri d iculous outcome implies that the soft-sc ient:<.: 

ckpanm<.:nrs wkrate pcn·cr<;c ine<.:mi,·es. Wrong inccnri' e'> nr<.: a major caus<.: 

b<.:eau'>C, as Dr. j ohnson so\\ isd~ ob ... en ed, rrurh is hard ro assimilate in any mintl 

\\hen oppo'><.:d by interest. ,\ntl, if imtitutional incenri' <.:'> cau'><.: the problem, then a 

rcmed) i'> fca'>ible- because inccnri' es can be changctl. 

It is neither inevitable nor advantageous for soft

science educational domains to tolerate as much 

unidisciplinary wrongheadedness as they now do. 

I ha\ e tried w demonsrratc toda), and indeed b~ the <.:-.ample of my life. that it i ... 

neither inevirahle nor adnmragcou ... for soft-sc ience educational uomains tO tole raw 

as much un idisc iplinary wrongheadedness as they now do. If I cou ld somewhat fix 

"I've always been interested in a lot of 

things, and a lot of th ings at the san1e 

rime, and I always t ried to c:~.plain !hem to 

myself. I ask a lot of qucMion;.» 

-Jared Diamond 

Tall.. Fi, c: Fiftieth Reunion Harnml I . U\\ School Class of 194 317 



Portrait ofSnmul'ljolmron by Gilbert 
Stuart, undated, lloughton Library, 

llan-ard Uni,crsity. 
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there is an ethos, also from O r. j ohnson, that is applicable. P lea-.e 

remember the \\Ord D r. j ohnson used to describe maintenance of 

academic ignorance that i-. remo' able through diligence. To Or. 

John-.on, ~uch conduct was ''treachery." 

As Dr. johnson so wisely observed, truth 

is hard to assimilate in any mind when 

opposed by interest. And, if institutional 

incentives cause the problem, then a 

remedy is feasible-because incentives 

can be changed. 

And if duty ''ill not mel\ c imprO\ emcnr. ad,·anrage is also a\ailable. T here\\ ill 

be immense world!) reward-., for law school'> and other academic domain:-. a-. for 

Charlie .\I unger. in a more multidi-.ciplinary approach to man~ problem'>, common 

or uncommon. And more fun a.., \\CII as nlOrc accomplishment. The happier mental 

realm I recommend is om: from which no one willingly returns. A rcwrn '' ottld be 

like cutting off one\ hands. 



Talk Five Revisited 

A 
s I reYiew ' la lk Fi\·e in 2006, I would not change a word. t\nd I continue 

to bclic\·c that my ideas are important. In my anitudc I may he displaying 

too much similarity w my long-dead relative, Reverend Theodore l\Iunger, 

former chaplain of Yale. 

Theodore published a collection of his sermons, laying out proper conduct with 

a strong, ex cathedra tone. Then, late in life, he published a final edition, reporting 

in his foreword that he had made no changes at all and was now producing the ne\\· 

edition on ly because the exrremc popularity of his sermons had caused excessi\T 

wear in the original priming plates. 

"Read over your compositions, 
and when you meet a passage 
which you think is particularly 
fine, strike it out. " 

-Samuel johnson 
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"Charlie draws his confidence from the 
unusually rigorous process he follows to 
research, analyz.e, evaluate and decide. He 
knows he may not always be right, but 
that the odds arc in his favor because his 
process is so disciplined and realistic. For 
this reason, he is never reluctant to make 
a decision and to act decisively upon it." 
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- Dick Esbenshade, 
friend and business 

associate since 1956 

Charlie's Checklists 

"How can smart people so often be wrong? They don't do what Tm 
telling you to do: use a checklist to be sure you get all the main models 
and use them together in a multimodular way". 

-Munger 

I n 'Talk F;ve, Cha rl;e lavs out the case foe chcckhsts, both forma l and ;nformal, 

as indispensable rools for decision making and problem solving. Throughout 

the Almanark, he recommends four basic types of checklists that necessarily 

overlap and reinforce each ocher: 

The Two-Track Anaf)'Sis (Pages 63, 64): 

• What are the factors that really go\'ern the interests involved, rationally 

cons idered? (for example, macro and micro-level economic factors) . 

• What are the subconscious influences, where the brain at a subconsc ious lc,·e l is 

all(omatically forming conclusions? (influences from instincts, emotions, cravings, 

and so on). 

Investing and Decision Jl1aking Checklist (Pages 73-76): 

• Charlie's informal, bur extensive, list of factors worthy of considerat ion. 

Ultra-Simple, General Problem-Solving iVotions (Pages 279-281): 

• Decide the big "no-brainer" questions first. 

• Apply numeri cal fluencv. 

• Invert (think the problem through in reverse). 

• Apply elementary mu ltidisciplinary wisdom, never relying entirely upon others. 

• \Vatch for combinations of factors-the Lollapalooza effect. 

Psychology-Based Tendencies (Pages 440-498): 

• His famous Twenty-Five Standard Causes of I Iuman ~!isjudgment. 
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Vice Chairman of the Board 
Berkshire Hathaway Inc. 
P.O. Box 55007 
Los Angeles, CA 90055 

Dear Charlie: 

October 29, 1998 

Thank you for your hilarious speech to the Financial Officers. 

During the 20 years I knew him personally, Feynman, it is true, never fooled 
himself. Of course, by the time I met him he was already world-famous (at least 
among physicists) and maybe more worried about protecting his reputation than 
driven to come up with new results. Or, more likely he was driven to come up with 
new ideas, but was just an extraordinary person. In any case, I can assure you on the 
basis of first-hand knowledge that we physicists, unlike Feynman, but like financial 
officers, fool ourselves all the time. 

It's always a pleasure to hear from you. 

Best regards, 

David L. Goodstein 
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his speech, dcli,·crcd in October 

1998 to the Foundation Financial 

Officers Group in Sanra 1\lonica, 

helps account for Charlie's line: 

" It 's sad, but true: ot everybody loves 

me." ln the ta I k, he arracks the accepted 

and practiced orthodoxy of his aud ience 

with sharp humor, though always without 

ma lice. Charlie has a deep and abiding 

belief in philanthropy, as is demonstrated by 

his own generous giving, and he seeks here 

tO save the philanthropic community from 

itself. 

Charl ie belie\·es foundations should 

serve as societal exemplars, wh ich means 

they must discourage wasteful, non

producti\T practices. He posits a choice 

for his audience: the model of genius 

statesman Ben Franklin or that of di~graced 

fund manager Bernie Cornfeld. Referring 

back to his days as a limited partnership 

manager, Charlie employs, as is typical, 

self-deprecation and self-reflection: "Early 

Charl ie fun gcr is a horrible career moue! 

for the young." If Charlie can emerge 

from that state successfully, he seems to 

be saying, so can the wayward foundation 

managers in h is audience. 



Talk Six 

Investment Practices 
of Leading Charitable 
Foundations 
Speech to the Foundation Financial Officers 

Group at Miramar Sheraton Hotel, Santa Monica, 
California, October 14, 1998, sponsored by the 
Conrad Hilton Foundation, the Amateur Athletic 
Foundation, the J. Paul Getty Trust, and Rio Hondo 
Memorial Foundation. 

I am speaking here today because m y frie nd , 
John Argue, asked me. And John wel l kne\\ char L \\'hO, unlike 

many orher speakers on your agenda, ha,·ing nothing ro se ll any of you, \\'ou ld 

be irreverent abour much current im·csrment practice in large insrirurions, inc luding 

charitable foundation-;. T herefore any hostility my talk \\'i ll cause shou ld be d irected 

at John Argue,'' ho comes from the legal profe~sion and may e\ en enjoy it. 

It \\'as long the norm at large charitable foundations to in\'cst m<htly in 

unlc\ eraged, marketable, domestic securities, mostly eq uitie'i. The equities \\ erc 

selected by one or a \ er~ fe,, im e-.tmenr counseling organizations. Bttt, in recent 

~ ~.:a1 ~. Lilt: I<.: ha-. bcc n a tl1 ifL LtJ\\ ard murc cumplcxiry. Some foundarion.,, fo lio" ing 

John C. Argue 
( 1932- 2002) 

John Argue divided his time between 

business and philanthropy. Long a 
senior partner of Los Angeles law firm 

Argue Pearson Harbison & Myers, he 

was one of the key reasons that Los 

Angeles got the 1984 Olympic Games. 

He aJso served on the Universi1y of 

Southern California Board of Trustee•, 

becoming its chairman in 2000. 
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the lead of inMirurions like ):lie, ha1·e tried 

to become much bcrrcr 1·er'>ions of Bernie 

CornfcJd:, .. fund of food; ... Thiv is an ama/.ing 

de' ·e lopmenc. Few "''" ld have pred ieced that 

loog after CorniCid'; litll into disgrace, major 

uni,·er'>itics would be leading foundations inro 
Cornfcld\ s~-')tcm. 

Xo\\. in ~orne foundation~. there arc 

nor few bur many in\'c!)rmenr coun'>c/ors, 

chosen b~ an addirionallaycr of consulranrs 

who arc hired ro decide which in1 C'itmenr 

counselors arc besr, help in allocanng 

fill)ds ro l'arious categories, make sure 

rhar foreign sc..:curiries are nor neglecred ll ... !.,~~~~.;-~~~.lirll.iiiliii~..;~~::~ in fa 1 or of dome!) ric '>ecurirics, check 

1·alidit} of claimed im·e~rmenr records. 

eo""e that cloimed im esrmeot "Yic; are >crupuJouslv 
followed, ond help ougmcnt an a I read) large di, cr;ificaricm in " "ay th<ot conforms to 

Bernie Cornfeld, born io Turke}; 

came to America and became a muruaJ 
fund salesman in the 1950s. In the 
1960s, he starced seUing his own 

F..mily of mucuaJ funds, lnvc~ror~ 
Overseas Services (lOS), incorporated 
in S\\incrlaod. He hired thousands of 

salespeople, who sold the funds door

to-<loor all O\er Europe, especially in 

Germany. lOS raised $2.5 billion while 
Corofeld engaged in lavish personal 
consumption. 
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the Ia test norions of corpom ce fino nee professors a bou r volar; I i ty and "be c.." 

Few would have predicted that, long after 

CornfoldS foll into disgrace, m~or universities 
would be leading foundations into 
Cornfofds system. 

Rut e•·cn "ith thi """'"iogJv active, would-bc-polyotarh;c. ncwJa~ cr of 

con;uJranr.choosiog consul rams, the indi,·iduut im·csrmcnt counselors. in pieking 

comcnoo srcx·ks, >cill rely :o a ec>nsiderable euent em a third Ioyer of consultuntv. 

The third'"' er coosiscs of the security aoalws employed by io.-e>rmeor bank<. 



These securit~ anal~ '>CS recei,·e enormous salaries, someci mcs set in ~e,·en figures 

after bidd ing war-;. The hi ring im·estment banks recoup these salaries from two 

sources: (1) cornmi-.-;ions anu trading -;preaus borne by security buyer'> (some of 

"hich are rebated ao; "<;oft dollars'' to money managers) plus (2) im-cstment banking 

charge) paid b~ corporations that appreciate che enchu-,ia-.tic "·a~ their ~ecuritics are 

being recommended by che security analyses. 

This full cost doesn't show up in conventional 

accounting. But that is because accounting 

has limitations and not because the full 
. , 

cost tsn t present. 

There is one thing su re about al l thi~ comple,it~, inc luding 

its touches of behu,·ior lack ing the fu ll punctilio of honor. E\'(;:n 

when nothing but unle\eraged srock picking is inn>lved, the 

total cost of all the inn.:!>tment management. p lus the frictional 

cost'> of fai rly often geccing in and out of many large im e'>tmem 

positions, can easily reach three perccnt of fou ndation net 

worth per annum if foundations, urged on by consultant'>, add 

ne" acti,·ity. year after ~car. Thi'> full cost doesn't sho\\ up in 

conn:ntiona l accounting. But that is because accounting has 

limitations and not because the full cost isn't present. 

. ext, we come to time for a linlc arithmetic: It is 

one thing each year to pay the croupier-. chree percent of 

<;tarring wealth" hen the a,·crage foundation is enjo~ ing a 

rea l return, say, of seventeen percent before the croupiers' 

take. But it is nor written in th e sta rs that fou ndations 

will always gain -.c,·enreen percent gro-;s, a common res11lt in recent year~. 

And if the a,·erage annual gross real return from indexed im·estmenr in equities 

In 1976. Carl Braun, an engineering 

entrepreneur gready admired by Charlie 

(see page 170), self-published for his 

employees a small volume entitled 

Objective Accounting. Among his 

many insightful observations was, "The 

accountanr rakes the easy thing that 

comes before him, while fa iling to rtach 

out for the things that count." 

Talk Six: lnvc~tmcnt l'racticcs of Lcuc.linl( Charitable Founuutions 325 



326 Poor Charlie's Almnnocl.. 

goes back, '>ay, ro fi,·e pen.:enr 0\ er 

some lon~ future period, and the 

croupiers' rake wrns out to remain 

the waste it ha<> alway<> been, 

e\·en for the a\ erage intelligent 

player, then the avera~e intelligent 

foundation will be in a prolonged, 

uncomfortable, shrinking mode. 

After all, fi, e percent minu'> 

three percent minus fi,·e percent 

in donations leaves an annua l 

shrinkage of three percent. 

All the equit) im·estor<>. 

in total, ''ill <>urely bear a 

performance disadvantage per an num eq 11al to the total croupiers' costs they h-tve 

jointly elected to bear. T his i" an inescapable fact of life. And it is also inescapable 

that e\.actly half of the im esrors will get a result below the median result aftcr the 

croupier.,· take, " ·hich median resu lt ma~ \\ell be somewhere between unexciting 

and lousy. 

The croupiers' take turns out to remain the 

waste it has always been, even for the average 

intelligent player. 

ll uman nature being\\ hat it is, most peop le assume awa; ''orries like tho!->e I 

raise. After all, eenturie!'l before Christ, Demo'>thenes noted, "\Yhat a man wi-.he'>, 

he will bclie,·e." .\ nd in -.elf-appraisals of prospects and ralcnt'i, it is the norm, 

as OenH>!->thenes predicted, for peop le to be ridicu lously O\ er-optimistic. For 

instance, a carefu l sun·ey in Sweden showed that ninety percent of automobile 

dri,·er., considered themseke~ abo,·e a\crage. And people who arc succe.,o;fully 

selling '><>mething, a!'> im C'itment counselor'> do, make Swedi'>h dri,·ers sound like 



depre'>si' e'>. \ 'irwally C\'ery im e'>tment e"pen''> public as'>es~menr is rhar he is 

abo\ e •n erage, no matter what i'> th<.: t:\·idcnce to the conrrar~. 

But, you ma~ think. my foundation, ar least, will be above a,·erage. It is well 

endowed, hires the best, and considers a ll investment issues at kngth and with 

objecti\ c prof<.:ssionalism. And to this I respond that an excc'>'> of what seems 

like profc..,c;ionalism will often hurt you horribly-precisel~ becatl'>C the careful 

procedures themseh·cs often lead co o,·crconfidencc in their outcome. 

A careful survey in Sweden showed that ninety 

percent of automobile drivers considered 

themselves above average. And people who are 

successfully selling something, as investment 

counselors do, make Swedish drivers sound 

like depressives. 

V"OLV"O 

SAAB 

General ~ l otors recent!~ made jmt such a mistake, and it''"" a lollapalooza. 

l ' sing fancy consumer sun·cy'>, it'> <.:xcess of professiona lism, it concluded not to pur 

a fourth door in a truck designed to serve also as the equ iva lent of a comfortable 
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fi\·e-passengcr car. Its competitor'>, more basic, had acwa lly scL:n fivL: pL:oplc enter 

and exit cars. :'\ lorcO\ cr. rhe) had noticed that people were used ro four doors in a 

comfortable li\ e-pa'>sengcr car and that biological creawres ordinarii~ prefer effort 

minimization in routine acti\·itie.., and don't like rcmon1ls of long-enjo) cd benefits. 

There are only t\\O words that come instantly ro mind in re\-iC\\·ing General i\lotor'>' 

horrible decision,\\ hich ha'> blc)\\ n many hundreds of millions of dollar'>. And one of 

those words is "oop'>." 

Biological creatures ordinarily prefer effort 

minimization in routine activities and don't 

like removals of long-enjoyed benefits. 

S imilarly, the hedge fund known as "Long-Term Capital lanagement" recently 

collapsed through O\'Crconfldencc in its highly le,·eraged methotls, despite I.Q. 's 

of its principa ls that mu'>t ha\ e •H erageu 160. Smarr, hardworking people aren't 

exempted from profe'>'>ional di'>a'>ters from overconfidence. Often, the~ just go 

aground in rhe more cliffic-111r 'n~agc., rhey choose. relying on their .,elf-appraisa ls 

that they ha\·e superior talents and methods. 



It i'>, of course. irritating that t:\.tra care in thinking i'> not all good but .tlso 

introduce~ C\.tra error. But most good things have undesired "side effects:· and 

chinking i-; no cxceprion. The bc~t defense is that of the bc'>t phystciscs, who 

systematically criticize themsch·c-. to an extreme degree, us ing a mindsct described 

by Iobei Iau reate Richard Feynrnan as fo llows: "Tht: first principle is that you must 

not foo l yourself, and you're the casie..,t person ro fool." 

But -;uppo'>c that an abnormally real istic foundation, thinking like Fe,·nman, 

fear<; a poor future investment outcome because it i-, unwilling to assume that its 

unlc\ eraged equitie~ will outperform equity inJexes, minu-. all im cstment costs, 

nlercly because the foundation ha~ adopted the approach of becoming a "fund of 

funds," with much in\'estme nr wrnm·er and layers of consul tants that consider 

thcm'ICI\'eS above average. \\ 'hat arc chis fearful founduLion's option!) a~ it ::.eeb 

imprm·ed pro-.peccs? 

There arc at least three modern choices: 

I . The foundation can both di'>pcnse with ics con'>ulranrs and reduce its 

im csttllCIH rurno,·cr as it change'> to indexed im·estment in equities. 

2. Th t; foundation can follow the example of Berkshi re ll atha\\'ay, and rhus get 

total annua l croupier costs bclcl\\ one-tenth of one percent or principal per annutTl, 

b~ im c-.ting "ith ,·ircually total pasc;i,·ity in a 'ery fe\\ much-admired domestic 

corporation::.. t\ nd there is no r<;ason "h~ some out'iidc ad\'icc can't be used in thi.., 

procc-.-.. All the fee payer ha-; w do i~ suitably control che high talent in im·escmenc 

counse ling organizations so that the scn·ant becomes the usdul tool of its master, 

instead of scr\'ing itself unde r the p<;rversc incentives of a sort of i\ lad Hatter's Tea 

Pany. 

3. The foundation can suppletTlcnt unlc,·eraged im esunent in marketable 

equities \\'ith im·e'itmenc in limit<;d parcnerships that do -.omc combination of 

the folio" ing: unle,·eragcd im C'>tmcnt in high-tech corporation-. in their in fane~; 

leH.:rag<;d im·cscmcncs in corporate buy-ours; le\'eraged relati\ c ,·alue trades in 

equ ities; and leveraged convergence trades and orher exoric rr:tcles in all kinds of 

securi ties and derivatives. 

Long-Term Capital Management 

Long-Term Capital Management, a hedge 

fund company founded in 1994 by a 

well-respected Wall Street bond trader and 

two Nobel Prize winners in economics, 

developed complex mathematical models 

to take advantage of arbitrage deals. Using 

high levels of debt- about $125 billion 

by 1998-the fund was poorly positioned 

for two consecutive months of negative 

returns combined with Salomon Brothers' 
exit from the arbitrage bu~ine~~ com!Jinc:J 

with foreign financial panics. Within 

a few months, the fund lost almost $2 

billion in capital. It became necessary 

for the Federal Reserve Bank to organize 

a bailout of the fund to avoid a chain 

reaction of liquidity requests throughout 

the economy. T he debacle reminded 

the financial community of the potemial 

seriousness of liquidi ty risk. The seminal 
book on the subject, \'(1/,m Gmius Failed, 

was translated into many languages. 
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For the obvious reason-; gi,·cn b~ pun·eyors of indexed equitie~. I think choice 

(1 ), indexing, i~ a "iser choice for the a\·crage foundation than what it is nm' doing 

in unlc,eragcd cquit) 1mcsuncnr. .\nd parricularl~ so. as it-; prc~ent roral croupier 

costs c'\cced one percent of principal per annum. Indexing can't work ''ell fore' er if 

almost C\ erybod) rurn-. wit. Bur it'' ill work all right for a long rime. 

Choice (3), im esrment in fancy limited partnerships. is largely beyond the scope 

of this talk. I '' ill onl) '>:1~ that the \Iunger Foundation docs nor so imesr and 

briefly mention rwo considerations bearing on LBO funds. 

The first consideration bearing on L HO funds is that buying one hundred 

percent of corporations with much financ ial le,-cmge and two layers of promorion~d 

carry (one for the management and one for the general partners in the LBO fund) is 

no surc thing to outperform equity indexes 

in the future if c.:quity inde:-.e-. perform 

poorly in the future. J n '>ubsmnce, an I ,BO 

fund is a beuer way of bu) ing cqui,·alcnt-. of 

markemble equities on margin. and the debt 

could pro,·e disastrous if future markecablc 

equir~ performance is bad. ,\ nd particularly 

so, if the bad performance comes from 

generally bad business conditions. 

There are now very many LBO funds, both large 

and small mostly awash in money and with 

general partners highly incentivized to 

buy something. 

The sc.:cond comideration i'> increasing competition for LBO candidate~. For 

instance, if the LBO candidate'> arc good service corporations, General E lectric 

can now buy more than . 10 billion \\orth per year in GE's credit corporation, "ich 

one hundred percent debt financing at an interest rate only slight!) higher rhar 



the U.S. government is paying. This sort of thing is nm ordinary competition, 

bm supcrcompetition. And there are now very many LBO funds, both large and 

small, mostly awash in money and with general partners highly incenrivizcd to buy 

something. In addition, there is increased buying competition from corporations 

mhcr than GE using some combination of debt and equity. 

In short, in the LBO field, there is a buried covariance with marketable 

equities- toward disaster in generally bad business conditions-anu competition is 

now extreme. 

Given time limitations, I can say no more about limited partnerships. one of 

which I once ran. T his leaves for extensive discussion on ly foundation choice (2), 

more imitation of the investment practices of Berkshire Hathaway in rnaintaining 

marketable equity portfo lios with ,·irrually zero turnover and with only a ' 'cry 

fc.:,,· stocks chosen. This brings us to the question of how mt1ch im·cstment 

di,·ersification is desirable at foundations. 

1 ha,·e more than skepticism rc.:garding the orthouox view that huge.: 

di,·ersification is a must for those \\'isc en<Htgh so that indcxation is not the logical 

mode.: for equity investment. I think the 

orthodox ,·iew is grossly mistakcn. 

In the Un itcd Stmes, a person or 

institution ,,·ith almmt all wealth invested 

long-tenTt, in just three fine domestic 

corporations, is securely rich. And why 

should such an owner care if, at anv time, 

most mher investors arc faring somewhat 

better or worse? And particularly so when he 

rationally believes, li ke Berkshire. that his 

long-term results will be superior by reason 

of his lower costs, required emphasis on 

long-term effects, a11LI concentration in his 

most preferred choices. 

Robert W Woodruff 
( 1889-1985) 

Roben Woodruff was born in Georgia tO a 

father who was president of a major trust 

company. Woodruff had an unremarkable 

school career, bm once in d1e workforce, he 

succeeded quickly. Although he started in 
car sales, by age rhiny-three he had takc:n 

over the Coca-Cola Company. He turned 

a fairly small soft-drink manufacturer 

and bottler into a corporate giant known 

worldwide. Over the remainder of his life, 

Woodruff was unusually philanthropic and 

established a large foundation that now 

bears his name. 

Woodruff's personal creed gives one a good 

sense of how he accomplished so much in 

his long life: 

"There is no limit to what a man can do or 

where he can go if he doesn't mind who gets 
the credir." 

Talk Six: Investment Practices of Leading Charitable Foumlotions 331 



·W 
·~ 0: 

W u HOW tHE WORLD'S 
FORE"OSl 

~ "ANAGE"ENl 

1- ...., HINKER CRAFlED 
THE ESSENtiALS 

W 0: OF BUSINESS 
SUCCESS 

JOHN E . 0 FLAHERTY 
J.,.JJ!I!!!llll!..----

Peter F. Drucker 
( 1909- 2005) 

Peter Drucker, born in Austria, was 

educated there and in England. 

He earned a Ph.D. in public and 

international Ia\\ whi le working as a 

newspaper reporter in Germany. Later, 

he worked as an economist in a London 

bank a11d came to the United States in 

1937. Hi~ academic career ha.~ included 

professorships at Benningto n College, 
New York Umvcrmy, and, starting in 

197 1, Claremont Graduate University, 

where the graduate management school 

is named after him. For decades, he 

consulted for businesses and nonprofit 

organizations. 

Author of some thirty books on 

mru1agcmcnt, philosophy, and other 

topics, Drucker is considered a seminal 

thinker, writer, and lecn.rer on the 

contemporary organi7ation. In 2002, 
he received the Prcsidenrial Medal of 

Freedom. 
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I go even funher. I think it can be a rational choice, in some situation'>, for a 

family or a foundation ro remain ninCt) pcrccm concentrated in one equity. Indeed, 

I hope the l\ l unger~ folio\\' roughly this course. And I note that the \\'oodruff 

fou ndations ha,c, so far, pro' en extremely wise ro retain an approximate!) ni nct) 

percent concentration in the founder's Coca-Cola stock. It would be inrcrc ring ro 

calculate just how all .\ merican foundations would have fa red if the~ had ne' cr -;old 

a share of fou nder's stock. \ 'er) many, I think, would now be much better off. But, 

you may :,a), the di,·ersifier..., s impl y cook out insurance against a cata<;trophc that 

didn't occur. And I reply: There arc worse things than some foundation's l oo,in~ 

re lative clout in the world, and rich institutions, like rich individua ls, shou ld do a lot 

of self-i nsurance if they wane ro maximize long-term results. 

Some important factor doesn't lose share of 

force just because some "expert" can better 

measure other types of force. 

F urthermore, all the good in the world is nor done by foundation donation-;. 

Aluch more good is done through the ordinar~ business operations of the 

corporations in which the foundations im·est. And some corporations do much more 

good than others do in a "ay that gives investor'> therei n bcttcr-rhan-a\·crage long

term prospects. And I don't con-;ider it foolish, stupid, evi l, or illegal for a foundation 

tO greatly co ncentrate in vestment in what it adm ires or even loves. Ind eed, lkn 

rranklin requ ire d just such an in vcsrmem practice for the cha ritable e ndowment 

created by his wi ll. 

One other aspect of Berkshire's equi ty investment practice deserves comparati\ c 

mention. So far, there ha'i been almost no direct foreign im·c-.tment at Berk'>hirc and 

much foreign inve•nmenc at foundations. 

Regarding this di,crgent histor~. I wish to say that I agree \\'ith Peter D rucker 

that the culture and legal "YSterns of the L' nited Stares arc espcciall~ fa, orablc 



co <;harcholdcr interests compared ro ocher interests and compan.:d ro most other 

counrric-.. I ndccd, there arc man~ or her countries'' here an) good going to public 

shareho ldcrs has a , ·c ry low p riority and a lmost e ,·ery othe r con!'>tirucncy stands 

hi gher in line . This facwr, I think, i:-. un de rwe ighe d ar many investme nt instituti ons, 

prob;lbly beca use it does nor ea:-.il y lcad to quantirari,•e thinking using mode rn 

financia l techn ique. Bur some important facto r does n't lose <;hare of force just 

bccau'>e '><>me "cxpcn'' can better measure ocher types of force. Gcnerall), I tend to 

prefer O\ cr dircct foreign im·eo,rmcnr Bcrkshire '5 practice of participating in foreign 

economic-. through the like<> ofC:oca-Cola and Gillette. 

I tend to prefer over direct foreign investment 

Berkshire's practice of participating in foreign 

economies through the likes of Coca-Cola 

and Gillette. 

' I(> conclude, I will make one conrro,·c rsial pred iction and o nt: controversia l 

argument. 

The conrro,·e rsial prediction i'> that. if some of you make your im·estmenr style 

more like Berksh ire Jl athawa~ \, in a long-term retrospect, you " ill be unlikely 

to have cause fo r regret, e'en if you can't get \\'arren Bu ffctr to \\'Ork fo r noth ing. 

Instead , Be rkshire will ha,·c cause for regret as it faces more in tellige nt inYestme nr 

compe titi on. Bur Berkshire \\'o n 't actually reg ret any disadvan tage from you r 

T he "Gillette Young Guns"-from left 

to right: Kurt Busch, J immie Johnson, 
Kevin Harvick, Man Kenseth, Ryan 
Newman, and Dale Earnhard t jr.

dominated their inaugura l 2004 season, 

winning over fifty percent of the rhirry· 

six NASCAR Cup races. Popularity 

is increasing worldwide for NASCAR 

Stock Car Racing. 
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enl ightenment. \\'e on ly wanr "hat success we can get despite encouraging ocher'> to 

share our general 'i<.:ws about reality. 

~ l y contro\ ersial argumenr i<> an additional consideration weighing again 'I t 

the compk x, high-co.,t irn e-.rmenr modalities becoming ever more popular at 

foundations. E' en if, conrrar~ to m~ <;u<;picions, such modali tie!> should turn out 

to work prett~ ''ell, most of the money-making acti,·ity \\'ould contai n profound I~ 

antisocial effects. Thi-. \\ Otlld be so because the acti,·ity would exacerlxw: the 

current, harmful trend in" hieh e,·er more of the nation's ethical young bra in pel\\ er 

is attracn.:d into lucrari , ·e money management and its attendant modern friction~. as 

disting uishe d from ,,·ork rHm·iding much more value to others. ~ l one) management 

does not create the righ t examples. Early Charl ie Munger is a horrible ca ree r model 

for the young lx:<.:a use not enough was deli\-cred ro ci,·ilization in return for \\'h at wa'> 

wrested from capita lism. And other sim ilar career models a re even worse. 

Money management does not create the right 

examples. Early Charlie Munger is a horrible 

career model for the young because not enough 

was delivered to civilization in return for what 

was wrested from capitalism. 

Rather than e ncourage such n1odels, a more constructive choice at foundmions 

is long-t<.:rm inv~.:srrnent concentration in a few domestic corporations that arc wise!) 

admired. 

Why not rhus imitaw Ben Frankl in? Afte r all, old Ben was very dTccti\ e in doing 

public good. nd he''"" a prett) good in,·esror, roo. Better his model, I thin!... than 

Be rnie Cornfeld'<>. The lhoic~.: i-. plainly yours to make. 
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Talk Six Revisited 

A 
lot of water has passed under the bridge since this talk was made in 1998. 

,\ nd what ha:-. happened by 2006 is that we now see much more of the 

w nd uct I criticit.ed. 

In parricu lar, fricrional costs for stockmarket investors han: increased marked ly, 

and there has been an increa-.c in the share of young brainpower becom ing, with 

respect to im·estrncnrs, "hat the rout is with respect to horseracing tracks. 

Indeed. I recent!~ heard \\'arren Buffett say that if present im estmenr rrendc., 

spread ro racetracks, mo'>t betrors ''ill tr') to impro,·e results by al\\'a') s bringing along 

a well-paid personal rout. 

H o,,·en:r, at the '>a me rime that lo' crs of frictional costs ha\'e been spending 

more on what they lo,·e, there has also been an increase in hold ings of stock c., that 

track market indexes in a 

manner imposing negligible 

costs. This cost-a ,·erse, 

index-mimicking g ro up 

docs not grow fast enough 

to p revent an increase in 

weal frictiona l coSt'>, but 

more stockhold ing i-. slo" I~ 

being com·erred to the 

passi\'e, indexed mode. 



Handicapping Is Investing, Investing Is Handicapping 

Charlie likes ro cite similarities between the pari-mutuel betring system used at horse races and the stock 

market (see pages 196 and 197). Further, he compares the best investing opportun ities to mispriced bets on 

horses, saying, "What we're really looking for arc SO-SO odds which pay three co one" (see page 64). 

Equally attuned to race track analogies is Warren Buffetr. Intrigued as a boy by the voluminous data 

im·olving variables such as weights, speed ratings, pace, past performance, and breeding, Buffett developed 

a keen inte rest in horse racing. Along with a friend, he formed a parmership to produce a tipsheet, Stable Boy 

Selections, which was then sold at Omaha's Ak-Sar-Ben racetrack ("Nebraska" spelled backwards). 

Buffett's early days as a horse handicapper may continue to benefit him today as an investor. In both 

arenas, voluminous data, variables and unknowns exist, cogcther with diffcrcnc schools of thought as to how 

such factors s hould best be evaluated. Not s urprisi ngly, Buffett applies a similar methodology to both pursuits. 

\\'imess this excerpt from Innisfree Farms Rice's Derbylollma/, J..lth Editio11, 1993: 

Bark on the subject of hrmdirappiug, there art two schools to which most practitioners belo11g: speed or11ip. N11rh lih 

the momeJJ/11117 iuvestor i11the stod market, the speed ha11dirapper likes to bet h01:~es that wi11mces i11 fast times ( do11'1 m•e 

ttl!?). The trip handicapper is more rollcer11etf with the 1111t111res of the "trip" the horse had. Did the track favor closers 

thrtl da_y? \lft-ts the hot~e hi11rlered? ll0s there a lot of speed i11 the mre, 110 speed? The legmdary stock market i11vestor, 

ll riiTfll 811Jje11, began his ad1111 life pub/ishi11g a race trad: tip sheet. He o11ce deji11ed his im.)esti11g style by colli11g himself 

a trip htmdicapper. Feus of his fo/!o'U!:ers likely 

romprehmded his remark; mcetmrkers rertai11/y did. 

Adding to the cred ibility of the above 

view by Rice's Derby Jour11al, is the fact that its 

predicted winner of the 1993 Kentucky D erby, 

ea Hero, indeed won, paying a hefty $27.80 for 

those astute enough to place a $2 win beL 
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-... ....._ ...........,. ........... -......_... ... _ _ .. ........,. 
Charles T. Munaer, Esq. 
HCR00Box94 
Cass Lake, MN $6633 

De3r Cllulie: 

July 31, 1998 

_, ......... .. _ 
~ .. ·~ .......... , 

OJI! .... CNolol-l"~ 

This il ftlnber :11 eonnec::ian wirhour briefmeeana 11 breok!asl rhil wedc. 1 wu 
astcd to rcq~ !hal )'011 speak a1111e Found&aoo l'inaDI:bl Ofllccrs Group ......W:s>~ 
lun-.h on Wednesday, OaoOcr 14"'. That poup will bo meoaz:a iD Lot Aa&dct al thai 
time. It consiStS of rhe cluef tuvesttnelll led chit! fbwlcill ofil~cn oC 11101t of the ~or 
pri•·•te foundat:ons ir.l!:c t:altcd Swes,IDd co!ledlvely re;msans ~ $130 btllioc iu 
in'·cslcd ..uets. In addotion. soce repTeSeruativet c( prominent European foundation~ 
will be present. 

The purpose ct IU JIOup is to share invmment knowledge and experieor.a, &Dd 
to J•ve!.:-p a m<>cs .,.nvon. wben!by they help oce t.DOI!Ier sepArate the wt-1 no:n the 
c.U!f ir. the myriac! of investmClll decisions tbat mllll be nwle. 

~ m~s u be:na held It the Mi:ao:.ar Sh~ Hotel ill Santa Moaiea. and ,. 
belni orr...nized by the Anweur Alhletic FOWllbnc.~, lb. Cocnd Hilb: FOUI><buon. 1M 
J. Pa·J! Get:y Trwt, ud U.. RJo Hoodo FOC!Idarion. The tbc:me ofth< conicm:ce is 10 
ioe::s or. rhe •=·t l~fty level of rhc U.S.IarJe cap mark<!, and to 10<plore posaoblt 
lltcr.Jati'les to this ~mrlcet. 

You have 1 ~~ deal ef flexibility with reapect to yolll topic. 1 tbinlc they arc 
willil>g to be challco&"d "irh SII'Oog opiniolll fOrmed by )'CUr wulth o!investmllnt 
oxperienc:e. Spcmua oc the same prosraro u yoa will be Barry Mtmitz. tbe """' lxad of 
tb<C..ny. 

I r=ped\illy qe that )'OU do tbis. You !lave 1 pal deal to ot!e: these 
iavesune<u and li.rwl.."ial otnccn, md they em - your :odVJc~ You will also be in very 
aood company with rnpoct to thio <>!her ~m ll.lld the sponsorina orpuimions. Many 
thanks. 
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Sincerely. 

Above is the letter from 

John C. Argue inviting 
Charlie to speak to the 

Foundation Financial 
Officers Group. 

In his leuer below, John 

Bogle of Vanguard asks 

for a copy of the talk. 

Mr. C.Jca T. MUlli<r 
Mun,er, Tolles & 0~ LLP 
3S~ Soulh Grand Avenue 
Th111y-Fifth Floor 

Lot Anaeles, CA 90071-1560 

0....Mr.MilllJ<r. 

~9.1998 

1-debcbdto 
of Ocloo.r 14, I'm~ read a.,., BiCP' COmpl' 
but I ~ vinu&Jiy II f Clllborraaeed to put myoc~ "PPn .., )<lt.r speech 
you ~·'d I 0 )<lt.r Idea&. lD ll> )<lt.r • ..._.... 

• ....., send me a copy or the Ill)' event, I -.Jd be C<llllpony, 
lpeeeh illelf. moot ~i<ou.., if 

,..., known WitTen B :;:n-. • fellow Director of ':J::':~~ ,_., and in recent 
P<essed by tbe lalonto be ....,__--.........,.., Standarda Boerc!. f."" abo Boo 

"PPPrturuty to meet ~..... to that croup p ·- "" been """' 
you too. 1 hope eo. · cr...,.. - day ru lave ., 

lleurepnjo. 



'' N o t h i n g to Add'' Nutnber Five 

We continue with this question on the subject of performing arts: 

Question: "Do you play rh c pi::~no?" 

Answer: " I don't know. I've never tried." 
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T his <>peech \\'as <.kli,cred in J ovember 2000 to rhc Philanthrop~ Roundrablc in Pasadena. Startling Charlie's family 

and friends, Jody Curtis, of F01mrlatio11 .\'r)ru.>'.l" cf' Commfll!tll)', charact<.;rizcd Charlie as "a fri<.;nd ly old uncle, one with a 

jolly scns<.; of humor at char." 

Charlie's goal, as \\as the c.:ao;<.; in the previous spe<.;ch, was co sa,·e foundations from their own mistakes by getting them 

to im est cffecti,·cly, with minimum waste. Charlie \\'arn-. foundations that th<.;) often ace unwisel~ becau'>e of "a failure ro 

understand their O\\ n ime'>tmem operations, r<.;larcd co che larger system·· of'' hich the~ 'rca parr. ·ever one to pull punche'>, 

he boldly and bluntly challenge'> his listeners to cure the ignorance that is jeopanJi/.ing their foundatiom and chose \\'ho depend 

on them. Charlie coins tht: term "febeulement"-the functional equi,·alent of c.;mbezzlemem-to explain how wealth is 

scrip red away by layers of unnecessary inYcscment managers and consu ltants. 
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Talk Seven 

Breakfast Meeting of 
the Philanthropy 
Roundtable 
November 10, 2000 

I 
am here today to talk about so-called "wealth 

effects" from rising prices for U.S. common 
stocks. 

I sho uld concede, at th e outset, that "wealth effects" nrc part of the academic 

discipl ine of economics and that I haYc never taken a sing le course in economics, nor 

tried to make a sing le do ll ar, e \·er, from foreseeing macroeconomic change~. 

lonethe less, I h~t\·c conc luded that most Ph .D. econom ists underappraisc 

the power of the commo n-stock-based "wealth effect," under current extreme 

conditions. 

E\·eryonc now agrees o n two th ings. First, spend ing procli\·ity is influenced 

in an up\\·ard direction when stock prices go up and in a dO\\·nward direction when 

srock prices go down. And , second, the proc li\iry to spe nd is terribly important 

in macroeconomics. However. the professionals disagree abo ut size and timing of 

"wealth effects," and how they interact with other effects. inc luding the obvious 

'J1u• 
PHILANTH 
ROUND 'TI 

The Philanthropy Roundtable 

Founded in the 1970s in Washington, 

D.C., the Philanthropy Roundtable is 

an informal network of grantmakers 

seeking ro promote private, voluntary 

approaches to individual and 

community betterment. Currently, 
there are more than 600 Roundtable 

Associates. 
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complication that increasr;;d spending rends to dri\'e up stock prices whi le srock 

prices are concurrently driving up spending. Also, of course, rising stock prices 

increase corporate earnings even when spending is static, for instance, by reducing 

pension cost accruals after 'vVhich stock prices rend ro rise more. Thus, "wealth 

effects" invoh·e mathematical puzzles that arc nor nearly so well worked out as 

physics theories and never can be. 

I have never taken a single course in economics, 

nor tried to make a single dollar, ever, from 

foreseeing macroeconomic changes. 

T he ''wealth effect" 

from rising l J.S. stock prices 

is particularly interesting 

right now for two reasons. 

First, there has never been 

an advance so extreme in 

the price of widespread 

srock holdings and, with 

stock prices going up so 

much faster than G~P, the 

related "wealth effect" 

must now be bigger than 

was common before. And 

second, what has happened 

in japan over roughly rhe 

last ten years has shaken up academic economics, as it obviously should, creating 

strong worries about recession from "wealth effects" in reverse. 

In Japan, with much financial corruption, there \\'as an extreme rise in stock 

and real estate prices for a very long rime, accompanied by extreme real economic 



grO\nh, com pared to rhe ll n ired Stares. Then, asser val ucs crashed, 

and the Japanese econom~ stalled our at a ,-c~· suboprimalle\'d. 

After this, Japan, a modern economy that had karned all the \\otdd

bc-correcri' e Kc) ne>ian and monerary rricks, pushed these tricks 

hard and long. Japan, for many years, nor only ran an immen'ie 

go,·ernmenr ddicir bur al'io reduced interest rates to a place 

"ithin hailing di'>tance of zero and kepr them there. :\oncrhclcss, 

the Japanese econorn), year after year. stays stalled, as Japanese 

procli,·iry ro spend scubbornly resists all the tricks of the econon1isc-;. 

And Japanese :-.rock prices stay do'' n. This Japanese experience is a 

disturbing example for everyone and, if something like it happened 

hen.:, would lea,·e shrunken charitable foundations feel ing cloblx;n.:u 

by fate. f ,et US hope, as is probably the Ca!'.e, that the sad 'iituation 

in .I apan is caused in '>omc large parr by socia l psychological effect-; 

and corruption peculiar to .J apan. In such case, our counrr~ ma~ be at 

least half a-. safe a-. i\ '' id~.:ly as'>umcd. 

((Wealth effects" involve mathematical puzzles 

that are not nearly so well worked out as 

physics theories and never can be. 

\ \\.:11, gralll that spcnding procli' iry, as influenced by stock pr ice~. is no'' an 

imporram subject and that the long .J apanese recession is disturbing. I low big arc 

the econom ic inAuenccs of l '.S. stock prices? A median conclus ion of the ~.:conom ics 

professional.;;, based mostly on data collccred by the Federal Re'>ervc Sy:-.rcm, wou ld 

probably be that the "wealth effect" on spending from stock prices is nor all rhar 

big . . \fcer all, C\en now, real household ncr ,,·orrh, excluding pcn'>ions, is probably 

up by less than onc hundred percent o\·er the last ten years and remain'> a pretty 

modest figure per hou~dwld, while market ,·alue of common -.rock i-; probabl~ not 

yet one-third of aggrcgaw holl'.chold net word·. excluding pensions. \lorcO\ cr, 

such hou-.chold \\ealrh in common stocks is almost incredibly concentrated. and the 

In 1974, Erno Rubik, a lecturer in the 

Department of lmerior Design at the 

Academy of Applied Ans and Crafts 

in Budapest, patented the now well

known "Rubik's Cube." Rubik set out 

to create a three dimensional object that 

would both be aestheticaJiy pleasing :md 

present a greater memaJ challenge than 
any puzz.Je in existence. 
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JO H N K ENNET H 

GALBRAITH 
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John Kenneth Galbraith 
(b. 1908) 

John Kcnnerh Galbrairh, born in 

Onrario, Canada, graduated from 

Ontario AgricuJtural College and went 

on for a Ph. D. from rhe University 

of California, Berkeley. In 1949, he 

joined the economics faculty at Harvard 
University. A f(iend of !'resident John 

F. Kennedy, Galbraith served as U.S. 

ambassador to India from I 961 ro 1963. 

As an economist, Galbraith holds 

progressive values and writes accessible 

books rhat ofren describe how economic 

rheory docs nor always mesh wirh real 

life. Among his best known works 

are American Capitalism: The Concept 

ofCountervniling Power ( 1952), The 

Ajflumt Society ( 1958), and The New 
l11dustrinl Stnte (J96i). 
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super-rich don't consume in proportion to their wealth. Leaving out pensions, the 

top one percent of households probably hold about fifty percent of common srock 

value, and the bottom e ighty percent probably hold abom four percent. 

Based on such data plus unexciting past correlation between stock prices and 

spending, it is easy for a professional economist to conclude, say, that even if the 

average household spends incrementally at a rate of three percent of asset values 

in stock, consumer spending would have risen less than one-half percent per year 

over the last ten years as a consequence of the huge, unprecedented, long-lasting, 

consistent boom in srock prices. 

I believe that such economic 

thinking widely misses underlying 

reality right now. To me, such 

think ing looks at the wrong numbers 

and asks the wrong questions. Let 

me, the ultimate amateur, bo ldl y try 

to do a little better, or at least a little 

differently. 

F or one thing, I have been 

told, probably correctly, that Federa l 

Reserve data collection , due to 

practical obstac les, doesn't properly 

take into account pension effects, 

including effects from 40l(k) and 

sim il ar plans. Assttmc some sixty

three-year-old dentist has $1 million 

in GE stock in a private pension 

1M Fwr-Tn.ek News 

GOING EAST GOING WEST 
On your r-Ight as you leave On your le!L as you apprull<:b 

SCHENECTADY 
(hoi riM rt.fn UM of lhtl N.w VOC'k C«at,..J A Hud110n av-r 

ltaUI"'t.d T" •lit-. the l.a"'U\ ot the Tbr. 
Manutac:turtnr ptant.a of the 

GENERAL ELECTRIC COMPANY 
O F 

NEW YORK. U . S. A . 

The Largest Electrical Manufacturer in the World 
OTIIEit rACTORt£5 r 

LYNN, MASS. HARRISON, N. 'o' . 

PKL"'riCIPAL OFFICI! t 

SCHENECTADY. N.Y. 
F·or-f:f&"n Oepr'.!fo Schencetady. 44 Bro.-.d S t • • N ew Y ork and 

83 Cannon S t ., London, E.C. 

For Groa1 Britain and Ireland : tho British Thomson -Houa-ton 
Co .• Lid •• Rucby, and 83 Cannon Sr .• London. e .C. 

.,._.,..._.......,..., ........... , .... ,__r.._'hf• ~·T••t<CWt....,. .. 

plan. The stock goes up in va lue ro $2 million, and the dentist, feeling Aush, 

trades in his \Cry old Chevrolet and leases a new Cadillac at the givea\\'ay rate now 

common. To me, this is an obvious large "wealth effect" in the dentist's spending. 

To many economists, using F ederal Reserve data, T suspect rhe occasion looks like 

profligate dissaving by the dentist. To me, the dentist, and many others like him, 



~eems to be spending a lot more because of a , ·cry strong pension-related "\\ealth 

effect." According!), I belie,·e that pre~cnt-day "wea lth effect" from pension p lans 

is far from trivial and much larger than it was in the pa'>t. 

For another thing, the rradirional thinking of economi'>t~ often docs not take 

i nro account implications from the idea of ''bczzle." Let me repeat: "be ale," 

B-E-Z-7:-L-E. 

Tht: word "beulc" i-; a contraction of the word "en1bezzle," and it" a<> coined 

b\ I hHYard Economic-. Profes~or John Kenneth Galbraith to stand for the incn.:a<>t: 

in an) period ofundi,clo-.ed cmbezt.lcmenr. G,1lbraith coined the "beuk" \\ord 

becau'ie he sa\\ th~tt undisclosed embeulement, per do llar, has aver~ po\1 crfu l 

stimulating dTecr on -;pending. After al l, the embezzler spcnus more becau-;c he has 

more income. and hi'> employer -;pend'> as before because he dot:sn 't kno\\ any of his 

a-.-.et-. arc gone. 

But Galbntith did not push his in-,ight on. He 

"as content to stop with being a stimulating gaJAy. 

So. I '"ill nO\\' try to push Galbraith\ ''bc1.1.lc" 

concept on ro the next logical le,·el. . \-, Ke~ ncs 

-,ho\\cd. in a nati\ e economy relying on carned 

income, when the sc~tmstress sel ls a coat to the 

'ihocmaker for t\\'Cnt) dollars, the shoemaker has 

t\\enty dollar-;le.,., to '>pend. and the -.camsrress 

ha'> t\\ ent~ dollar-. mnre to spend. T here is no 

lollapalooza effect on aggregate spending. 11ut 

when the go,·crnment prints another twenty

dollar bill and usc'> it ro bu~ a pair of shoes, the 

-.hocmaker ha-, another t\\·entY dollar~. and no 

one feels poorer. And "hen the shoemaker next 

bu~~ a coat, the proc~ss goes on and on, nor to an 

infinite increase, but with \\'hat is no" called tht: 

Kc~ nc.,ian mulriplicr effecr. a <;orr of lollapalooza effect on spt:nding. Simi larly. an 

undi.,closed embeulcment has stronger '>timullri,·e effect-. per dollar on ~pending 

"Worldly wisdom teaches that it is bcucr 

for reputation to fail conventionally than 
to succeed uncon,entionally." 

- John Maynard Keynes 
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chan a same-sized honc'>t exchange of good~. Galbraith, being Sconish, liked the 

bleakness of life demonstrated by h is insigln. After all, the Scorrish emhusiasrically 

accepted the idea of pre-ordained, unfixable infant damnation. Bur the rest of us 

don't like Galbraith's insight. 'cvcnhcles-.. \\C lut,·c to rccogni;.c that Galbraith was 

rough!~ right. 

Undisclosed embezzlement, per dollar, has a 

very powerful stimulating effect on spending. 

After all the embezzler spends more because 

he has more income, and his employer spends 

as before because he doesn't know any of his 

assets are gone. 

~o doubt Galbraith saw the Keynesian-multiplier-type economic effects 

promi'>ed b~ increases in "bculc." But he '>topped there . . \ftcr all, "'bczzlc" could 

not grow ,·ery big because disco' cry of massive theft\\ as 

nearly inevitable and sure to have reverse 

effects in due course. Thus, increase in 

pri,·atc "bezzle" could not drive economics 

up and up, and on and on, at least for a 

considerable t ime, like government spending. 

I )etcrrcd by the apparent sma l lncs~ of 

economic effects from hie:; insight. Galbraith 

did not ask the ne::\t logical question: ,\rc there 

important functiona l equi' a Ients of "bezzlc" 

that arc large and not promptly self-destructive? 

i\ I ~ ans\\ er to this question is yes. I will nc:-.t 

describe onh one. l "ill join Galbraith in coining 



new words: first. "fehczzlc," ro -,rand for the functional eq ui,·alem of '"bezzle"; 

-;ccond. "febez.llcmenr," to de..,cribe the process of creating "fcbczzlc"; and third, 

""fchczzlcrs." ro describe person'> engagcd in '"febezzlemenr." Tht:n. 1 " ·ill idenrify 

an im portant sou rce of "febezzlc" right in this room. You pcople, I think, have 

created a lor of "febezzle" through yo ur fooli sh irH csrment management practices in 

dealing with your large ho ldings of common srock. 

If a foundation. or other im e'>tor. wastes 

three percent of assets per year in unnt:cessary. 

nonproducti\ e im·esm1enr co'>t'> in managing a 

strongly rising !'>tock portfolio. it '>till feels richer, 

despite the waste, whi le rhe peo plc getting the 

wasted three percent, "fcbezzlers" though they 

arc. think thc~ are' i rruouo.;l~ earning income. 

T he !>ituation i'> functioning like lrr1di-,closcd 

embezzlement ,,·ithour being '>elf-limited. 

Indeed. the process can cxpa nd for a long " ·hi le 

b~ feeding on itself. And, all the'' hilc. ,,·hat 

look-, likc spending from earned income of 

rhe recei ,·crs of t he wasted three perct:nr is. in 

'>Ub'>tanct:, spending from a di~gui-.~.:d "\\calrh 

effen" from rising stock prices. 

It is paradoxical and disturbing to us that 

economists have long praised foolish spending 

as a necessary ingredient of a successful economy. 

Thi~ room contains man) peopk pretty \\ell stricken b~ e'pircd years-in m~ 

generation or the one fo llowing. \\'e rend to belie\C in thrift and a\·oiding waste as 

good things, a process that has worked ''ell for us. It is paradoxica l and disturbing 

ro u~ rhar economists have lo ng praised foo lish spending as a necessary ingredient of 
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a successful economy. Let us call fooli~h 

cxpendiwres "fookxures." t\ml 110\\ you 

holders of old , ·a lues arc hearing one of 

your O\\ n add to the ca'oe for "fookxures" 

the case for •·febculcment'>"-the 

functional equivalent of embezzlements. 

This may not seem like a nice way ro 

start a new day. Please be assured that 

I don't like "febezzlemcnts." It is 

just that I think ''fcbezzlcrm:nt-;" arc 

w idespread and have powerfu l economic 

effects. And I also think that one should 

recognize rea li ty even wh<.:n on<.: docsn'L 

like it, indeed, especially whcn one 

doesn't like it. Also, I think on<.: should 

cheerfu lly endure paradox that one 

can't remo,·c by good thinking. Even 

in pure mathematics. they can't rcmo' e 

all paradox, ami the rc'>t of us should 

also recognize we arc going to ha\ e to 

endure a lot of paradox. like it or not. 

I also think that one should recognize reality 

even when one doesn't like it, indeed, especially 

when one doesn't like it. 

Let me also take this occa'oion to state that my pre\ ious notion of thr<.:<.: perc<.:nt 

of assets per annum in waste in much imtirutional investment managem<.:nr related 

to stocks is quite likely roo lo" in a great many case'>. A friend. after my ta lk to 

foundation financial officer'>, 'iCnt me a summary of a stud~ about mutu:.tl fund 

imTsrors. The '>tudy contludcd that the ty pica! mutual fund inYe'>wr gained at 



7.25 percent per vear in a fifteen -year period when the a,·erage stock fund gained 

at 12.R percent per year (presumab ly after expenses). Thus, the real performance 

lag for investors was o,·er fi,·e percent of assets per year in addition to whate,·er 

percentage per year the nwtual funds, after expenses. lagged beh ind srock market 

averages. If this muwal fund study is roughly right, 

it raises huge questions about foundation wisdom in 

changing investment managers all the t ime as mutual 

fund investors do. If the extra lag reported in the mutual 

fund srudv exists, it is probably caused in considerable 

measure by folly in constant removal of assets from 

lagging portfo lio managers being forced to liquidate 

stockholdings, followed by placemenr of removed 

assets with new investmen t managers that have high

pressure, asset-gaining hose;:s in their mouths and clients 

whose investment rcs1tlts will not be improved by the 

super-rapid injection of new funds. I am ahn1ys having 

crouble like that caused lw this new mutual fund scudv. . . 

I describe someth ing realistically that looks so awful 

that my description is disregarded as extreme satire 

instead of reality. ~ext, new reali ty rops the horro r of 

my disbelieved description by some large amount. 1 o 

wonder~ Iunger notions of rea li ty are not ,,·idely welcome. 

This may be my List talk to charitable foundations. 

This may be my last talk to charitable foundations. 

ow, toss in ·with "febezzlemcnt" in investme n t managemcnc about $750 

billion in floating, e\·er-growing, ever-renew ing wea lth from employee stock optio ns 

and you gtt lot more common-stock-related "wealth effect" driving consumption, 

with some of the "wealth effect" from employee stock options being, in substance, 

"fehezzle" effect, fac:il it;ltcd hy the cnrmpt ;lccottn ti ng pracrice now rc~Cjtt ircrl hy 

standard practice. 
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c. 1665 
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Maurirshuis, The Hague. 
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J ext, consider that each onc-hundred-poinc 

advance in the S&P adds about $1 rrillion in stock 

market value, and throw in some sore of Keynesian-type 

multiplier effect related to all "fcbczzlcmcnt. " The 

related macroeconomic "wealth effects," 1 believe, 

become much larger than is convcncionally supposed. 

And aggregate "wealth effect" from stock prices 

can get very large indeed. It is an unfortunate fact 

that great and foolish excess can come into prices of 

common stocks in the aggregate. TheY are valued 

partly like bonds, based on roughly rational projections 

of use value in producing future cash. But they are 

also va lued partly like Rembrandt paintings, purchased 

mostly because their prices have gone up, so far. This 

situation, combined with big "wealth effects," at first 

up and later down, can conce ivab ly produce ITiuch 

mischief. Let us try to investigate this by a "thought 

experiment.'' One of the big Bri tish pension funds 

once bought a lot of ancient art, planning to se ll it ten 

years later, which it did, at a modest profit. Suppose all 

pens ion funds purchased ancient art, and on ly ancient 

art, with all their assets. Wouldn't we eYencua lly ha,·c a 

terrible rness on 011r hands, \\·irh g reat and undesirable 

macroeconomic consequences? And wouldn't the mess 

be bad if only half of all pension funds were invested in ancient art? An<.l if half of 

all stock value became a consequence of mania, isn't the situation much li ke the case 

wherein half of pension assets arc ancient art? 

One of the big British pension funds once bought 

a lot of ancient art, planning to sell it ten years 

later, which it did, at a modest profit. 



.\[y foregoing acceptance of the possibi lity that swck 

\alue in aggregate can become irrationally high is conrrary 

to the hard-form "efficient market" theory that many of you 

once learned as gospel frorn your mistaken professors of 

yore. Your mistaken professors were too much influenced 

by "rational man" models of human behavior from 

economics and too little by "foolish man" models from 

psychology and real-world experience. "Crowd folly," 

the tendency of humans, under some circumstances, 

to resembk lemmings, exp lains much fool ish thinking 

of brilliant men and much foo lish behav ior-like 

im·estment managemcnc practices of many foundations 

represented here today. It is sad that today each 

institutional im·estor ~tpparently feMs most of all that its 

im·estment practices wi ll be different from practices of 

the rest of the crowd. 

\ \'ell, this is enough u ncrcdcnrialed musing for 

one breakfast meeting. If I am at all right, our present 

prosperity has had a stronge r boost from common

srock-pricc-rclatcd ''wealth effects," some of them disgusting, than has been the case 

in many former booms. lf so, " ·hat was greater on the upside in the recent boom 

could a lso be greater on the downside at some rime of future stock price dec line. 

Incidentally, the econom ists may well conclude, eventually, that, \\'hen stock market 

advances anJ decline~ arc regarded as long-lasting, there is more downside force on 

optional cons ttmprion per dollar of stock ma rker decline than there is ups ide force 

per dollar of stock marker rise. I suspect that economists \vou ld bclic,·e this already 

if they were more willing w rake assistance from the best ideas outside the ir own 

d iscipline, or en:n to look harder at j apan. 

Remembering Japan, I also want ro ra ise the possibi li ty that there arc, in the 

Yer~· long term, "virtue effects" in economics-for instance, that \\'idcsprcad corrupt 

accounting will evenrually create bad long-term con seq ucnces as a sort of obverse 

Some might view day-trading in 
the 1990s as a classic illustration 

of "crowd folly." 
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James Boswell 
and Samuel Johnson 

A Scottish lawyer and essayis t, 

James BosweU (1740- 1795) became 
reknowned for his two-volume 

biography, The Life of Samuel johnson, 

LLD, published in 1791 , seven years 

after the death of his famous subject. 

BosweU and Johnson met in 1763 in 

Davies' London bookshop and becam e 

fast friends. 
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effect from th e \'irrue-based boost uoublc-enrry bookkeeping gan:: to 

the heyday o f Venice. I suggest rhat when the financial scene starts 

reminding you of Sodom and Gomorrah, you shou ld fear practical 

consequences even if you like w participate in wh<H is go ing on. 

Finally, I be lieve that im plica tions for charitable foundations 

of my conclusions today, combinc;d with conclusions in my former 

talk to foundation financial officers, go way beyond implicarions 

for invcstmenr teehniquc;s. If I am right, almost all U.S. 

foundations arc unwise through failure to understand their own 

im·estment operations, related to the larger system. If so, this 

is nor good . A rough ru le in life is that an organization fool ish 

in unc wa~ in Lkaling will1 a compkx syscc;m is a ll roo like ly ro 

be foolish in anorher. So the " ·isdom of foundation donations may need as much 

improvement as investment practices of foundations. And here we have two more 

old rules to g uid e us. One rule is c; thical, and rhe other is prudc;ntial. 

The ethical rule is from Samuel johnson, 

who believed that maintenance of easily 

removable ignorance by a responsible office

holder was treacherous malfeasance in meeting 

moral obligation. 

The ethi ca l rule is from Samuel j o hnson, who believed that maintenance:; 

of easi ly removable ig nomnce by a responsib le office holder was treacherous 

malfeasance; in meeting mora l obligatio n. The prudential rule is th at underlying the 

o ld \Varner & Swasey advertisement for m ac hine tools: ''The man who needs a nc,,· 

machine tool and hasn 't boug ht it is a lread y pavinJ.?; for it." The \Varner & S"vasey 

rule also app lic;s, 1 be lieve, to thinking rools. I f you don't ha\ c; the right thinking 

tools, yo tt, and the people you seek ro help, arc already suffe ring from yo ur easily 

rcm o, abk ignorance. 
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Mr. Charles T. Mllllger 
Vice-Chairman 
Berkshire HathaWll)' Inc. 
Post Office Box 55007 
Los Angeles, C:ilifomia 92055 

VL'\ FAX: (213) 680.3677 

De:u Mr. Munger: 

T he 
PHILANTHROPY 

R OUNDTABLE 

On behalf of the Philanthropy Roundtable, I would like to invite you to deliver a keynote 
2ddress to our eighth anntU! meeting at the Ritz,Carlton in Naples, Florida oa the evening 
of Thursday or Fricby October 28-29, 1m. Given the favorable response we h2ve already 
Reeivecl to your :-ecent article in Philanzhrtpy, I think it is safe to say that our members would 
be very interested in your views on how fouadacions ought to think about their investments 
ar.d those (the "would-be-polymarhic new layer of coasulwu-choosing coasultants•) who 
manage them. 

Briefly, the Philanthropy Rounc!t:able is a mtional, non-profit association of more than 500 
individual and institutional donors; that is, those involved in philanthropy on a profemonal 
basis and individu2ls and their families for whom giving is a serious avocation. We ay to 
provide thought-provoking and useful information to donors both large and nat so large. 
We are committed to the belief that philanthropy is mmt likdyto sua:eed when it rewards 
pcrsoml initiative, self-relimce, and resulu- nat dependence. The theme of this y~s 
mecring is how ro cull the best p~ces from the past cenwry of philanthropY while at the 
same rime recognizing the new devdopmenn, such as social entrepreneurWism, that will 
drive Aml!ric:m phil.utthropy as we enter the new mille:tlllium. W c c:xpea more dun 300 
donors to be in attendance. 

The Roundtable holds rcg.ional meetings in cities across the aarioo on particular tOpics of 
interest to donors and we hold a 12rge national meeting each year. Last year our annual 
meeting was held in San Antonio and Roo Clltmow, biognpher of J.P. Morgan and John 
D. Rockefeller, delivered an address oa "Relemling the Lessons of the Great Tycoons, • 
e."tplaining the long and sustained effort John D. Sr. devoted to his philanthropy. 

1!S017THSTUETWW, ~UI'n.S03 
WASIJINGTON, D.C. 20036 
TU. (202) 12l-8JJ3 r.u !202) W-lllJ 
..-u srn; lu:q>:/lpluioDthnopy<ourullablc."'
tMAIL; moJI\OplliWuhtopyroundtabl•.oca 

. . _... . . 'al\ener inviting 
This 15 u•e 1n1U 

. dd.ress the Philanthropy 
Charl1e to a . , 

d bl with Cbarhes 
Roun ta e, . . Charlie 
h dwrinen dechnaoon. 

an d ---'to 
eventually relented an ao''"'"~ 
give the talk the next year. 
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Talk Seven Revisited 

T 
his talk in ovembcr 2000 turned our ro be pretty timely, because 

stockmarket unpleasantness thereafter greatly increased, particu larly for 

high-tech stocks. 

Rut, as nearly as I can tell, there has been absolutely no theoretical reaction from 

anyone who heard or rcaJ the talk. 1 sti ll believe everything l said about significant 

macroeconomic effects from "febezzlcmcnt" through excessive investment costs. 

But no one trained in economics has ever tried to engage with n1e on this subject. 

Undeterred by this apathy, I am no-vv going to push my reasoning one notch further 

by laying out a "thought experiment" extrapolating the combined reasoning of' lalks Six 

and Seven roan assumed higher level of investment costs. 

Assume that 2006 stock prices rise by 200% while corporate earnings do not rise, 

at which point al l rhc sensibly distributable earnings of all U.S. corporations combined 

amount to less than the total of all stockholder investment cost-;, because such coscs rise 

proportionall y with stock prices. Now, so long as this situation continues, no money 

at al l, ncr of investment costs, is going out of al l corporations wall corporate owne rs 

combineJ. Instead, frictional cosr imposers get more t han all sensibly distributable 

corporate earnings. And at the end of any year, the corporate owners in aggregate 

can get money by reason of their stockho lding only by making stock sa les to 

providers of "new money" who, considering high continuing investment costs for 

themselves and others, must expect that stock prices will keep rising indefinitely 

while all stock owners, combined, arc getting noth ing, ncr, except by selling stack to 

more "new money." 



To many imposers of frictional investment costs, this peculiar state of affairs 

\\Ould seem iueal, with more than 100% of sensibly distributable corporate 

earnings going to precisely the right sort of people, instead of being wasted on the 

shareholde rs. Anu some economists would regard the result as good because it came 

about in a market. Bm to me it would resemble a wciru and disturbing combination 

of (I) a gambling casino imposing an unreasonably greedy take for the house, plus 

(2) a form of Ponzi-like scheme, similar to the market for expensive art, in which 

participation ,,·ould be unsu itable for pension funds, etc., plus (3) a bubb le of 

speculation that would eventually burst, probably with unfortunate macroeconomic 

consequences. And what the situation would not look like is a state of afTairs likely 

to function well in guiding the capital uevelopment of the surrounding civilization. 

Such a state of affairs, or even a lesser version, would, I think. reduce the 

reputation of our country, and clcsen·ediY so. 

"Regard your good name as t he richest jewel you can 

possibly be possessed of- for credit is like lire; when once 

you have kindled it you may easily preserve it, but if you 

once extinguish it, you will find it an arduous task to 

rekindle it again. The way to gain a good reputation is to 

endeavor to be what you desire to appear." 

-Socrates (469 BC - 399 BC) 
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his parable and morality play gives 

Charlie u chance to vent his anger 

at the accounr ing profession's role 

in corporate ma lfeasance. I land

written by Charl ie when he ,,·as ,·acation ing 

in the summer of 2000, rhe speech is ~1n eerie 

prediction of the sca ndals thar surfaced well 

before his predicted dare of 2003 and that 

continue today to be an imporram issue. 

The early Quanr Tech appears to be loosely 

based on C. F. Braun Engineering, a firm whose 

bri lliant founder, Carl F. Braun, and business 

practices Charlie greatly admired. (The firm was 

ultimately sold to the Kuwaiti government; so 

the later Quant ' lech is not modeled in any way 

on C. F Braun Engineering). 

Charlie chronicles how leadersh ip change 

in a very successful company can consign the 

firm to mediocrity-or worse, to disrepute and 

fai lure. \\'hen new management adopts modern 

financial engineering techniques, especially the 

use of stock options that aren't expensed, all is 

lost. 

Shakespeare's King Henry \ 'I said, 

"First thing we do, let's ki ll all the lawye rs." 

Cha rl ie, an atrorney, might reject that idea, but 

accountants? \Yel l .. . 



Talk Eight 

The Great Financial 
Scandalof2003 
An Account by Charles T. Munger, 
Summer2000 

T
he great financial scandal eru ptcd in 2003 
with the sudd e n, deserved di sgrace of Quant 
rfechnical Corporation, always call ed "Quant 

1 ech." By this time, Quant Tech was the country's large'>t pure engineering 

firm, ha,·ing become so as a con-.equence of the contribution-; of its legendary 

founder, engineer Alben Bert.og Quant. 

. \fter 2003. peop!e came ro o;cc the Quant Tech story a'> a ~orr of mora:ity play, 

di,·idcd into two acts. Act One, the era of the great founding engineer, was seen as cl 

golden age of -;ound ,·a lues. i\ct ' 1\vo, the era of the founder's immediate successors, 

"as seen as the age of false ,·alue-; "ith Quant Tech becoming, in the end, a son of 

latter-day Sodorn or Gomorrah. 

In fact. a'> this account will make clear. the change from good to e,·il did not 

occur all at once" hen Quane Tech\ founder died in 19HZ. i\ luch good continued 

after 19R2. and serious evil had e'\i~ted for many years prior to I<JR2 in the financial 

Cll lt mc in wh ich Quant Tech had co operate. 

QUANT TECH 

Quant Tech is a fictitious engineering 

company that, in our story, experiences 

many of the common maladies of real 

companies-especially the fatal flaw 

of not accounting properly for the real 

costs of employee stock options . 
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On O\ember 7, 1940, the first Tacoma 

Narrows suspension bridge in the Puget 

Sound of Washington Stare collapsed due 

to substandard engineering, which did 

not properly take into account the effects 

of high wind~ common in the area. The 

bridge had only been open ro traffic a few 
months. 
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The Quant Tech stOrY is best undt:rswod as 

a cla'>'>ic son of uagedy in which a single Aa\\ i!> 

inexorably punished by remorseless Fate. The fla" 

"a'> the country's amazingly peculiar accounting 

m:atmcnt for employee srock option-.. The 'ictim'> 

were Quant Tt:ch and its countr~. Th<.: hisror~ of the 

Grear Financial Scandal, as it actually happcn<.:d, could 

ha\ e bc<.:n written by Sophocle'). 

r\s his li fe ended in 1982, Alben Berzog Quunt 

de livered to his successors and his ~ Iaker a wonderfully 

prosperous and useful company. The sole business of 

Quant Tech was design ing, for fees, all over the \\'orld, 

a n<wel type of superclean and sup<.:rcfficient small 

power plant that impro,·ed clcctricit) generation. 

He no more wanted bad accounting in his 

business than he wanted bad engineering. 

By 19H2, Quant Tech had a dominant marker share in its busin<.:ss and wa'> 

earning $100 million on revenues of$1 billion. Its costs w<.:re ,·irruall ) all cost~ 

to compensate technical cmplo~ees engaged in design work. Dir<.:ct employec 

compensation cost amounted to seventy percent of re,·enues. Of this seventy 

percent, thirty p<.:rccnl was base salaries and forry pen.:<.: nt was inccntiYc 

bonuses being paid out under an elaborate sys tem designed by the founder. All 

compensation wa'> paid in ca"> h. There were no stock opt ions because the old man 

had considered the accounting treatment required for srock option!-> to be "weak, 

corrupt, and conremptiblc," and he no more wanted bad accounting in hi <> bu!->inc'>'> 

than he wanted bad engineering . .\lorcO\cr, the old man believed in tai loring hi'> 

huge incenti\ <.: bonu'>e'> to precise performance standards e~tabli-.hcd for indi' iduab 

or small group'>, instead of a llo\\'ing "hat he considered undesirable compemation 

outcomes. boch high :md lo\\. '>uch us he believed occurred under other com panic'>' 

stock option plans. 



Yet, even under the o ld man's system, most of Quant' J<~ch 's devoted longtime 

en1ployecs were becoming rich, or sure to get rich. This was happening because 

the employees were buying Quant Tech smck in the market, just li ke nonemployee 

shareholders. The old man had always figured that people smart enough, and self

d isciplined enough, to design power plants cot1 ld reasonably be expected to take care 

of their own financial affairs in chis way. He would sometimes advise an employee w 

buy Quant 'fech s tock, but more paterna listic than that he wou ld not become. 

By the time the founder died in 1982, Q ttant Tech was debt free and, except 

as a reputation-enhan<.:er, rea lly didn't need any shareholders' equ ity ro run irs 

business, no matter how fast revenues grew. However, the o ld man believed with 

Ben Franklin that "it is hard for an empty sack to stand upright," and he wanted 

Quam ' le<.:h w sLa11d uprighL. l\1ui~o:o' ~:r, h~: lu,ed hi::. business and his coworkers 

and always wanted to ha,·e on hand large <I mounts of cash cquindcnts so as to 

be able to maximize work-om or work-up chances if an unexpected adversi ty or 

opportunity came a long. And so, in 1982. Quant ' lech had on hand $500 million in 

cash cquiY<dcnts, amounting to fifty percent ofrc,·enucs. 

Possessing a strong balance sheet and a prod ucti,·c culture and also holding a 

critical mass of expertise in a rapidly c hanging and rapidly growing business, Quant 

Tech, using the old man's methods, by 1982 was destined for twenty years ahead 

ro n1aintain profits at ten percent of revenues while re,·enues inc reased at twenty 

percent per year. After these twenty years. commenc ing in 2003, Quant ' lech's profit 

margin \\Ould ho ld for a very long time at ten percent while re,·enuc gro" th wou ld 

slow down to four percent per year. But no one at Quant Tech knew precisely when 

its inevitab le period of slow revenue growth would begin. 

The o ld man's dividend policy for Quant Tech was simp lic ity itself: He never 

paid a dividend. Ins tead, <111 earnings s impl y piled up in cash equ ivalents. 

Every truly sophisti cated in vestor in common stocks could sec that the stock of 

cash -rich Quant ' I cch provided a splendid investment opportunity in 1982 when it 

sold at a me re fifteen times earn ings and, despite its brilliant prospects, had a market 

capitalization of only $1.5 billion. This low mnrket capitalization, despite brilliant 
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Sophocles 
(496-406 BC) 

Sophocles, an anciem Greek playwright, 

dramatist, priest, and politician of 

Athens, is best known as one of the 

three great Greek tragedians (the 

others being Aeschylus and Euripides, 

with whom he often competed in 

dramatic contests). Sophocles wrote 

over one hundred plays; many s<:holars, 

including Aristotle, considered him to 

be the greatest playwright in ancient 

Greek theater. The most famous of 

his surviving works arc the tragedies of 

Oedipus Rex and Antigo11e. 
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prosp ects, e xis ted in 19R2 beca use othe r wo nde rful co mm on srocks we re a lso 

the n selling a t fifteen times e arnings, or less. as a natural conseque nce of hig h 

interes t ra tes the n prevailing plus disa ppo inting im·esrme nt re turns tha t ha tl 

occurred over m any previo us yea rs for holders of typica l dive rs ified portfolios 

o f co mmon stocks. 

One resu lt of Quant Tech 's low marke t ca pitalization in 1982 was tha t 

ir mad e Quant Tech's direc to rs uneasy and dissatisfied ri ght after the old 

ma n's death. A wiser board wo uld th e n have boug ht in Qua nt ' l cch's 

stock , ·ery aggressi,·c ly, us ing up a ll cash o n hand and also b orrowing 

funds to use in the sa me way. H oweve r, such a d ecis io n vvas not in 

accord with conventiona l corporate w isdom in 1982. And so rhe 

d irectors made a con ve ntio nal d ecis io n. The y rec ruite d a ne w CEO 

and CFO from outs id e Qua nt Tech, in pa rticular fro m a company th a t 

t he n had a convenriona l srock op tio n plan for e mployee s and also 

possessed a marke t capita lization ar twe nty times re pon e d earnings, 

even though its balance sheer was wea ke r than Q uant Tech's and 

irs ea rnings we re g ro wing more s low ly tha n earnings a t Q uant 

Tech. Incide nt ro th e recruitme n t of th e new executi ves, ir was 

m ad e p la in tha t Quant T ech's directors wanred a highe r marke t 

capita lizati on as soon as feas ibl e . 

The newly ins ta lled Q uant T ech office rs q uic kl y 

realized rhar rhc compan y cou ld nor wisel y eithe r dri ve its 

revenues up a t a n annual ra re h ig he r rhan the rare in place 

o r increase Qua ne ' Iech profit marg in. The founder had 

plainly achieved an op t imum in each case. 1 o r did rh c 

ne w offi<.:e rs d are tinke r with an e ng ineering culture tha t 

was working so we ll. The re fore, the ne w o fficers were 

am acrc d ro e mploying wh at thcv called " mod e rn financ ia l 

e ngineering, " whic h re qu ired prompt usc of an y and 

all a rg uabl y lawfu l m e thods for dri,·ing up re pon ed 

ea rnings, wirh big, s imp le changes to be m ad e first. 



By a !>trange irony of faw, the accounting com·ention for -.rock options that 

had c;o dic;pleased Quant Tech\ founder now made the new officers · job ,·ery 

easy and would ultimately ruin Quant 'ICch·s reputation. There was no,,· an 

account in g com·c nrion in the United Stares that, prm·ided cmployees we re 

nrst gi ' cn options, requ ired that when ca-;ily marketab le srock was issued ro 

cmplo~ees at a bclo\\'-market price, the bargain clement for the employees, 

although roughly equi,·alcnt to ca-.h. could not count as compensation 

e'peme in determining a company\ reported profit'>. Thi.., amatingl~ peculiar 

accounring com·enrion had been '>elected by the accounting profession. O\ er 

the objection of some of it'> '' i~c'ot and most ethical membcro;, bccausc corporate 

mnnagcr-;, by ;tnd large, preferrcd that thei r gains from exercising opt ions co,·cring 

the ir employers' stock not be counted as expense in determining thei r employers' 

earnings. The accounring profe.,..,ion, in making irs amazing! ~ peculiar decision, had 

simply follcl\\ed the injunction .... o often followed by person<; quite different from 

proc;perom. entrenched <Kcounranr ..... The injunction wa'> that normall~ followed b) 

in'>ecurc and po"·erJess people: "\\ 'ho\e bread I car. his song I '>ing." Fortunately, 

the income tax authorities did not h<.l\ e the same amazing!) peculiar accounting idea 

as the accounting profession. E lcmenrary common sense prenti led, and the bargain 

ckmenr in stock opti on cxcrci'>es "a'> rreared as an ob' iou-. compensation expense, 

deductibk in determining income for tax purpose<>. 

The injunction was that normally followed by 
insecure and powerless people: "Whose bread 

I eat, his song I sing. " 

Quant Tech's ne\\· officers, financially ~hrewd as they were. could sec at a glance 

that, gi' en the amazingly peculiar accounting con,·ention and the 'iound income 

ta'i: rule~ in place, Quant ' Jcch had a breathtakingly large opportunity to increase it'> 

reported profits by raking very sirTlple action. The fact that '>O large a share of Quant 

' ll:ch 's ann ual expense was inccnlivc bonus expen~.;e prm·idcrl ;1 "modern financ ia l 

enginee ring" opportunity second to none. 

Up ton Sinclair 
{ 1878 1968) 

" It is difficult to get a man to 

understand something when his salary 

depends on his not undcrManding it." 

Talk Ei,l!hl: The Grcut F inancial Scandal of2003 361 



"The Right Way ro Behave is to Never 
Let Improper Accoun ting Start" 

In 1991, the Financial Account ing Standards 

Board proposed that put of the real cost of 

employee stock options be rccogni'l.Cd as an 
expense. Because of stiff opposirion from both 

the business community and Congress, the 
prupu~al w~ greatly diluted, requiring only 

some disclosure in foomotes. Today, however, 

generally accepted accounting principles in 

the U.S. require some part of the real cost of 

employee stock options to be recorded as an 

expense in the income stntcmcnt. Charlie 

remains skeptical: "By the time stock options 

are exercised, rhe total cost charged is usually 

far less than roral cost incurred. Moreover, the 

part of cost that is charged to earnings is often 

manipulated downward by dubious techniques. 

This kind of thing has always been hard to stamp 

our. The right way to behave is £O never let 

improper accounting starr." 
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For instance, it '''a~ mt:n..: child\ pia) 

for the executives ro reali1.e that if in 19HZ 

Quam Tech had substituted emplo)ee 

stock option exercise profits for all its 

incenri' e bonus t:-..;pen-.c of $400 million 

'' hile U'>ing bonu~ money sa' ed plu-. 

option price~ paid to bu~ back all share-; 

issued in option exercise<; and h :eping 

all else the same, the re~ult \\Ould 

have been to dri,·e Quant Tech IYH2 

reported earnings up by 400 percenr ro 

$500 mill ion from $ 100 mi ll ion whik 

shares outstanding rt:mained exacrly 

the same! And so it ~et:mt:d th<tt tht: 

ol)\ ioml) correct ploy for the offict:rs was to stan sub-.tiruring 

employee stock option e'ercise profits for incemi,·e bonuscs. \\'h~ should a group 

of numerate engineers care whether their bonuses were in cash or' irtually perfect 

equi,alt:ncs of cash? Arranging such subsrirutions, on any schedule de-.ired, seemed 

like no difficult chore. 

Howc,·cr, it \\as al'>o mere child's play for the ne\\· officers to reali;.e that a 

certain amount of caution and rc'itraint would be desirable in pushing their nc\\ plo~. 

Obviously, if the~ pushed their new ploy too hard in any single year, tht:rc might be 

rebellion from Quant ' lcch 's accountants or undesirable hosti lity from or her sotlr<:t:s. 

T his, in turn, would risk ki lling a goost: with a vast abi lity to de li,·er golden t:ggs, at 

least to the offict:rs. t\ fwra ll, it was quire clear that thei r ploy would be in<:rt:asing 

reported earnings on l) b) <ltlding w real earnings an element of phony earning-;

phony in the scn'it: that Quant Tech would enjoy no true favorable t:<:onomic dTect 

(except tt:mporar) fraud-t) pt: t:ffect 'iimilar to that from O\'t:rcouming clo-.ing 

in,·enror)) from that part of rt:ported earnings increase-; attributable to ll'>t: of the 

ploy. The ne\\ CEO pri' atcly called the desirable, cautious approach '\' isel) 

restrained falsehood." 



J>lainl~, the new officer'> sa\\, it "ould be prudent to '>hift bonu'> payments to 

employee stock option exercise profits in only a moderate amount per year o,·er 

man) ~car!> ahead. They prinm.:l) called the prudenr plan they adopted their 

"uollop b) dollop system,"" hich they bclien;d had four obvious adn111tages: 

The outside accountants ... would probably find 

it unendurably embarrassing not to bless new 

financial statements containing only the same 

phony proportion of reported earnings increase. 

Fir'>t. a moderate dollop of phon~ earnings in any sin~lc y car" ould be less likcl~ 

ro 11l.: noticed than a large dollop. 

Second. the large long-term ciTecr from accumulating man~ moderate dollops 

of phony t.;arnings over the year ... " ould also tend to be obscurt.;d in the "dollop by 

dollop sy'>tem." ;\s the CFO pithi ly and privately saiu, " lfm; mix only a moderate 

minority share of turds" ith the r<Jio;in'> each year, probably no one will recognize 

what" iII ultimately become a 'cry large collection of rurd.,:· 

Third. the outside accountant'>, once they had blessed a fc" financial srarcmcnr'> 

containing carnings increase!>, only a minoritv share of which \\Crc phony, ,,-otdd 

probahl) find ir uncndurably cmbarra:-.sing nor ro bless nc\\ financial statements 

containing only the same phony proportion of reported earnings increase. 

Fourth, the "dollop by dollop '>) ... rem" wou ld rend ro pre\ enr disgrace, or 

something more seriously harmful, for Quant Tech's officer'>. \\'ith ,·inually all 

corporation., e\.cepr Quam Tech ha\ ing en;r-morc-liberal '>Wck option plans. the 

officer'> could always explain that a mode rare dollop of !>hifr coward compensation in 

oprion-excrcise form \\'a!> needed to he lp attract or retain employees. Indeed, gi,cn 
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Carlo "Charles" Ponzi 
( 1882.- 1949) 

The Ponzi Scheme 

One of the most famous examples of modern 

financial engineering was the Po111.i scheme, which 

started in Boston in 1919. Claiming an abili ty to 
exploit an unforeseen arbitrage in international 

postal coupons, Carlo "Charles" Ponzi anractcd 

thousands of investors by promising fifl}' percent 

interest in ninety days. To build credibility, he used 

funds from n:cent investors to provide returns to 

earlier participants- a standard pyramid-scheme 

tactic. Soon, Ponzi had taken in millions. In 

1920, the Boston Post ran a story ques tioning 

Ponzi 's practices, which provoked an independent 

audit. The audit revealed the fraud, and investors 

demanded their money back. In the end, the average 

participant had onl} thiny-~even percent of invested 

funds returned, and Ponti spent several years in 

prison. Unrepentant, Ponzi turned up again in the 

late 1920s selling worrhle~~ lane! in Flnricl~. 
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corporate culture and stock market enthusiasm likely tO exist as a consequenc~ of 

rhc strange accounting com·ention for stock options. this claim '' ould ofren be true. 

With the~c four ath antagc'>, the "dollop by dollop system" seemed '>O clear!~ 

desirable that it onl) renuined for Quant ' lcch's officers to decide how big ro make 

their annual dollop'> of phon~ earnings. Thi~ decision, too. turned om to be e.:.'>~. 

The officers first decided upon three reasonable conditions they " ·anted sati'>ficd: 

F irst, they " ·anted to be able ro continue their "dollop by dollop'>~ 'Item" "irhour 

major discontinuities for tWCnt) )Cars. 

Second, the) wanted Quant Tech 's reported earnings to go up by rot1gh ly the 

same pe rcentage each yea r throughout the who le twenty years because they bclic,·ed 

that financial anal)sts, re presenting institutional im·csrors, would , ·a lue Quanr ' lcch 's 

stock higher if reported annua l earnings growth never s ignificantly , -aried. 

Third, to prott:ct credibility for reported earnings, they ne,·er wanred w <;train 

credulity of im·c!>tor'> b~ reponing, even in their t\n:nticth year, that Quant ' lcch was 

earning more than fort~ pcrct:nt of rc\ cnue'> from designing powt:r plant~. 

\\'ith the~c requirements, the math was easy. gi,·cn the officer'>' a<,sumption that 

Quant Tech's non-phon~ earnings and revenues were both going to grow at twenr~ 

percent per) car for rwt:my year'>. T he officers quickly decided to u ... e their ''dollop 

by dollop syo,tem" to make Quant Tech's reponed earnings increa'>t: b) t\\ ellt)-cighr 

percent per year instead of the t\\ enry percent that wou ld have been reportt:d b~ th<..: 

founder. 

And so, the great scheme of "modern financial 

engineering" went forward toward tragedy 

at Quant Tech. 

And so. the great '>chcmc of '·modern financial engineering'' "enr forward to\\ ard 

tragedy at Quant l ee h. ,\n d few di<>rcpurablc schemes of man ha' e e,·er "orkcd 



better in achie' ing " ·hat '"h attempted. Quam Tech's reported earnings, ccrrified 

b~ ip, accountant'>, increased regular!) at twenty-eight pern:nr per year. Xo one 

cririci;cd Quam '1 cch 's tinanctul reporting except a fe\\ people " ·idcly regarded as 

impractica l, overly theoretica l, misanthropic cranks. Ir turnt.:d our that the founder\ 

po licy of ne\ cr paying d ividends, which \\·as co ntinued, greatly he lped in preserv ing 

crcdibilit) for Quant Tech's rcporrs that its earnings were rising ~tt.:adily at t\\ cnry

cight percent per year. With ca-.h cqui,·alems on hand '>O remarkably high, the 

P:n lo,·ian mere-association cffccr-. rhat ~o often impair real it) recognition scrn:d "ell 

ro pre' en r detection of thc phon) c le me nt in reported earn-i~n~g~,~~-------~:-:-::-:=:=::;;::-;:c:;;,;;;~;---~~~~~~l t oo.<~tt>-'~m 

It was, thcrefore, natural, after the "dollop by u .s . corporatlon lncome Tax Return r 2003 
1120 10 - ' ... _...._.. Rod•"''""""' ""'""' • _,.. ........ .-..-

dollop system" had been in place.: for a few ycars, for ~:;:-.... ,_....... .- IN1NOIIon• ... • •"""• .. s- r 
... ,\, ...... ~ .. ~ u.. ~ t4 

Quant T cch 's officers ro ,_·earn to ha' eQuant Tech's ;~- 0 •R• ,_,., ... •· ...... -- • r ... - ... 
....... 1110 ,..,... ~-· 0 ......... . "~·-,...,.......... n QI'M· ..L 

rc porrcd ca rn i ngs per share kcc p going 11 p at twenty- ,jC..~"'"';.-,.~"~~ .. E·:~~ -~;:a.~"~"'~"liYGI=~-~·:"~·J· ;~~~~~~~~~~~jf.~ • r .. - .. ~·"rr~ ,... CJII I~·-• 
J. 

of Quam Tech\ stock. This chang~:, the officers easil~ li 01 ,_., ....... l ... 
recogni;;cd. \\·as a' er~ helpful rc\ i'>ion of their original 

plan. ~or only was detection of rhc phon~ clement in reported earnings made much 

more difficult as cash accun1u larion greatly accelerated, bur al-.o a -.ignificant amount 

of Ponzi-'>chcme or chain-letter cffcct was being in troduced into Quant ' lcch, " ·ith 

real benefits for prescm shareho lders, including the officers. 

.\t this time, the officer'> at..o fi'\ed another Aaw in their original plan. The\· '>U\\ 

that a'> Quam Tech's reporr~.:d carning'>. containing an incrca'>ing phony clement. 

kept ri'>i ng at t\\ cnt\ -eight percent, Quam Tech's income W\C'> a'> a percemagc 

of reported pre-tax earnings kept going lower and lower. This pla inly increased 

cham:cs for caus ing undes ired qut:stions and c rit ic ism. This problem was soon 

Trust , But Verify 

A useful technique in assessing rhe veracicy of 

reponed earnings is ro compare rhe purported 

good news in the annual report with the stark 

real icy of income taxes nrrunlly being paid. Since 

managers are seldom as eager to juice reported 

results ro the IRS as they arc to shareholders, 

the "cash income taxes paid" footnote in a 

corporation's I OK is often a more accurate and 

truthful indicaror of the company's real earnings. 
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Geometric Progessions: 

Highly Counter-Intuitive 

Seeking ro reach his yotmg charge a 

lesson in the power of compounding, a 

teacher made an intriguing offer: 

" I will give you one of the following, 

but you cannot change your mind later, 

so think carefully before you decide. I 

will give you $1,000 per day for thirty 

days that you can begin spending 

immediately. Alternatively, I wi ll give 

you a penny on day one, double it on 

day two, double the resulting sum again 

on day three, and continue doubling 

your holdings every day for thirty days, 

bur you may nor spend a single cent 
until the thirtieth day has pa»ed." 

The young charge, enticed by the 

prospect of spending S I ,000 per day for 

a monrh compared tO what he believed 

would be just a few pennies jingling 

around in his pocket a month from 

now, chose the $1,000 per day for a 

month. Did he choose wisely? 

Under the first choice, the young 

charge would receive a total of $30,000. 

Under the second choice, the power of 

compounding would run the tota l to 
$5,j6 !l,7U~.ll. 
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eliminated. \I an~ power plants in fon.:ign natiom were built and Cl\\ ned by 

go,·ernmem'>, and it proved easy to get '><>me foreign go,·ernmenrs ro rai<>e Quant 

Tech 's des1gn fees, provided that in each case slightly more than the fcc increase was 

paid back in additional income taxes to the foreign gm·crnmcnr concerned. 

Finally, for 2002, Quam Tech reported $16 billion in earnings on $47 billion of 

re,·enucs that no'' included a lot more rcn;nue from interest on ca'>h equin1lents 

than \\Ould ha\'e been present without net i'><>uances of ne\\ stock m cr the years. 

Cash equi' alent<; on han d now amounred to an asrounding $85 billion, and someho'' 

it didn't '>eem impossible co mo'it imestor'i that a compan~ 'irruall~ drowning 

in so much cash cou ld he earning the $16 bi llion it was reporting. The market 

capitalization of Q uant T ech at its peak early in 2003 became $1 A tri llio n, about 

ninety times earnings reported for 2002. 

All mans desired geometric progressions, 

if a high rate of growth is chosen, at last 

come to grief on a finite earth. 

II owe\ cr. all man's desired geometric progressions, if a high rate of growth is 

chosen, at Ia 'it come ro grief on a finite earth . . \nd the social.,~ 'item for man on earth 

is fair enough, C\ cntually. that almo'>t all ma.,sivc cheating t:ud:, in di.,grac<.:. _\nd in 

2003, Quam Tech failed in both way'>. 

By 200.), Qua nr Tech's real earn ing power was growing at on ly fom pcrccm 

per ycar after sa les g rowth had s lowed m four perce nt. T here wa~ now no way for 

Quant ' lech to escape causing a big disappointment for its ~hareholdcrs, now largely 

consisting of in'>titutional im·e'>tor< •. Thi'> disappointment triggered a 'ihockin~ 

decline in the price of Quant Tech '>tock, which "ent do\\ n 'iuddenl~ b~ fifty 

percent. Thi'> price decline, in rurn, triggered a careful examination of Quam ' lech \ 

financial reporting practices. which, at long last, convinced nearl) everyone that a 

ve ry large n1ajority of Quant ' l e<.:h's reported c:Hn ings had long been phony earnings 

and that massive and de liberate m i'i reporring had gone on for a great many years. 



Thi-, triggered cn:n more p rite de<:! inc fo r Quant Tech '>tock unti l 

in mid-2003 the market capitalizat ion of Q uant Tech was onl y $140 

bi ll ion, down n inety per<:ent from its peak only s ix months ea rlier. 

.\ quick n i nct~ pcrcenr declim: in the price of the '>rock of such an 

important com pan) that was pre' iou'>l~ '>O " ·iddy O\\ ned and admi red 

caused immense human suffe ring, considering the $ 1.J trilli on in 

marke t value rhat had d isa ppeared. And nawrall y, with Q uant Tech 's 

dc~cn·ed disgrace, the public and po litical reaction included inrense 

hatred and rcntl.,ion directed ar Quam Tech e\en though it~ admirable 

en,gincers were sti ll design ing the nation·., be~t power plants. 

loreove r, the hmrcd and rentl'iion did not stop with Quant 

Tech. I t •won spread to other corporat iom, some of which plainly 

had unde.,irablc financial culture'i different from Quant ' lcch\ o nly 

in degree. The public and politica l hatred. like the hc ha,·ior that had 

caused it, soon went to gross excess and fed upon itself. Financia l 

mi-,er~ spread far be~ond im·estor'> into a 'ierious rcces'>ion like that 

of Japan in th<.: 199()., following the long period of fa be Japanese 

accounnng. 

The re was hug<.: pu b lic anti path ~ to p ro fessio ns fo llowing th e Crear 

Scandal. The accounting r rofe%ion, of cours<.:, got the most b lame. 

T he rule-making body for accounranr., had long horne the acronym 

.. E ,\ .S. B.'' .\ nd no\\. ncar!~ e\·eryone ~aid this swod for " F inancial 

t\cco11nrs Still Bogus." 

Etonomics professors, likewise, drt:\\· much criticism for fa ili ng 

to blow the whi.,tlc on fa lse accounring and for nor sufficiently 

warning about C\ cnwal bad macroeconomic effect<; of" idcsprcad 

fa ts<.: accounting. Sogr<.:at '' as the d i'>appo intment with conve ntional 

economists th at ll ar,a rd 's John Ke nneth ( ;albraith rccc i,·ed the Nobe l 

Pri;e in economics. t\frer all, he had once predicted that massive, 

undetected corporate <.:mbealemenc \\ould ha,·e a wonderfully 

John Kenneth Galbraith 
(b. 1908) 

Famed economist John Kenneth Galbraith offers his wisdom: 

"We all agree that pessimism is a mark of superior intellect." 

"T here is certainly no absolute standard of beauty. That precisely is 

what makes its pursuit so interesting." 

"Meetings are indispensable when you don't want t o do anything." 

"T he only function of economic forecasting is to make astrology 

look respectable." 

"The modern conservative is engaged in one of man's oldest 

exercises in moral philosophy; that is, the search for a superior moral 

justification fo r selfishness." 

"More die in the Uni ted States of too much food man of too little." 

"Faced with the choice between changing one's mind and proving 

there is no need to do so, almost everyone gets busy on d1e proof." 

"People who are in a fortunate position always attribute virtue to 

what makes them so happy." 

"Do you understand ' it is a far, far bener thing to have a fi nn anchor 

in nonsense than to put out on the troubled seas of thought. •• 

"People of privilege will always risk their complete destruction 

rather than surrender any material part of their advantage." 

" In any great o~ization it is far, far safer to be wrong with the 
majoricy than to be right alone." 
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"How do you fall dramaticaJiy 

off a pancake?" 
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stimulating effect on the economy .. \nd people could now sec that something' cr~ 

close to what Galbraith had predicted had actually happened in the years pnxcding 

2003 and had thereafter helped create a big, reactive reces'>ion. 

\\'ith Congress and the SEC so hc~l\ il) peopled by Ia'' yerc;, and with (a,, ycr-, 

ha\ ing been so hca\ il) involved in drafting financial disclo~urc documents now -.ccn 

as bogus, there was a ne'' "hl\\')"Cr·· joke every week. One such was: "The butcher 

says, 'The reputation of lawyers has fallen dramatically,' and the checkout clerk 

rcplic-., ' ITo" do you fall dramatically off a pancake?'" 

Bur rhe hostilir~ ro cHablishcd professions did not ~top" ith accountant-.. 

economists, and lawyers. There \\'ere many ad' crse "rub-off' effects on 

reputations of professionals that had alway'> performed well, like engineers, who 

did not understand the rlnancial fraud that their country had made a com·enrional 

requirement. 

In the end, much thac was good about the country, and needed for its future 

felicity, was widely and unwisely hated. 

At this point, action came from a l lighcr Realm. God himc;clf, who re,·ic'"' 

all, changetl His tlccision schedule to bring w the fore the -,ad case of the Great 

F inancial Scandal of 2003. lie called in his chief detective and saitl, "Smith, bring in 

for harsh bur fair judgment the most c.lcpra,·cd of those responsible for this horrible 

outcome." 

But when Smith brought in a group of ~ecurity analysts who had long and 

uncriticall) touted the stock of Quant Tech, the Great Judge \\'as displeased. 

"Smith," he said, " I can't come down hard<.;st on low-level cogniti,·e error, much of it 

subconsciously caused by the standard incenti\'e systems of the world." 

:\'ext, Smith brought in a group of SEC commissioner-. and powerful politiciam. 

" o, no," said the Great Judge, "These p<.;oplc operate in a virtual maelstrom of 

regrettable forces and can't reasonably b<.; expected w mc<.;t the behavioral standard 

you seck to impose." 



:-\o\\ the; chief tlerccti\-c thought he had gonen the point. lie next brought 

in the corporate officers who had practiced their n:r<;ion of "modc;rn financial 

engineering" at Quam Tech. "You arc g<.:tting close," said th<.; Great judge, 

"bur I told you to bring in rhc most tlcpnl\ed. These officers wi ll , of course, get 

strong punishmc;nt for their massive fraud and disgusting srewardship of th<.: great 

cngint.:er's kgacv. ButT \\ant you to bring in the miscreant'>" ho will ~oon be in the 

lcl\\ c-;t circk in l lell, rhe ones who ..,o ca~il~ could ha\'c pre' en ted all this calamity." 

.\t h.t..,r, rht: chit:f derecri,·c truly understood. H e remembcrc;d that the lowest 

circle of I Jell was rcsen·ed for traitor..,. \nd so he no\\' brought in from Purgatory a 

group of elderly persons" ho, in their day'> on earth, had been prominent partner ... 

in major accouming firm~. "I krc arc.; your traitors," said the chief dcrc;cti\e. "They 

adoprc:d the fa lse :1ccn11nring conn: nrion for employee stock options. They occupied 

high positions in one of the noblest professions, which, like your~. help make 

William Blake crcarcd this image, 

God judging Atlnm { 1795), in a 

'arie[}' of media- as a drawing, 

erching, prinr~ and watercolor. 

One promincnr vcr~ion of the 

image is the color-prinred relief 

etching finished in pen and ink 

and watercolor ar the Metropolitan 

Museum of An in New York. 
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society work right by laying down the 

right rules. They were very smart and 

securely placed, and it is inexcusable 

that they deliberately caused all this 

lying and cheating that was so obviously 

predictable. They well knew what they 

were doing was disastrously wrong, yet 

they did it anyway. Owing to press of 

business in Your Judicial System, you 

made a mistake at first in punishing 

them so lightly. But now you can send 

them into the lowest circle in Hell. " 

Startled by the vehemence and 

presumption, the Great Judge paused. 

Then H e quietly said, "Well done, my 

good and faithful servant." 

This account is not an implied 

prediction about 2003. It is a work of 

fiction . Except in the case of Professor 

Galbraith, any resemblance to real 

persons o r com panics is accidental. 

It was written in an attempt to focus 

possibly useful attention on certain 

modern behaviors and belief systems. 
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Talk Eight Revisited 

I 
had a lot of fun comrosing this account in the summer of 2000. But I was 

serious as 1 tried to show hO\v standard accounting treatment for stock options 

was functionally equ ivalent to simpler types of promotional fraud. 

'I() me, a profession and a nation that allow unsound accounting for management 

cost arc lean ing in the same moral direuiun as Lhe group l11aL kavcs must of the 

steel out of the concrete in erecting high-rise apartment bu ildings. J\loreover, the 

unsound accounting is more virulent than the murderous construction practice. 

After all, the defective constructors have a harder time rationalizing their deplorable 

behavior. And, therefore, the bad accounting wil l more eas ily spread than the 

defective construction. Which is exactly what happened, as defective accounting for 

stock options became ubiquitous. 

Clase-up view ojTaiwm1 7.6 

magnitude Chi-Chi earthquake 

damage. Much of the dnmage 

resulted from i11adequnte steel 

rein.forcemelll i11 concrete 

structures. 



There has been some good n<.:\\'> -.inn.: 'lalk Eight \\as deli,·crc.:d. The 

accouming profcs~ion now require-. that some provision for ~wck option cost he 

charged against earnings. ll m\C\Cr, by the time stock optiom arc C:\crciscd, the roral 

cost charged is usually far less than tota l cost incurred. lorco,·er the part of cost that 

is charged to earnings is often manipulated downward by dubious techniques. 

\\'hat Lhi-; accounting '>aga con-;ritures is one more sad e"\amplc of c,·il rewarded 

dying hard, a'> a great man~ people conclude that something can't he C\ il if they arc 

profiting from ir. 

"Pleasure is the greatest 
incentive to evil " 

-Plato 

')c.UtOpDU8 
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he ed ito r of this book spent 

twelve consecuri\·e hours with 

Charlie on the day he delivered 

this speech at the University of 

Cal ifornia at Santa Barbara. Our schedule 

that day: a two-hour drive each way from 

Los Angeles, lunch, pre-talk meetings, 

the talk itself, a post-talk reception, and 

finally dinner at the home of j eff Henley, 

chief financial officer (and now chairman) 

of Oracle Corp. Despite then being within 

a few months of his eightieth birthday, 

Charlie performed like a tireless virtuoso. 

I l is sharpness, stamina, and good humor 

during that long day \Vere astounding and 

1nsplflng. 

\\"hat Charl ie laid forth on that occasion 

might be considered the Grand Unified 

Theory of the 1unger approach. The 

talk incorporates the many ideas that 

Cha rl ie discussed in his previous ralks and 

p resents them, checklist-stvle, as a coherent 

philosophy. 

Charlie's audience, the econom ics 

department of this major uni,ersity, 

was the perfect group on which co 

unleash this lament-and remediation 

proposals besides-about the lack of 

multidisciplinarian ism in the soft sciences. 



Talk Nine 

Academic Economics: 
Strengths and Faults 
after Considering 
Interdisciplinary Needs 
Herb Kay Undergraduate Lecture 
University of California, Santa Barbara 
Economics Department, October 3, 2003 

I 
have outlined some remarks in a rough 

way, and after I'm finished talking from that 
outline, I'll take questions as long as any body 

can endure listening, until they drag me away to 
wherever e lse I'm supposed to go. t\-, you might g uess, 1 

agreed to do this because the subject of getting the soft science~ so they ta lk better 

to each other has been one that ha'> interested me for decades . . \nd, of course, 

economic~ is, in many respect'>. the queen of the soft sciences. It's expected to be 

better than the rest. It 's my view that economics is better at the mult idi sciplinary 

stuff than the rest of the soft science. And it 's also 111) , ·iew that it 's stil l lousy, and 

I'd like to disc uss th is fai lu re in this talk. 

Talk inc: \cadcmic Economics: Strength' und Fuults nftcr Considering l ntcrdi~ciplinar~ i\'ceds 3i5 



A Second Black Belt 

1\,enty years after he first introduced 

the Black Belt in Chunpah, Charlie 

appropriately awards himself a second 

one in this talk ar UC Santa Barbara. 

3i6 Poor Chm·lic's Almanack 

As I talk about -.rren~rhs and weakne-.-.e-. in academic 

economics, one interesting fact you an.: entitled ro kno" is that 

I never took a course in economics. And with this striking 

lack of credentia l-. , you may wonder why I ha\'C the chutzpah 

to be up here ~iv ing this ta lk. The answer is I have a black 

belt in chutzpah. I was born w ith it. Some people, like some 

of the women I knm,, ha,·c a black belt in spend in~. They 

\\Crc born with that. But \\hat the) ~;ne me was a 

black belt in chuupah. 

Bu t, I conH.: from two peculiar 

s trands of experience that may ha,·c 

gi,·en me some uo;eful economic 

insi~hr-.. One is 11crkshi re l lathaway, and the other is Ill) personal educational 

h isror:. Hcrk-.hire, of course, has finally gotten interesting. \\'hen \\ 'arren rook o\·cr 

Berkshire, the market capitalization ''a-. about $10 million. , \nd fort) -somethmg 

years later, there arc not many more -.hare~ out~tanding now than there were then, 

and the marker capital ization is about a $ 100 billion, ten rhot1sand for one. And since 

that has happcncd, yea r after year, in kind of a g rind-ahe ad fashion with , ·c ry few 

failures, it eventua ll y d rew some attention, indicating that maybe \\'arren and I knc'' 

something useful in microcconomic'>. 

'1[ you would persuade, appeal to interest and 

not to reason. " 

For a long time there was a Nobel P rize- \\ inning economi.,t "ho explained 

Berkshirc ll athaway's succes'> a!> folio\\'>: 

F ir-.r, he -.aid Berkshire beat th<.: market in common srock im e-. tin~ through one 

sigma of luck because nobody could beat thc market exccpt by luck. This hard-form 

\'Crsion o f l;ffieic nt market theory '' as ta 11~ht in n1ost school:s of econom ics at the 

time. Peop le \\'ere taughc that nobody could bear the market. cxt, the professor 



went to two sigmas, and three sigmas, and four sigmas, and w he n he finally got to s ix 

sign1as of lu ck, people were la ughing so hard he stopped doing it. 

Then, he re,·ersed the exp lanation 180 degrees. He said," o, it was still s ix 

sigmas, but it was six sigmas of skill ." \\'e ll, th is very sad history demonstrates the 

truth of Be njamin Franklin's observation in Poor Rirhord's Jl/mo11ori>, " If you wou ld 

pers uade, appea l ro interest and not to reason." The man changed his silly Yiew 

when his incenri,·es made him change it and nor before. 

1 watched the same thing happen at the ju l<..:s Stein Eye Institute at UCLA. 1 

asked, at one point, ·'\\'hy arc you treating cataracts only with a totally obo;o lete 

cataract operation?" And the nun said to me, '·Charli e, it's such a wonderful 

operation to teach.'' \\'hen he stopped using that operation, it was because a lmost all 

the patien ts had voted with the ir feet. Again, appeal to interest and not m reason if 

you want to change conclusions. 

Well, Berkshire's whol<..: record has been ach ieved without paying one ounce 

of attention to the efficiem market theory in its hard form. And not one ounce of 

attention to th e descendants of that idea, whi ch came our of academic economics and 

went into corporate finance and morphed into such obscenities as the capital asset 

pricing model, which we also paid no attention to. I th ink you 'd have to believe 

in the roorh fairy to belie,·e that you cou ld easi ly outperform the market by seven 

percentage points per annum just by investing in high-\·olati liry stocks. 

Yet, believe it or not, like the jules Stein doctor, people once be lieved this stuff. 

And the belief was rewarded. And it spread. And many people still bclic,·e it. But 

Berkshire never paid any attention to it. /\nd now, I think the world is coming our 

way, and the idea of perfection in all market outcom es is ~oing the way of the dodo. 

It was always dear to me that the scock market couldn't be perfectly efficient, 

because, as a teena~cr, I 'd been to the racetrack in Omaha where they had the pari

mutuel system. And it was quire obvious to me that if the house rake, the croupie r's 

rake, was seventeen percent, some people consis te ntly los t a lo t less then seventeen 

percent nf a ll their bers, <ln cl mher rcnple consistently lost more than seventeen 

percent of all their bets. So the pari-mutuel system in Omaha had no perfect 

The Jules Stein Eye Institute 

The Jules Stein Eye Institute, 

established in 1966 by Dr. and Mrs. 

Jules Stein, is a center for the vision 

sciences, dedicated to the preserva tion 

of vision and the prevention of 

blindness. 

T he lnstin1te carries out patient care, 

research, and education in the vision 

sciences. It is affiliated with UCLA. 
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N. Gregory Mankiw 
(b. 1958) 

N. Gregory Mankiw studied economics 

ar Princcron Universiry, earned a Ph. D. 

from M 11~ and is on the faculry ar Har\·ard 

Universiry. In 2003, he was appointed 

chairman of the Council of Economic 

Advisers. 
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Finall), "ith my peculiar histor), I'm al'>o bold enough to be here today because, 

at least when I was you ng, I wasn't a total klmz. For one year at the Hanard Law 

School, I was ranked second in a ,·er~ large group, and I alwa)S figured that, while 

there were always a lor of people much smarter than I was, I didn't have to hang back 

totall y in the think ing game. 

Let me begin by discussing the olwious strengths of academic economics. The 

first obvious strength, and this i'> rrut: of a lor of places that g<.:t repure, is that it " ·as 

in the right place at the right time. ' 1\\0 hundred years ago, aided b~ the growth of 

rcchnolog~ and the gro\\'th of other de,·dopments in the civilit.ation, the real output 

per ca pi ta of the c ivi lized world slarted going up at about two percent per annum, 

compounLkd. And before that, fo r the prcv ious thousands 

of years, it had gone up at a rate that hO\·cred just a hair's-

brcadrh abo,·e t.ero. And, of course. economics grew up 

amid this huge succc s. Partly it helped the success. and 

pant~ it explained ir. So, natural!~. academic economics 

g rew. t\nd, Ia tel~. with the collapse of all the communist 

ec.:onomics, as the free market ec.:onomics or partially 

free market economics Aourished, that added w the 

reputat ion of ec.:onomics. Economic.:s has been a ,·ery 

fa\'l>rablc place to be if you're in ac.:ademia. 

Economic-, ''as al\\ a~'> 111on.: multidisciplinary 

than the re~t of soft science. It ju<.,t reached our and 

gra bbed things as it needed ro. ,\nd that tendency 

w just grab whatever you need from t he res t of 

know ledge if you're an ec:onomi:-.t has reached a 

fair!~ high point in 1 • Cregory lankiw's new 

teMbook. I checked our that Le-..rbook. I must 

ha\ e been one of the fc" bu.,inessmcn in 

1\meric.:a that bought it immcdiatcl) when it came 

o ur because it had gotten such a big ad\"<li1Ce. I 

wanted to figure out wha t the g uy was doing wh ere he could get an 



ad1 ance that great. So thi'> is ho11 I happened to riffle 

through i\lanki11 \ frc:-.hman textbook. And there I found 

laid our as principle~ of economics: Opportunity cost is a 

superpower. to be U'>cd b) all people 11 ho ha1 e .1ny hope of 

getting the right an!)\ICr . . \bo, incenti1·es arc superpowers. 

And la~tl~. the tragedy of the commons model, 

popularit.ed b) m) longtime friend, UCSB's Garrett 

I Jardin. I lardin <.:<lli'>CU the delightful introduction into 

economics- along:.ide Smith's beneficent in visible hand

of I Jardin's wickcd C\'ildoing invisible foot. Well, I thought 

that the Hardin model made econom ics more complete, 

and I knc\1 when I Jardin in troduced me to his model. the 

rraged;- of the common'>, that it would be in the economics 

textbook!> e1 encuall) . . \ntl, lo and behold, it finally made it 

about twent) )ear'> later . . \nd it\ right for \lankiw to reach out into other disciplines 

and grab I Jardin\ modd and anything else that 11·orks well. 

.\nothcr thing that helped economics is that, from the beginning. it attracted the 

bco;t brain-; in -;oft o;cicncc. I t'i dcnit.en!> also interacted more 11 ith the prattical world 

than \\<I!> at all common in <;oft o;cicncc and the rest of academia, and that resulted in 

1 cry creditable outcome<; like the three cabinet appointment!:> of economics Ph. D. 

Gcor~e Shultz and the cabinet appointment of Larry Summers. So this h~1s been a 

\·er) fa\ ored part Of academia. 

Also, economics t:arly on attracted some of the best 1vriters of languag~,; in the 

history of the Earth . You start out with Adam Smith. Adam Smith was so good a 

thinker and so good a writer that, in his own time. Emmanuel Kant, then tht: gr~.:atesr 

intclleccual in (;erman~. !) impl y announced that there was nobody in Germany co 

equal Adam Smith. \\'ell, \ 'olrairc, being an c1·cn pithier speaker than Kant, 11 hich 

11·ouldn't he that hard, immcdiatcl~ -;aid, "Oh 11ell, France doe..,n't ha1e an) body 

who can e1 en be compared to t\dam Smith.'' St) economics started with some very 

great men and grc.:at '' rircr'>. 

Garrett Hardin 
{1915- 2003) 

Garren Hardin, born in Dallas, spent 

his childhood in the Midwest. He 

earned an undergraduate degree from 

the University of Chicago and a Ph.D. 

in biology from Stanford University. In 

1946, he joined the F.tculty at UC San1a 

Barbata. 

His essay, "The Tragedy of the 

Commons," became a staple of 

ecological thought. His philosophical 

and political positions inAuenced 

debates on abortion, immigration, 

foreign aid, and other issues for decades. 
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Alfred North Whitehead 
(1861-1947) 

Alfred North Whitehead, a British 

philosopher and mathematician, worked 

in logic, mathematics, philosophy of 

science, and metaphysics. Whitehead 

is known for developing process 

philosophy, a view holding that 

fundamental elements of the universe 

are occasions of experience. In rhis view, 

concrete objects are acrually successions 

of these occasions of experience. By 

grouping occasions of experience, 

something as complex as a hmnan 
being can be defined. Whitehead's 

views evolved into process theology, a 

way of understanding God. His best

known mathematics work is Principia 

Mathematica, cowritten with Bertrand 

Russell. 
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And then, there have been later great writers like john 1\Iaynard Keynes, whom I 

quote all the time and who has added a great amount of illumination ro m y life. And 

finally, e\·cn in the present era, if you take Paul Krugman and read his essays, you 

will be impressed by his Aucncy. T can't stand his politics; I'm on the other side. But 

T love this man's essays. l think Paul Krugman is one of the best essayists alive. And 

so, economics has constantly attracted these fabu lous \Hiters. And they are so good 

that they han:: this enormous influence fa r outside their economic discipline, and 

that's \'cry uncommon in other academic departments. 

Okay, now it's time to extend criticism instead of praise. \Ve\·e recognized that 

economics is better than other soft science acaden1ic departments in many ways. 

And one of the glories of civi lization. 1ow it's only fair that we outline a few things 

that are wrong with academic economics. 

\\'hat's Wrong with Economics? 

1) Fatal Unconnecreclness, Leading to ~dan-with-a-Tlammcr Syndrome, Often 

Causing Overweighing What Can Be Counted 

l think I've got eight. no nine objections, some being logica l subdivisions of a 

big general objection. The big general objection to economics was the one early 

described by Alfred lorth \\'hitch cad when he spoke of the fata l unconnected ness 

of academic d isciplines, wherein each professor didn't even know the models of the 

other disciplines, much less try ro synrhesize those disciplines with his own. 

l think there's n modern name for this approach that Whitehead didn't like, and 

that name is "bonkers." This is a perfectly crazy way to beha\'e. Yet economics, like 

much else in academia, is too insular. 

The nature of this fai lure is that it creates what I always call man-with-a-hammer 

syndrome. And that's taken from the fo lk saying: To the man with on ly a hammer, 

every problem looks pretty much like a nail. And that works marvelously to gum 

up all professions and all departments of academia and, indeed, most practica l life. 

The only antiuote for being an absolute klutz due to the presence of a man-with

a-hammer syndrome is to have a ful l kit of tools. You don't have just a hammer. 



You\·e got all the rools. And you've got to have one more trick. You've got ro usc 

those tools checklist-style because you'l l miss a lot if you just hope that the right tool 

is going to pop up unaided whenever you need it. But if you've got a full list of tools 

and go through them in your mind, checklist-sty le, you wi ll find a lot of answers that 

you won't find any other way. So limiting this big genera l objection that so dis[Urbcd 

Alfred 1 orth Whitehead is very imponant, and there are mental tricks that help do 

the job. 

I think there's a modern name for this 

approach that Whitehead didn't like, and 

that name is ~cbonkers. n 

A special version of this m~1n-with-a-hammcr 

syndrome is terrible, not only in economics but practically 

everywhere else, including business. lt's really terrible in 

business. You've got a complex system, and it ~pews out 

a lor of wonderfu l numbers that enab le you to measure 

some factors. But there are other factors that arc terribly 

important, [yet] there's no precise numbering you can put 

to these factors. You know they're important, bur you 

don't have the numbers. Well, practically eYer)·body (1) 

overweighs the stuff that can be numbered because ir y ields 

to the statistica l techniques they're taught in academia and 

(2) doesn't mix in the hard -to-measure stuff that may be 

more important. That is a n1istake I've rried all my life to 

avoid, and I have no regrets for having done that. 

The late, great Thomas Hun t !orga n, who was one of g reatest biologists who 

eve r lived, when he got ro Ca l tech, had a very interesting, extreme way of avoiding 

some mistakes from overcounting what co uld be measured and undercounting 

" I had an early ru1d extreme 

multidisciplinary cast of mind. 

couldn't struld reaching for a small 

idea in my own discipline when there 

was a big idea right over the fence in 

somebody else's discipline. So I just 

grabbed in all directions for the big 

ideas that would really work." 

-Munger 
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Far le~s efficient than Munger's p referred approach of 

simply "reaching down and picking up big nuggets 

of gold," placer mining (pronounced "plass-er") 

is an open-pit or open-cast form of mining in 

which miniscule amounts of valuable minerals are 

extracted from great volumes of earth using water 

pressure or surface excavating equipment. The name 

derives from the Spanish word, "placer," meaning 

'\and bank" and refers to precious metal deposits 

(particularly gold and gem stones) found in alluvial 

depo<irs. 
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"bar couldn'r. At that time, there \\Cre no 

compmers, and the compmer suhstitme 

then antilable to science and engineering 

was the Fridcn calculator, and Caltech was 

fu ll of Friden calcuhtror:,. And Thomas 

ll unr i\ lorgan banned thl: Fridcn calculator 

from the biolog~ dep:.utmenr. ,\nd when 

the~ ... aid, "\\'hat the hell arc ~ ou doing. Dr. 

\(organ?" he -;aid, "\\'ell, I am like a gu~ "ho 

i-; prospecting for gold along the hanks of 

the Sacramemo Ri,·er in IH49. With a little 

intell igence, I can reach down and pick up 

big nuggets of gold. ,\nd a\ long as I can do 

that, I'm not going to let an~ people in m~ 

deparrmenr '' <l'>tC \carce resource'> in placer mining." ,\nd that\ thc way Thoma., 

Il unr ~!organ got through lift:. 

I \ ·e adopted the same technique, and hen.: I am in my L:ightieth year. I ha\'en 't 

had to do any placer mining yet. And it begins m look like I'm going to get all the 

way through, as I'd alwa~s hoped, \\'ithout doing any of that damned p lacer mining. 

Of course, if I \\'ere a physician, particular!) an academic phy-;itian, I'd have to do 

the statistics, do the placer mining. But it's amazing \\'hat you tan do in life ,,·ithout 

the plater mining if you've got a fc\\ good mental nicks and jmt keep ragging the 

problem-; the \\3) Thomas Ilunt ~forgan did. 

2) Failure to Follow the Fundamenta l Full-Attribution Ethos of l lard Science 

\\'h at's wrong with the way ~lankiw docs economics is that he grabs from other 

discipline'> without amibution. lie doesn't label the grabbed item<> a'> physics or 

biology or p'>~ chology or game theor) or'' htnc,·er the~ reall) arc. fully anriburing 

the concept co the basic kno" ledge from "hich it came. l f ~ou don't do that, tt's 

like running a hltsiness \\ith a :,lopp~ filing S)stem. It reduces your power ro he a-, 

good :IS you can be. l 0\", 1\bnkiw is so srnart he does pretty wcl l C\'Cn when his 

technique is imperfect. He got the largest ad\'ancc any textbook'' ritcr ever got. 



Bm. nonerhek~'). he'd be beuer if he had abo;orbed a hard-st:icnce ethos, \\'hich ha.., 

been helpful to mt:. 

It's like running a business with a sloppy filing 

system. It reduces your power to be as good 

as you can be. 

I ha\ c names for ~lanki" \approach, grabbing'' hatc\ cr ~ 011 need ,,·irhour 

attribution. Sometime~ I call it "rake what you wish," and sometimt:s I t:<JI I it 

'·Kipl ingism." And when I ca ll it Kip lingism, I'm reminding you of Ki pling's sranza 

of poetry, which m:m sonlc.:lhinl!, Iii--c.: lhi~: "\Yhc.:n H omer ~more hi:. bloomin~ 

lyre, he'd heard men sing by land and sea. and whar he thought he might require, 

he \\enr and took. the -.ame a'> me." \\'ell, that's the \\<1~ ~lanki" doc') it. He 

ju-.r gntb'>. This i-. much better than nor grabbing. Bur ir i-. much \\Orse than 

grabbing'' irh full amibmion and full di!>cipline, using all kno\\ ledge plus 

extremc rcduction ism where fc~1~iblc. 

The third ''cakness that I find in economi<:s i<> what I call ph)'>ics em'"y . 

. \mi. of cour-.c, that term ha-. bcen borro\\ cd from penis e1w~ as described 

b~ one of the '' orld\ great idim-,, Sigmund Freud. But hc ''a., \ er~ 

popular in his rime, and the concept got a ,,·ide ,·oguc. 

One of the ,,·orst t:xamplc-; of what physics em·y did w economics 

wa~ cause adoption of hard-form efficient market theor~. t\nd then, 

when ~ OLI logically deriYcd con<;equences from this wrong rheor~. 

you \\ ould get t:ondu-.ions such a'> it can ne,·er be correct for an~ 

corporation to bu~ irs own stock. lkt:auo;e the stock price, b~ 

definition, i'> totally efficicnt, tht:rc could nc,·er be any ath anragc. 

QED. r\ nd tht:y caught this theory to some partner at ~ l c K imcy when 

he was at some school of bus inc<;-. that had adopted ch i~ crazy line of reasoning 

Joseph Rudyard IGpling 
( 1865 1936) 

Rudyard Kipling, born 1n Borubay, 

India, to a father who taught at a local 

an school, attended boarding school 

in England. He returned to India and 

traveled around the subcontinent as a 

correspondent. lie also wrote fiction 

and poetry, publishing Thl' Jungle Book 
in 1894, Cnptnins Courngt'ous in 1897, 

and Gungn Din in 1892. l ie won the 

obeJ Prize for literature in 1907. 
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~ ta}t WnsJ)f~ton post ~ 

Tbe Washington Post 

Over the years, Tlu Wnsbi11gton Post has 

featured many important contributors, 

including political cartoonist Herbert 

Block (lierblock), and reporters Bob 

Woodward and Carl Bernstein, who 

arc credited with breaking the story of 
the Watergate scandals of the Richard 

M. Nixon administration in the early 

1970s. 
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from economics, and the panner became a 

paid consultant for the ll'as!tin~ton Post. And 

1\'as!tin~lon Post stock ,,·as -;clling ar a fifth of 

what an orangutan could figure was the plain 

value per share by just counting up the values 

and dividing. Bur he so believed what he'd 

been taught in graduate school that he told the 

ll its!tinf(lon Post it shouldn ·r buy irs o\\'n srock. 

\\'ell. fortunately, they pur \\'arren Buffett on 

the board, and he convinced them to buy back 

more than half of the out:-.randing stock, which 

enriched the remaining shareholders by much 

more than a billion dollars. So. there was ar 

lea-.r one inscance of a place that quickly killed a 

"rong academic thcor) . 

AndWashington Post stock was selling at a 

fifth of what an orangutan could figure was 

the plain value per share by just counting up 

the values and dividing. 

It's my' iew that economics could avoid a lor of chis trouble that comes from 

physics envy. I \\ant economics ro pick up the basic ethos of hard science, the 

full attribution habit, but not tht: craving for an unattainabk prt:cision that comes 

from physics em-y. The sort of precise, reliable formula that includes Boltzmann's 

constant is not going co happen, by and large, in economics. Economics im·ohes too 

compkx a ')y'>tcm .. \nd the cra,·ing for that physic -style preci-.ion docs little bur get 

you in terrible trouble, like the poor fool from ~lcKinsey. 

1 think that economists would be way better off if thev paid more attention 

wEinste in and Sharon Stone. \\'ell, Einstein is easy because 1-:instcin is famous 



for saying, "E' cr~ thing should be 

made as simple a'> possible, hut no 

more simple." 'ow. the saying is a 

tauto logy. hut it's vcry useful, and some 

economis t- it may have been I lerb 

Stein-had a ~imilar tautologica l saying 

that I dearly lmc: "If a thing can't go 

on fore,·er, it "i 11 C\ entually swp." 

Sharon Sronc contributed to the 

subject because somconc once asked 

her if she was bothc rcd by penis erwy. 

AuJ she..: :.aid, ". \l ,~vlute ly nor. I have 

morc trouble than I can handle with 

what I \ ·c got." 

\\ 'hcn l talk about this fal-.c precision. this g;rcat hopc for rcliablc. precise 

formula-;, I am reminded of Arthur Laffcr, who's in my political parry. and \l·ho rakes a 

miswkcn approach, somc rimcs, whcn it comes to d oing cconomics. His trouble is h is 

cra\'ing for fa lse precision, wh ich is nor an adult 1\'ay of den ling with his subjcct mattcr. 

Einstein is easy because Einstein is famous for 

saying, "Everything should be made as simple 

as possible, but no more simple. " 

The siwation of people li ke Laffer rcminds me of a rustic le~islaror-and th is 

rca II) happened in America. I don 'r il1\·enr these stories. Real it~ i<> always more 

ridiculou-. than'' hat I'm going to cell you. At an y rare, thi'> rtl'>tic legi-;laror proposed 

ant.:\\ Ia\\ in his state. He wanted to pass a Ia\\ rounding pi to an c,·en 3.2 so it 

\\Ould bc cas ier for the school chi ldren ro make the computations. \ \'ell. you can say 

that rhi" is roo rid iculou._, nnd ir C"an 'r he f:1ir ro liken cconornics professors like La ITer 

ro a rustic legislatOr li ke th is. I say L' m unclercriticizing the professors. At least 

A . ...... , ... Of fill. WO"o• t • oU f &.OWl IO.A tiOW 

Alben Einstein 
(18"'9- 1955) 
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Alben Einstein earned a teaching 

diploma from a Swiss university and, 

while working in the Swiss patent 

offi ce in 1904, wrote his doctoral 

dissertation on a method to determine 

molecular dimensions. That same year 

and the next, he wrote several articles 

that form the foundation of modern 

physics. Topics included Brownian 
motion, th e photoelectric effect, and 

special relativiry. l ie went on to make 

major comributions to the development 
of quanrum mechanics, ~tatistical 

mechanics, and cosmology. He won the 

Nobel Prize for physics in 192 1. 
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Nebraska Furniture Mart 

Founded in I 937 by Russian immigram 
Rose Blumkin, the ebr.tSka Furniture 

Mart began in a basement in Omaha. 

Responding to her simple principle 
of "SeU cheap and tel l the tnuh," 

customers supported the shop and 

fueled exponential growth. In 1983, 

Berk~hire llathaway purcha~ed ninety 

percent of 1he busin es~. By 1994 , the 

O maha store had grown to several 

hundred thousand square feet on a 
seventy-seven-acre campus. In 2003, 

the store added a 700,000-square-

foot operation in Kansas City; it is 

perhap~ the large\! free-standing home 
furnishings More in the coumry. 
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\\·hen this rustic lep;islator rounded pi roan e\·en number, the error was rclatin:l) 

small. But once you tf) to puc a lot of false precision into a <.:Omplex ~ystem like 

economics, the error~ can compound ro the point ,,·here they 're '' orse than tho'ie 

of the :\lcKin~e) panner ''hen he was incompetently ath ising the lrflshi11glo11 Post. 

So, economic'> -,hould cmulate ph)">ic~· basic ethos, bur its search for preci">ion in 

physics-like formula'> i"> almo">t always'' rong in economics. 

4) ' Joo l\ l uch Emphasis on l\ lacroeconomics 

l\ly fourth criticism i-; that there\ too much emphasis on macroeconomics 

and not eno ugh on microeconomics. I think this is wrong. It's like trying w 

maste r me dici ne wirhom knowing an<.uomy and chemistry. Also, the discipl ine of 

m icroeconomics is a lot ot' fun. It helps you correctly understa nd macroeco nomi cs, 

and it's a perfect c ircus ro do. l n contrast, 1 d on't think macroeconom ics pcoplc 

ha\'e all that much fun. For onc thing, they arc often wrong because of e'rremc 

complexity in the '>)Stem the) \\i'>h w undcrsrand. 

Let me demonstrate the (10\\ er of microeconomics h~ 

-.oh ing two microeconomic problem'>. Onc '>imple and 

one a little harder. The first problem i'> chi'>: Berk">hire 

llarha\\'ay ju'lt opened a furniture and appliance '>tore 

in " ama'> City, Kansas. At the t ime Bcrkshirc opem:d 

it, the largest -;clling furniture and appli ancc store in the 

world was another Berkshi re llathaway store, sclling 

$.).)()m illi on worth of goods per year. The n<.;W ;;ror~.: in 

a strange city opened up sc lling at the rare o f morc than 

$SOO mi llion a year. Fron1 the day it opencd , lhc 3,200 

-;pacc:-. in the parking lor were fu ll. The wom<.;n had to 

wait outside the ladies res troom bccause the an:: hi tcct~ didn't 

under-.rand biology. It's hugely succcssful. 

\\'ell, 1\e gi,en )Oll thc problem. l\o,,, tell me what explain'> the run:ma~ 

success of this nc\\ furniture and appliance score that is outselling e\crything cl'>C 

in the \\Orld? \Yell, let me do it for you. Is th is a low-priced score or a high-priced 



srorc? It's not going to have a runa"·ay success in a strange city as a high-priced 

store. That would cake rime. Number two, if it's moving $500 million ''-orth of 

furniture through it, it's one hell of a big store, furniture being as bulk\' as it is. i\nd 

what docs a big store do? It provides a big select ion. So what could this possibly be 

except a low-priced srorc with a big selecti on? 

Bur, you may wonder, why wasn't it done before, preventing irs being done first 

now? Again , the ans\\'er just pops into your head: It costs a fortune to open a store 

this big. So. nobody's done it before. So, you q uickly know the answer. With a few 

basic concepts, thcs<.: microeconornic problems that seem hard can be solved much 

as you put a hot knife through butter. I like such easy ways of thought that are very 

remunerati,·e. And I suggest that you people s hould also learn tO do microeconomics 

better. 

~ow I 'l l give you a harder problem. There's a tire store cha in in 

the lo rthwest that has slowly succeeded oYer fifty years, the Les 

Schwab t ire smre chain. It j11st ground ahead. It started competing 

with the stor~s that were owned by the big tire companies that 

made al l the tires, the Goodyears and so forth. t\nd, of course, the 

manufacrurcrs favored their own srores. Their "tied stores'' had a 

big cost advantage. Later, Lcs Schwab rose in competition with the 

huge price discounters like C:ostco and Sam's Club and before that 

Scars, Roebuck and so fonh. And yet, here is Schwab no,,, wirh 

hundreds of millions of dollars in sales. And here's Lcs Schwab 

in his eighties, w ith no education, having done the whole thing. 

How did he do it? I don't see a whole lot of people looking like 

a light bulb has come on. Well, let's think about it with some 

microcconomic fluency. 

Is there some wave char Schwab could have caught? 

The minute you ask the question, the answer pops in. The 

japanese had a zero position in tires, and they got big. So 

rhis guy rnusr have ridden rhar wave some in the early rimes. 

Then, the slow following success has to haYe some other ca uses. And what probably 

Les Schwab 
( 1917- 2007) 

Leslie Schwab was born in Bend, 

Oregon. After service in the Air Cadet 

Corps during World War II , he returned 

to Oregon and bought OK Rubber 

Welders, a small tire shop that he turned 

from a $32,000-a-year business into 

one generating $150,000 annually. In 

the 1950s, Schwab began expanding 
his business throughout the Pacific 

Northwest. Through innovations such 

as profit sharing, "supermarket" product 
selection, and independence from the tire 

m:tnufacruring companies, the company 

now operates over three hundred stores 

with sales exceeding $1 billion annually. 

- ,. "' ........... , .... ....... :· -. ; ""'·- .. ... .. .. ""':. ; :· 
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He must have a very clever incentive structure 

driving his people. And a clever personnel 

selection system, etc. And he must be pretty 

good at advertising. Which he is. He's an artist. 

happened here, obviously, is this guy did one hell of a lot of things right. 

And among the things that he must have done right is he must have 

harnessed what ~ rankiw calls the superpower of incenti' es. He must 

have a very clever incentive structure driving his people. And a clever 

personnel selection system, ct~:. And he mu~L b<.: pl<.:Lly guud al 

advertising. Which he is. I Ic's an artist. So, he had to get a wave in 

Japanese t ire in vasion, the Japanese being as successful as they were. 

And then a ta lented fanatic had to get a hell of a lot of things right and 

keep them right with clever systems. Again, not that hard of an answer. 

But what else would be a likely cause of the peculiar success? 

We hire business school graduates, and they're no better at these problems 

than you were. ~Iaybc that's the reason we hire so few of them. 

'We hire business school graduates, and they're no 

better at these problems than you were. Maybe 

that's the reason we hire so few of them. 

\Veil, how did 1 solve those problems? Obviously, I was using a simple search 

engine in my mind tO go through checklist-style, and l was using some rough 

algorithms that work pretty well in a great many complex systems, and those 

algorithms run someth ing like this: Exueme success is likely to be caused by some 

combination of the fo ll owing factors: 



A) Extreme maximization or minimization of one or two variab les. Example, 

Costco or our furniture and appliance store. 

B) Adding success factors so that a bigger combination dri,·es success, often in 

nonlinear fashion, as one is reminded by the eoncq)( of breakpoint and the concept 

of critical mass in physics. Ofren results arc nor linear. You get a little bir more mass, 

and you ger a lollapalooza rcsu lr. And, of course, l 've been searching for lollapalooza 

results all my life, so I'm very inter<::sted in models th<H explain their occurrence. 

C) An extreme of good performance O\'er many factors. Example, Toyota or Lcs 

Schwab. 

0) Catching and riding some sort of big wave. Exan1ple, Oracle. By rhe way, I 

cited Orac le befon.: 1 kne\\' that the Oracle CFO (Jeff Henley) was a big part of the 

proceedings here today. 

Generally I recommend and use in prob lem solving cur-to-rhe quick algorithms, 

and I find you have to use them both forward and backward. Let me give you an 

example. I irritate my family by giving them little puzzles. anu one of the puzzles 

rhar I gave my familY not very long ago was when I said, "There's 

an acti,·ity in America, with one-on-one conresrs and a national 

championship. The same person won the championship on t\\'0 

occasions about sixty-five vears apart." ''1'\ow," I said, ''name rhc 

acti,·ity." Again, r don't see a lor of light bulbs going on. And 

in my fami ly, nor a lor of light bulbs were flashing. But 1 ha,·e a 

physicist son who has been trained more in rhc rype of thinking 

llike. And he immediately gor rhe right answer, anu here's the 

way he reasoned: 

It can't be anything requiring a lor of hand-eye coordination . 

Nobody eighty-five years of age is going to" in a national b illiards 

tournament, much less a national tennis wurnamem. Ir jusr can't 

be. Then, he figured ir cou ldn 'r be chess, which this physicist 

plays very well, because it's too hard. The complexity of the 

Checkers 

A board game very similar to checkers 

dating tO 3000 BC was discovered 

in the ruins of the ancient city of Ur 

(located in today's Iraq). Checkers a.~ 

we know it today was first played in 

Egypt around 1400 BC. 

Talk 0/ine: Academic Economics: Strengths and Faults after Considering I nterdisciplinary Needs 391 



Luxury goods: Raising the price can improve 
the product's utility as a "show-off" item, 

sometimes increasing sales. Purchasers may 

also assume that a higher price equates to a 

better product. 
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system and the stamina required arc too grcar. But that led into checkers. And he 

thought, "Ah hal There's a game;: where vast experience might guide you to he the 

best e\·en though you're eighty-five years of age." 

And sure enough, that was the right answer. 

Any,,·ay, I recommend that sort of mental puzzle solving to all of you, flipping 

one's thinking both backward and forward. And I recommend that academic 

economics get better at very small-scale microeconomics as demonstrated here. 

S) Too Little Synthesis in Economics 

l\ly fifth criticism is there is roo little synthesis in economics, not only with 

matter outside traditional economics, but also within economics. I have posed 

before two different 

business school classes the 

following problem. I say, 

"You have studied supply 

and demand curves. 

You have learned that 

when you raise the price, 

ordinarily, the volume 

you can sell goes down, 

and when you reduce the 

price, the volume you 

can sell goes up. Is that 

right? That's what you'\'e 

learned?" They all noel yes. 

And I say, " ow tell me se\·eral 

instances when, if you want the 

physical volume to go up, the correct 

answer is to increase the price.'' And there's 

this long and ghastly pause. And finally, in each 

of the two business schools in \\'hich 1 've tried this, 

iiV 
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''Nothing to Add'' N utn her Six 

~ 
ROLE X 

Question: "I have posed at two different business schools the following problem. I say, "You 

have studied supply and demand curves. You have learned that when you raise the price, ordinar

ily the volume you can sell goes down, and when you reduce the price, the volume you ca n sell 

goes up. Is that right? ThaL's whaL yuu've learned?" T hey all nod yes. And T say, " ow cell me several instances \Vhen, if you 

want the physical volu me to go up, the correct answer is to increase the price?" And there's this long and ghastly pause. And 

fina lly, in each of the two business schools in which I've tried this, maybe one pe rson in fif[) cou ld name one instance. But onl y 

one in fifty can come up with this sole instance in a modern business school-one of the business schools being Stanford, which 

is hard to get into. And nobody has yet come up with the ·main answer chat I like. " 

Answer: "There arc four categoric of answers to chi problem. A few people get the first category but rarely any of the others. 

1. Luxury goods: Raising the price can improve the product's abili ty as a 's how-off' item, i.e. , by raising the price the util

ity of the goods is improved ro someone engaging in conspicuous consumption. Further, people will frequently assume that the 

high price equates to a better produce, and this can sometimes lead to increased sales. 

2. 1\on-luxur) goods: same as second faccor cited above, i.e., the higher price conveys information assumed to be correct by 

the consumer, that the higher price connotes higher value. This can especially apply to industrial goods where high reliabilit) is 

an important factor. 

3. Raise the price and use the extra revenue in legal ways to make the product work better or to make the sales system work 

better. 

4. Raise the price ~md use the extra revenue in illega l or unethical ways co drive sales by the functional equ ivalent of bribing 

purchasing agents or in other ways detrimental ro the end consumer, i.e., mutual fund commiss ion practices. [This is the answer 

I like the most, but never get.]" 
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'' Nothing to Add '' Nulllher Seven 

Here is a question that arose concerning the content of Talk Nine: 

Carlo "Charles" Ponzi 
(1882-1949) 

Question: "You once said you left 'Mystery Defect N um ber Ten' out of your UCSB talk. What was it?" 

Answer: "Oh, yes. I should have included it, but I didn 't, and I think we should just leave it as it was 

delivered. The tenth defect is what I call ' ot Enough Attention to the Effects of Embedded Ponzi Schemes at 

the .Microcconomic Level. ' This is easily demonstrated by the unfunded pension plans at the major law firms 

where a clear and enormous potential future impact goes unnoticed-and blissfully ignored.'' 
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ma) be one pcrson in fif~ could nam<; one instance. The~ come up wirh 

rhe idea rhar. under certain cin.:umsmnces a higher price act'> a-. a rough 

indicaror of quality and thereby incrca~cs sales volumes. 

((Now tell me several instances when, if you 

want the physical volume to go up, the correct 

answer is to increase the price?" 

This happened in the c~lSC of my friend, Bill Ballhaus. \\"he n he'' as head 

of' Heckman I nstrumcnts, it produccd some complicatcd product where, if 

it failed, it caused enormous damagc to the purchaser. It \\'a-.n't a pump 

at the bottom of an oi l well, bur that·~ a good menta l example. \ nd he 

reali1.ed that the rea~on thi'> thing \\a'> '>elling so poorl~. C\en though it 

''a'> beuer than anybod) else\ product. ,,·as because it ''as priced lower. 

It mad<.: people think ir was a low-quality gizmo. So he raised thc price by 

twenty percent or so, and thc vo lt1 nH.: went way up . 

Bur only one in fifty can come up with this sole in-.rann: in a modern 

bu-.int:'>'> -;chool-one of thc bu-.inC'>'> -.chools being Stanford. which is hard to 

get inw. 1\nd nobody has yer come up'' irh rhe main au~\\CI tlwl lli h.t:. <Sec 

the " I lla H.: "fothing ro ,\ dd" fearun; on page 393 for Charlie\ fu ll ans\\'crs 

to thi., question.) Suppose ~ou rai-.c that price and usc the extra mone~ to 

bribe the other guy's purchas ing ugcnr? Is that going to work? t\nd arc there 

functional equ i,·alcnrs in economics-microeco nomics-of mi-,i ng the price 

and tl',ing the extra sales proce<.:ds to drin; sales higher? .\ nd. of c.:ourse, 

there ar<.: a zillion. once you've made that memal jump. lr's '>O ~imple. 

On<..: of the most extreme <..:'amp!<.:-; is in the im·c~tm<.:nt managemt:nt 

field. Suppose you' re the manager of a murual fu nd , and you \\'ant ro se ll 

more. Peop le com monl y come to rhe following answer: Y<lll raise the commissions, 

'' hich, of course..:, reduces the number of units of rea l in,·estmcnrs dt:li vercd ro the 
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D avid Ricardo 
(1772- 1823) 

David Ricardo, born in London, began 

working with his farher at the London 

Stock Exchange at age fourteen. H is 

wealth allowed him to retire young, and 

he secured a seat in Parliament. He 

became interested in econo mics after 

reading Adam Smith's n~ WIMitb of 

Nations and made many significant 
contributions to the held. Ricardo 

is often credited with the theory of 

comparative ad vantage, which explains 

why it can be beneficial for two 

countries to trade, even though one of 

them may be able tO produce every kind 

of item more cheaply than the other. 

T he concept was first described by 

Robert Torrens in 1815 in an essay on 

the wheat trade, but Ricardo explained 

it more clearly in his 18 17 book Tb~ 

Principl~s of J>oliticnl Economy nnd 

Taxation. 
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ultimate buyer, -.o ~ou're increa-.ing the price per unit of real investment that \Ou're 

sclli ng the ultimate customer . . \ nd you· re using that extra commi~-;ion to bribe the 

customer's purchasing agent. You're bribing the broker ro betray hi'> client and pur 

the diem·~ money inw the high-commission product. This has" orked to produce at 

least a trillion dollar) of muwal fund sales. 

The second interesting problem with synthesis 

involves two of the most famous examples in 

economtcs. Number one is Ricardo's principle 

of comparative advantage in trade, and the 

other is Adam Smith's pin factory. 

Thi'> tactic i-; not an artractin: part of 

human nature, and I want w cell you that 

I prem completcl~ ~noith:d it in my life. 

I don't think it\ nece'>'>~H) to '>pend your 

li fe sel ling" hat ~ou \\Otdd nc\ cr bu~. 

Even though it's kgal, I don't think it's a 

good idea. But you shou ldn't accept all 

my notions because you' ll ri'ik becoming 

une mployable.:. You shouldn't wke my 

notions un less you're willing co risk be ing 

une mployublc by all bill a fc::w. 

I th ink my experience wit h my simple 

question is an exam ple of'hm' li ttle 

synthe~i-. people get, C\ en in ad' anced 

academic setting~. con'>idcring economic 

q ucscions. Ob' ious que~tiom, "ith such 

obvious ans" cr'>. Yet. people rake four 

·~ IH ""'~"'" Cit 
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courses in economics, go to business school, have all these l.Q. 

points, and write all these essays, but they can't synthesize 

worth a damn. This failure is nor because the professors 

know all this stuff and they're deliberately withho lding 

it from the students. This fai lure happens because the 

professors aren't all that good at this kind of synthesis. 

They were trained in a different way. l can't remember if 

it \\'aS Keynes or Galbraith who said that economics professors 

are most economical with ideas. They make a fe\\. they learned in 

graduate school last a lifetime. 

The second inrcrcsting problem with synthesis invoh es two of the 

most famous examples in economics. umber one is Ricardo's principle 

of compamti\·c ad\·amage in rradc, and the other is Adam Smith's pin 

factory. And both of these, of course, work to vastly increase economic omput 

per person, and they're similar in that each somehow directs functions into the hands 

of people who arc \'cry good at doing the functions. Yet, they're rad ically different 

examples in that one of them is the ultimate example of cemral planning-rl1c 

pin factory-where the whole system was p lanned by somebody, whi le the other 

example, Ricardo's, happens autOmatically as a natural consequence of trade. 

And, of course, once you get into the joys of synthesis, you immediarelv think, 

"Do these th ings interact?" Of course they interact. Beautifully. And that's one 

of the causes of the power of a modern economic system. T saw an example of that 

kind of interaction years ago. Berkshi re had this former sa\·ings and loan company, 

and it had made th is loan on a hotel right opposite the Hol lywood Park Racetrack. 

In due time, the neighborhood changed, and it was full of gangs, pimps, and dope 

dea lers. They wrc copper pipe out of the wa ll for dope fixes, and there \\·ere people 

hanging around the hotel with guns, and nobody would come. We foreclosed on it 

two or three rimes, and the loan value went down to nothing. \Ve seemed to have an 

insoh·ab lc economic problem-a microcconomic problem. 

ow, we cmdd have gone to l\ lcKinsey. or maybe a bunch of professors from 

f Tan·ard, and we would have gotten a report about ten inches thick about the ways 

Adam Smith's Pin Factory 

Adam Smith recorded in An Inquiry 

into the Nature mul Causes of the Wealth 

of Nations (1776) his observations at 

a pin factory. He found that only ten 

workers were able to produce 48,000 
pins per day because of divided and 
specialized labor. If each worker 

handled all the steps required to make 
a pin, he could only make rwent:y per 

day, for a total factory output of two 

hundred pins daily. Smith recognized 

and extolled the great productivity gains 

and economic progress represented 

by the pin factory and its embrace of 

specialized labor. 
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Ronald Coase 
(b. 1910) 

Ronald Coase, born in a suburb of 

London, graduated from secondary 

school at age twelve and enrolled in 

the Universiry of London only twO 

years later. He earned degrees in law 
and economics and began research 

into transaction costS. He came to the 

United States in 1951 for an academic 

career that started at the University of 

Buffalo. He settled into the University 

of Chicago in 1964 and remains there 

as professor emeritus. His work, "The 

Nature of the Firm" ( 1937), was cited as 

a major consideration in his receipt of 

the Nobel Prize in economics in 1991. 
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we could approach this failing hotel in this 

terrible neighborhood. But instead , we 

put a s ig n on the property that said: "For 

sale or rent." And in came, in response 

to that s ign, a n1an who said, ''I'll spend 

$200,000 fixing up your hote l and buy it at 

a h igh price on credit, if you can get zoning 

so I can turn the parking lot into a putting 

green." "You've got to have a parking lot 

in a hotel," we said. "What do you have 

in mind?" li e said, " o, my business 

is fly ing seniors in from Florida, putting 

them near the airport, and then letting 

them go om to Disneyland and various 

places by bus and coming back. And I 

don't care how bad the neighborhood is 

going to be because my people are self-contained behind walls. All they have to do 

is get on the bus in the morning and come home in the even ing, and they don't need 

a parking lot; they need a putting green." So we made the deal with the guy. The 

whole thing worked beautifully, and the loan got paid off, and it all worked out. 

The odd system that this guy had designed to 

amuse seniors was pure pin factory, and finding 

the guy with this system was pure Ricardo. 

Obviously, that's an interaction of R icardo and the pin factory examples. The 

odd system that th is guy had designed to amuse seniors was pure pin factory, and 

finding the guy with this system was pure Ricardo. So these things arc interacting. 

Well, l'\'e taken you part way through the synthesis. It gets harder when you 

want to figure out how much activity should be with in private firms, and ho\\' much 



should be within the government, and what are the factors that determine which 

functions are where, and why do the failures occur, and so on and so on. 

It's my opinion that anybody with a high I.Q. who graduated in economics ought 

robe able to sit uo\\'n and \Wite a ten-page synthesis of all these ideas that's quite 

persuasive. And I wou ld bet a lot of money that 1 could give this test in practically 

every economics department in the country and get a perfectly lousy bunch of 

synthesis. They'd gi,·e me Ronald Coase. They'd talk about transaction costs. 

They'd c lick off a little something that their professors ga,·e them and spit it back. 

Bll( in terms of really understanding how it a ll firs together, I wou ld confidently 

predict that most people couldn't do it \'cry well. 

W11y did Max Planck, one of the smartest people 

who ever lived, give up economics? The answer 

is, he said, '1t's too hard. The best solution you 

can get is messy and uncertain. " 

By the way, if anY of you wam to try and do this, go ahead. I think you'll find it 

hard. In this connection, one of the interesting things that I w<Jnt to mention is that 

~lax Planck. the great obcl laurcatc who found Planck's constant, tried once ro do 

economics. He gave it up. Now why did l\ lax P lanck, one of the sn1artesr peop le 

who ever lived, give up economics? The answer is, he said, "[t's wo hard. The best 

solution you can get is messy and uncertain.'' It didn't satisfy Planck's craYing for 

order, and so he gave it up. And if l\lax Planck early on realized he was never going 

to get perfect order, I will confidently pred ict that a ll of the rest of you are going to 

ha \'e exactly the same resulr. 

By the way, there's a famous srory about Max Planck that is apocryphal: After he 

won his prize, he was im·ited to lecture everywhere, and he had this chauffeur who 

dro\'c him around to give public lectures al l through Germany. And the chauffeur 

memorized the lecture, and so one day he said, "Gee, Professor Planck, why don't 

Max Planck 
(1858-1947) 

Born in Germany in 1858 tO a law 

professor father. Max Planck earned 

his doctorate at age twenty-one. His 

earliest work on thermodynamics 
evolved inro an interest in radiation. 

From these studies, he was led to work 

on the distriburion of energy in the 

spectrum of radiation. Planck's work 

on energy emissions was essential 

m the fleld of physics and came to 

be known as the "quantum theory." 

He was awarded the Nobel Prize for 

physics in 1918. 
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In one of his most famous roles, 

Morgan Freeman played Hoke Colburn, 

the chauffeur, in the 1989 film Driuing 

Miss Daisy. Freeman had great roles 

in many other films, notably The 

Sbawshrmk Redemption. H e won a 

well-deserved Academy Award in 2005 
for his work in Million Dollar Baby. 

In the real world, ir is critical to 

distinguish when you are "Max Planck" 

and when you are the "chauffeur." If 

you cannot legitimately respond to 

the next question, you are most Likely 
outside your "Circle of Competence." 
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you let me t ry it by switching places?" And so he got uranu 

gave the lecrure. At the end of it, some phvs icist stood up and 

posed a q ues ti on of extreme difficulty. Bm the chauffeur was 

up wit. "Well ," he said, " l 'm surprised that a c itizen of an 

advanced city like rvtunich is asking so e lementa ry a question, 

so I'm go ing to ask my chauffe ttr to respond." 

6) Extreme and Cou n terprod uctive Psychological 

Ignorance 

Al l rig ht, I'm down ro the sixth main defect, and thi s is a 

subdi vis ion of the lack of adequate multidisciplinarity: extreme 

and cou nterproductive p sychological ignorance in eco nomics. 

Here, I want to give you a very s impl e problem. 1 specialize in 

s imple problems. 

You own a sma ll cas ino in Las Vegas. It has fifty standard 

s lot machines. Identical in appearance, they're identica l in the 

function. They have exactly the same payout ratios. The things 

tha t cause the payouts a rc exactl y the same. They occur in the 

same percentages. But there's one machine in this g roup of slot 

machines that, no matter where you put it among the fifty, in fairly 

s hort orde r, when you go to the machines ar the end of the day, there 

will be twenty-five pereenc more winnings from this one machine than from any 

other machine. Now sure ly, I'm not 

going to have a failure here. What is 

different about that hea\·y-winning 

machine? Can a nybody do it? 

Male: ~lore people play it. 

1\ Iunger: o, no, I want to know 

why more people pl ay it. \\'hat's 

different about that machine is people 

have used rnodcrn e lectronics to 



give a higher ratio of l!t>Cir misses. That ITiachinc is going bar, bar, le mon, bar, bar, 

grapefruit, way more ofte n than normal machines, and char wi ll cause heavier play. 

H ow do you get an answer like chat? Easy. Ob\'iously, there's a psycholo~ical cause: 

That machine is doing someth ing to trigger some basic psychological response. 

l f vou know the psycho logical facto rs, if you'\'c got them on a checklist in you r 

head , yo u just run clown the factors, and, boom! you get to one that m ust expla in 

this occ urrence. There isn't any other way to uo it effectively. These answers arc 

not going ro come to people who don't learn these prob lem-solving methods. (f you 

wa nt tO go through life like a one-legged man in an ass-kicking contest, ''by, be n1y 

guest. But if you want to succeed like a strong man with two legs, you have w pick 

up these methods, including doing micro- and macro-economics while kno"·ing 

psyc hology. 

In this vein, I next want to mention a strange 

Larin American case of a dysfunctional economy 

tbat got fixed. In this little subd iv ision of Larin 

America, a cu lture had arisen wherein everybody 

stole everything. They embezzled from the 

company; they srole everything that was loose 

in the community. And. of co urse, the economy 

came p racticallv to a halt. And this th ing got 

fixed. 1 ow, w he re did I read a bout this case? 

I'll g ive you a hint. It wasn't in the annals of 

eco nom1cs. I fo unu thi s case in rhc annals of 

psychology. C lc,·c r people went down and used a 

bunch of psychologica l tricks. And they fixed it. 

\\'ell, I think there's no excuse if you' re an 

economist, when there are wonuerfu l cases like 

that of the dysfunctiona l economy becoming 

fixed, and these simple tricks that solve so many 

prob lems, and you don't know how tO do the 

fixes and understand the proble ms. \\'hy be so 

Somewhere in a liule 

subdivision of Larin 

America: An interesting 

case history of fixing a 

dysfunctional economy, 

drawn from the annals of 

Psychology (see page 52 1 ). 
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Mnrs, Sm·rormded by the Liberal Arts, 

Vnnquishing lgnornnce Ancoon Claesscns, 

1605, oil on canvas 

Groeninge Museum, Bruges. 
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ignorant about psychology that you don't 

even know psychology's tricks char wi ll 

fix your own dysfunctional economic 

systems? 

H ere, I want to give you an 

extreme injunction. This is even 

rougher than the fundamenta l 

organ izing ethos of hard science. 

This has been arrrihmcd w Samuel 

Johnson. H e said, in substance, that 

if an academic maintains in place 

an ignorance that can be easily 

n.:moved with a little work, the 

conduct of the academic amounts 

to treachery. That was his word, 

"treachery." You can see why I 

love this stuff. He says you have a duty if you 'rc an 

academic to be as li ttle of a klutz as you can possibly be, and, therefore, you have 

got to keep grinding out of your system as much removable ignorance as you can 

remove. 

7) Too Linlc Arrcmion ro Second- and Higher-Order Effects 

On to the next one, the seventh Jefect: too little attention in economics to 

second-order and even higher-order effects. This defect is quire understandable 

because the consequences have consequences, and the consequences of the 

consequences ha\-e consequences, and so on. It gets ,·cry complicated. When I was 

a meteorologist, I found this stuff very irritating. i\nd economics makes meteorology 

look like a tea party. 

Extreme economic ignorance was displayed when \'<Hious experts, including 

Ph. D. economists, forecast tht: cost of the original .\kdicare law. They did simple 

extrapolations of past costs. 



Well, the cost forecast was off by a factor of more than one thousand 

percent. The cost they projected was less than ten percent of the cost that 

happened. Once they put in place Yarious new incentives, the behavior 

changed in response to the inccnti,·es, and the numbers became quire 

different from their projection. J\nd medicine im·cnrcd new and expensive 

remedies, as it was sure to do. How could a great group of experts make 

such a si lly forecast? Answer: They oversimpl ified to get easy figures, like 

the rube rounding pi to 3.2! They chose nor to consider effects of effects 

on effects, and so on. 

One good thing about this common form of misrhinking from the 

viewpoint of academia is that business people are even more foo lish about 

microeconomics. The business ,·ersion of the Medicare-type insanity is \\'hen you 

own a textile plant and a guy comes in and says, "Oh, isn't this wonderful? They 

invented a new loom. It'll pay for itself in three years at current prices because it 

adds so much efficiency to the production of texti les." And you keep buying these 

looms, and their equivalent, for twenty years, and vou keep making four percent on 

capital; you never go anywhere. And the ans\\cr is, it wasn 'r that technology didn't 

work, it's that the laws of cconon1ics caused the benefit from the new looms to go to 

the people that bought the texti les, not the guy that owned the textile plant. llow 

could anybody not know that if he'd taken freshman economics or been through 

business school? I think the schools arc doing a lousy job. Otherwise, such insanities 

wouldn't happen so often. 

Usua lly, I don't usc forma l projections. I don't let people do them for me 

because I don't like throwing up on the desk, but I sec them made in a \'cry foolish 

way al l the t ime, anJ n1any people believe in them, no matter how foo lish they arc. 

It's an effective sales technique in America to put a foolish projection on a desk. 

And if you're an investment banker, it's an art form. I don't read their projections 

either. Once \Varrcn and I bought a company, and the seller had a big study done by 

an investment banker. It was about this thick. \\'c just turned it over as if it were a 

Jiscascd carcass. He said, "\ \ 'c paid $2 mil lion for that." 1 said, "We don't use them. 

Never look at them." 

The Discovery of Pi 

"Pi" (usual ly represented by the Greek 

letter} is the ratio of the circumference 

(the distance around} to the diameter 

(the distance across} of any circle. The 

Greeks revealed that Pi is an irrational 

number, which cannot be represented 

by a fraction. Pi is a unique constant of 

nature used today in such diverse fields as 

architecture and quantum mechanics. 
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By way of analogy, the game of chess, 

particularly the three-dimensional version 

played here by Mr. Spock, is a perfect 
illustration of second-order and higher levels of 

effect. The movement of any individual piece 

on the board affects, sometimes dramatically, 

the overall composition of the game. 
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Anyway, as the l\ lcdicare example showed, all human systems arc gamed, for 

reasons rooted deeply in psychology, and great skill is displayed in the gaming 

because game theory has '>O much potentia l. That's what's wrong with the workers' 

comp system in California. Gaming has been raised to an art form. In the course of 

gaming the system, people learn to be crooked. Is this good for civilization? Is it 

good for economic perfonnance? He ll, no. The people who design easily gameable 

systems be long in the lowest circle of hel l. 

They just don't think about what terrible things 

they're doing to the civilization because they 

don't take into account the second-order effects 

and the third-order effects in lying and cheating. 

T\·c got a friend whose 

fami ly controls about eight 

percent of the truck trailer 

market. He just closed his 

last factory in Cal iforn ia, 

and he had one in Texas 

that was even worse. The 

workers' comp cost in his 

Texas plant got to be double

digit percentages of payroll. 

Well, there's no such profit 

in making truck trai lers. He closed his plam and moved it ro Ogden, Ltah, where 

a bunch of believing lormons arc rais ing big families and don't game the workers' 

comp system. The workers' comp expense is two percent of payroll. 

Arc the Latinos who were peop li ng his plant in Texas intrinsically dishonest 

or bad compared to the Mormons? o. It's just the incenti'e structure that so 

rewards all this fraud is put in place by these ignorant legislatures, man y members of 



which ha,·e been to Ia\\ school, and they just don't think about what terrible things 

they're doing to the ci' ilization because they don't take into account the second

order effects and the third-order effect'> in lying and cheating. So. this happens 

e' erywhere, and" hen economics is full of it. it is just like the rest of life. 

There was a wonderful example of gaming a human ~ystcm in the career of 

\'icwr iederhoffer 111 the Economics Department of Han a rd. \ 'ictor ~iederhoffer 

"a'> the son of a police I ieutenanr, and he needed to get A's at l larvard. Bur he didn't 

want to do an) seriotl'> "ork at Tlar\'ard because what he really liked doing'"'"· one, 

playing world-clas'> checkers; two, gambling in high-stakes card games, at\\ hich he 

was very good, all hours of th<.; day and night; three, being the squash champion of 

the United States, which he was for years; and, four, being about as good a tennis 

p layer as a pa rt-time tennis player could he. 

This did not lea' e much time for getting A's at Han·ard, so he \\ent into the 

Economics Departmenr. You'd think he would ha\'C chosen French pm;try. But 

remember, thi-, "a-. a gu~ who could piny championship checkers. lie thought 

he \\ 'a'> up ro out'lmarring the I lan·ard Economics Oeparrmcnr. :\nd he wa-.. 

lie noticed that the graduate <;tudCnt'> did most of the boring \\ork that \\Otlld 

other\\ i~e go to the professor'>, and he noticed that bccau~c it \\'<l'i '>O hard to get 

to he a graduate '>tudent at H an·ard, the~ "ere all' er) brilliant and organized and 

hard\\ orki ng, as well a-; much needed hy grateful professors. 

And, therefore, b) custom, and as " ·oulcl be predicted from the ps) chological 

force called "recipr()(:iry tendency," in a really advanced graduate cour-;e, the 

professors alwa~'> ga\'e ant\. So \ 'ictor Niederhoffer signed up for noth ing bur rhe 

most advanced graduate courses in the H arvard Economics Depa rtment, and, of 

course;:, he got t\, after t\, after t\, after A, and was hardly e\·er ncar a cia'>'>. t\nd, for a 

while, some people at I larvard may have thought it had a ne\\' prodigy on irs hands. 

That's a ridiculou-; '>tory, but the scheme wi ll \mrk still. And :"\icdcrhoffer i-. famous: 

The~ call his '>t~ lc •· icderhoffcri ng the curriculum." 

Thi~ ~hO\\'~ ho" all human <;y<;tem<; arc gamed. Another example of not thinking 

through the consequences of the consequences is the standard reaction in economics 

Victor Niederhoffer 
(b. 1943) 

Victor ' iederhoffcr studied 

statistics and economics, earning an 

undergraduate degree at Harvard 

and a Ph. 0. at the Universiry of 

Chicago. He taught at the Univeroity of 

California, Berkeley, for five years and 

simuhaneously ran Niederhoffer, Cro~• 
and Zeckhauser, Inc., involved in selling 

private firms to public companies. In 

the late 1970s, Niederhoffer started 

trading futures and options; he 

founded a trading firm, N iederhoffer 

Investments, in 1980 to provide 

financial management for institutional 

clients. He is also a past multiyear 

national squash champion. 
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Comparative Advantage 

The often overlooked benefits of comparative 
advantage th rough free trade were famously 

revealed by David Ricardo in his 1817 book The 

Principles of Political Economy and Taxation: 

"In Portugal it is possible to produce both 

wine and doth with less work than it takes 

in England. However, the relative costs of 

producing those two goods are different in the 

two countries. In England it is very hard ro 

produce wine, but only moderately difficult 

to produce cloth. In Portugal both are easy 

to produce. Therefore, while it is cheaper to 

produce cloth in Portugal than England, it is 

cheaper still for Portugal to produce excess 

wine, and trade it for English cloth. Conversely, 

England benefits from this trade because its cost 

for producing cloth has not changed but it can 

now get wine at closer to the cost of cloth". 

Frequently overlooked is that Ricardo's 

comparative advantage in "delegating" tasks 

among nations is equally applicable for 

managers delegating work. Even if a manager 

can perform the full range of tasks better 
himself, it is still mutually advantageous ro 
divide them up. 
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to Ricardo's law of comparari,·c adnmrage gi,·ing benefit on borh sides of rrade. 

Ricardo came up with a wonderful, non-ob,·ious explanation that was so powerful 

that people were charmed wirh it, and they sti ll arc because ir's a very useful idea. 

Rverybody in economics understands rhac comparative advantage is a big deal when 

one considers flrsr-ordcr advantages in trade from rhe Ricardo cffcer. Bur suppose 

you\·e got a \·ery talented ethnic group, like the Chinese, and they're very poor and 

backward, and you're an advanced nation, and you create free rrade with China, and 

it goes on for a long time . 

.'Jow let's fo llow second- and third-order consequences. You are more prosperous 

than you would have been if you hadn 'r rraded with China in terms of a\"crage we11-

bcing in rhe llnired Stares, right? Ricardo proved ir. Bur which nation is going to be 

growing faster in economic terms? Ir's obviously China. They're absorbing al l rhe 

modern technology of the world through rhis great facilitator in free trade, and, like 

rhe Asian Tigers have proved, they will get ahead fast. Look at r long Kong. Look 

at ~l hiwan. Look at early japan. So, you starr in a p lace where you've gor a weak 

nation of backwaru p~;;asants, a billion and a quarter of them, and, in the end, they're 

going to be a much bigger, stronger nation rhan you arc, maybe C\'Cn having more and 

better atomic bombs. Well, Ricardo did nor pro,·e that that's a \\"Onderful outcome for 

rhc former leading nation. H e d idn't try to determine second-order and higher-order 

effects. 

If you rr;.· and talk like this to economics professors, and I\·e done this three 

rimes, they shrink in horror and offense because rhey don't like this kind of talk. It 

really gums up this nice discipline of theirs, which is so much simpler when you 

ignore second- and rhird-ordcr consequences. 

The best answer I ever got on that subjecr-in rhrec tries- was fron1 George 

Shultz. He said, "Charlie, the way I figure it is if we stop trading with China, the 

other advanced nations will do it anyway, and we wouldn't stop the ascent of China 

corn pared ro us, and we'd lose the Ricardo-d iagnosed ad vamagcs of trade." \Vhich is 

obv iously correct. And! said, "Well, George, you've just invented a new form of the 

tragedy of the commons. You're locked in this system, and you can't fix it. You're 



going ro go to a tragic hell in a handba'>kct, if going w hell ill\ oh e!> being once the 

gn:ar leader of the world and fintlll~ going ro the shallo\\'> in term-. of leadership." 

.\nd he -;aid, "Charlie, I do not ''ant to think about this." I think he's wise. H e's 

C.:\ en o lder than I am, and maybe I should learn from him. 

H) ~or Enough Attention w the Concept of Fcbc;:zlement 

Oka~, I'm now down w m~ eighth objection: roo little attention within 

economic-. to the 'iimplc.:'it and lllO'>l fundamental principle of algebra. )Jow. thi'> 

<;oun<.h ourragcou'>. that economic., doesn't do algebra, right? \\'ell, I want to tr) 

an c\amplt:-1 may be" rong on this. I 'm o ld and I'm iconocla-.tic-bm I throw it 

out anyway. I say that econom ics doesn't pay enough am.:ntion to the concept of 

fcbcl.l.lcmcnr. .\nd that I deri' c from Galbraith's idea. c;albraith 's idea was that, if 

)Oll ha\ e an tlndisclo'>ed embe11.lement, it has a wonderful Ke) nc'>ian ~timulating 

effect on the.: economy bccau-.e the guy who's been emhc/l:led think-; he i<> a'> rich ac., 

he ah' a)'> "a c., and spends according!~. and the guy that ha., '>to len the money gets all 

thi'> ne\\ purchasing pm,·er. I think that\ correct analy'>i'> on Calhraith 'sparr. The 

troul>lt: with his notion is that he\ dc~crihcd a minor phcnonH:non. Because when 

the emhc:t.zlcment is discovered, as it a lmost surely wil l be.:, the.: effect will quickly 

rc,·crc;c. So the effect quickly <.:an<.:cls out. 

Bur '>Uppo'ic you paid a lor of aucnrion to algebra," hich I guess Galbraith didn 'r, 

and \OU think. "\Yell. the fundamental principle of algebra i-.. ' If .\ is equal to Band 

B i~ equal to C. then:-\ i!> equal roC."' You\·c then got a fundamencal principle that 

demand!> that you look for functional equivalents, all you can find. So ~uppo~c you 

ask rhc.: qtlestion. "Is there such a thing in economics as a fc.:bct.t. lcmenr?'' By the 

way, (lalhraith il1\-cntcd the "ord "bezzle" ro describe the amount of undisclmcd 

embcl.l.lcmcnr. '>O I im·cnrcd the" ord "fcbezzlement": rhc fun<.:tional equi\ alenr of 

cmbeulemcnr. 

Thi-. happened after I ac.,kcd the question. "h there a functional equi,·alcnr of 

c.:mbel.l.lc.:mc.:nr?" I came up'' ith a lor of" onderful, affirmati\ c.: answers. Some 

were in investment management. t\ftcr al l. J'm ncar irwc.:stmc.:nt management. I 

considered the billions of dollars tota lly wasted in the course of investing common 

George P. Shultz 
(b. 1920) 

George Shultz, born in New York Ciry, 

earned an undergraduate degree in 

economics from Princeton Universiry 

and a Ph.D. in industrial economics 

at MIT. Following se,eral years on 
the MIT faculty, he mo,ed on to the 

Universiry of Chicago. He served as 

President Richard M. Nixon's secretary 

of the treasury for rwo years until NLxon 

was forced to resign. President Ronald 

Reagan appointed him ~ccrctary of 

state in 1982; Shultz served both of 

Reagan's terms. lie i~ a member of the 

Hoover lnstirution and on the board of 

directors for the Bechtel Corporation, 

Gilead Sciences, and Charb Schwab 

& Company. During Arnold 

Schwarzenegger's succes~ful bid to 

replace California governor Gray Davis 

in 2003, Shultz was named an advisor 
to Schwarzenegger'~ campaign. 
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Economist John Kenneth Galbraith was 

awarded the nation's highest civilian honor, the 

Presidential Medal of Freedom, at an August 9, 

2000 ceremony at the White House. 

stock portfolios for t\mcrican 

owners. As long as the market 

keeps ~oin~ up, the guy who's 

'' asti n~ all thi~ money docsn 't 

feel it because he's looking at 

these steadily rising va lues. And 

tO the g uy who is gcning the 

money for in'v<.:Stment alh icc. 

the money looks like we ll 

earned income when he 's rea ll y 

selling detriment for mon ey. 

surely the functional equiva lent 

of undisclosed embezzlement. 

You can see why I don't gct 

invited to manY lectures. 

So I say, if you look in the economy for febezzlcmcnt. the functional equi,·alcnt 

of embezzlement, you'll find ~orne enormously powerful factor~. They create 

some .. ,, ealth dfcct" that is on steroids compared to the old "wealth effect." Bm 

practically nobod~ thinks as I do, and I quitclaim my idea to any hungr~ graduate student 

who has independent means," hich he will need before his thesi~ topic i'i apprO\·cd. 

9) Not Enough ,\ ttcnt ion to \'inue and \ 'icc Efkcls 

Okay, my ninth objection: not e no ug h attention co virtue <l nd \'icc cff<.:crs in 

economics. It has been plain to me s ince early life that th<.:re arc enormous ,·inuc 

effects in econom ics and also enormous ,·icc effects. But economists get ,·cry 

uncomfortabk: wh<.:n yo u wlk about virtue and vice. It doesn't lend its<.: If co a lor 

of columns of numbers. But, I would ar~uc that there are big ,·inuc effects in 

economics. 1 \\'Ould say that the spread ing of double-e ntry bookkeeping by the 

monk. Fra Luca de Pacioli, \\'a'l a bi~ 'irtuc effect in economics. It made businc~s 

more controllable, and it made it more honest. Then. the cash rcgi'itcr. The cash 

register did more for human moral it~ than the Congregational Church. It \\'OS o really 

po\\'crful phenomenon to make an economic system ,,·ork better, just a-., in reverse, 



a sy'>tcm that can be easily defrauded ruins a ci,·ili/.ation. t\ '>Y'>tcm that's ve~ hard 

ro defraud, like a cash regisrcr-bao;cd -.ystem. helps the economic performance of a 

ci,·ili;.ation b~ n.:ducing 'icc, but ,·cry few people \\'ithin economic~ talk about it in 

those terms. 

I 'II go further: I say economic systems work better" hen there's an extreme 

reliability ethos. And the naditional \\'ay to get a reliability ethos, at least in past 

gcncratiom in .\mcrica, \\'as through religion. The religion-, in-;tillcd guilt. \Yc ha,·c 

a charming I ri-.h Catholic pric-.r in our neighborhood, and he )0\ C'> to say. ''Tho~e 

old Jc\\S ma) ha,·e im·cntcd guilr, but ''e perfected ir." i\nd thi~ guilt, deri,ed from 

n.:ligion, has been a huge dri' cr of a reliabi lity ethos, which ha~ been very helpful to 

economic outcon1es for man. 

But economists get very uncomfortable 

when you talk about virtue and vice. 

It doesn)t lend itself to a lot of 

columns of numbers. 

\I any bad effects from 'icc arc clear. You \·e gm the era;.~ 

boom., and <.rooked promO[iOn'>- .111 you haYc to do i'> read the 

paper O\'er the last six month'>. There\ enough Yicc ro make 

U'i all choke.:. And, by the wa), C\ crybody's angry about unfair 

compens~1t i on at the top of American corporations, and pcopk: 

should be. \ \'c now face ,·ariou-. craz~ go\'crnancc nostrums 

im·cnrcd by lawyers and professors that \\'On 't f:l;i,·e u<; a fix for 

unfair compensation, yet a good partial -.olution is ot)\·ious: If 

direcroro; \\'ere significant shareholder'> ,,·ho got a pa~ of ;.cro. 

you'd be amazed what \\'ould happen to unfair cornpcmarion 

of corporate executi,·es as\\ e dampened effects from 

rec iprocity tendency. 

"Few things are harder to put up with 

than the annoyance of a good example." 

- Mark Twain 
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Luca de Pacioli 
(1445-1517) 

Luca de Pacioli, in 1494, published his 

seminal work, The Collected Knowledge 

of Aritlmutic, Ceomrtry, Proportion, 

tmd Proportionality. In one section 

of the book, Pacioli described a no,eJ 

concept, double-entry accounting. 

This invention revolutionized bu~incss 

practice and made Pacioli a celebrity. 

His was one of the first books 10 be 

printed on the Gutenberg press. 

410 Poor Chur1it:'s A1manack 

rough!~ -.imilar equinrlent of 

this no-pa~ '>~ '>tem has been rricd 

in a strange pbc.:e. In England. 

lay magistrate'> .. wff the lower 

crimina l COllrl'>, which can send 

you to prison for a year or fine 

you substanriall~. You've got 

three judge'> '>ining up there, and 

they all get a pa~ of ;.ero. T heir 

expense~ arc n.:imbursed, but 

not too liberally. And they work 

about forty half-days a year, as 

, ·olunrccr'>. It\ \\orkeu beautifully 

for about ..,c,cn hunured year<>. 

:\ble and honc'>t people compete to become magistrates. to perform the dury and get 

the significance, but no pay. 

Thi~ i-; the system Benjamin F ranklin, ncar the end of his life, \\anted for the 

l l.S. government. li e didn't want th<.: high executives ofgov<.:rnrn<.:nt to b<.: paid, but 

to be like him'>elf or the entirely unpaid, well-off ministers and rulers of the ~lormon 

Church . . \nd when I ... ee \\hat's happened in California, I'm not '>Ure he wasn't right. 

At any rate, no one now drifts in F ranklin\ direction. For one thing, profcssors-anu 

most of them need nlOncy- get appointed directors. 

It is not al\\ays recognized that, to function best, morality should sorlletimes 

appear unfair, like most worldl y outcomes. The craving for pcrfcc.:t fa irness causes a lot 

of terrible problem<> in system function. Some systems should be made deliberately 

unfair to indi\ iduals because they'll be fairer on a\·erage for all of ll'>. Thu-;, then; can 

be , ·irtuc in apparent non-:airnes!). I fr<.:quentl~ cite the example of ha,·ing your career 

O\ er, in the :'\'a,·y. if your ship goes aground, c\·en if it wasn't~ our fault. I <>ay the lack 

of justic<.: for the one guy that \\'a'>n 'tat r.wlt is \\ay more than made up h) a greater 

justice for everybody when e\'t:ry captain of a ship always S\\'eat'> blood to make sure 

the sh ip docsn 't go aground . ' I olerating a I i ttle unfairness ro some to get a greater 



fairness for all is a mode l I n.:wmmend ro all of you. But again, I wou ldn't put it in 

your a'>'>igned college work if you want to be graded welL particularly in a modern law 

school "hen.:in there i'> U'>uall~ an O\ cr-love of fairness-seeking proc<.:'>'>. 

T here arc, of cour'>e, enormou'> ,·icc effect!> in economic'>. You h;n e thc-.c 

bubble.,'' ith -.o much fraud and foil~. T he aftermath is frequent!~ '<.:r~ unpka-.ant, 

and we've had '>omc of that lately. One of the first big bubbles, of cour'>C. ''a-. the 

huge and horrible South Sea Bubble in England. And the aftermath wa'> interesting. 

~ ( any of~ou probab l ~ don't remember what happened after the South S<.:a Bubble, 

which caused an enormotts fin;H1Cial conrraction and a lot of pain. l~:"ccpl in certain 

rare cases, lhe~ banned publicly traded stock in England for decades. Parliament 

pa~sed a law that ... aid you can h;H'e a parrnership with a few partners, bttt you can't 

have publicly-traded '>tock. t\ntl, by the way, England contin11 ed to grow without 

public ly -traded -.rock. The people who arc in the business of prospering because 

there's a lot of stock being traded in casino-like frenzy wou ld n't like this C'\amplc 

ifth<.:~ -.wdied it enough. It didn't ruin England to ha'e •llong period when they 

didn't ha H: publicly -traded '>hares. 

Ju'>t as in real estate. \\'chad all the shopping center'> and auto dealcr<,hip'>, and 

so on. we needed for ~car'>" hen" e didn't ha\c publicly-traded real e'>nHC '>hares. 

It\ a myth that once~ ou \ c got <;ome capital market, economic con ... idcracion-. 

The South Sea Bubble 

demand char it ha'i ro 

b<.: a-. fa!>t and dl!cicnt 

as a casino. ll docsn 'r. 

t\notlH.:r 

interesting problem is 

raised by vice effects 

itwoh ing cm y. En' y 

wisel) got u ,·cry 

-.trong condemnation 

in the Ia"., of \l o'>C'\. 

You rcnwmhcr how 

the' laid it on "irh 

.l.t .. ,/ 

'" t: .. "'-' ..., ...... "I 
, .. 
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T he South Sea Bubble 

The South Sea Bubble was an economic 

frenzy in England that occurred when 

speculation in South Sea Company 

shares peaked during 1720. The share 

price rose from .£ 128 in January to a 
high of £1,000 in August, and then fell 

back to £150 in September. 

The company had been granted 

exclusive trading rights in Spanish 

South America. When result~ 

ultimately proved skimpy, the company 

engineered a public debt ~cheme that 

appeared to bolster profits. Company 

leaders and other shareholders also 

talked up future revenues, causing 

the speculative frenzy. Public outcry 

following disclosure of the fraud led to 

imposition of the Bubble Act of 1720, 
requirins publicly-traded companies to 

have a royal charter. 
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In his 1989 Pulitzer Prize-winning book, 

Douglas Hofstadter ties together the 

work of mathematician Godel, graphic 

artist Escher, and composer Bach. 

Kurt Godel 
( 1 ?06--1978) 

Kurt Godel, a logician, mathematician, 

and philosopher of mathematiC!. from 
Ausrria-Hungar), wrote a dissertation 

for his Ph.D. at the University of Vienna 

that included his famous, but somewhat 

obscure, incompleteness theorems. The 

first theorem holds that one can usc 

the mathematical system to construct 

a statement that can be neither proved 

nor disproved within that system. The 

second theorem, arrived at by proving 

the first, states that no consistent system 

can be used to prove its own consistency. 
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a tfO\\ d: You couldn't co,·et thy nei~hbor's ass, you couldn't cm et th~ neighbor's 

ser\'ant girl, you cou ld n't cover. ... Tho'ie old Jew<> knew ho" em ious people are 

and ho\\ much tre)llblc it caused. The~ really laid it on hard, and the~ were right. 

But landc\ illc-remcmbcr his fable of bees? H e demonstrated cotwinc..:ingl\'- to 

me, anyway-that envy was a great driver of proclivity to spend. And so, here's this 

terriblt: vice. which is forbidden in the ' len Commandments. and here it's dri,·ing 

all these fa\(mtble re'iults in economics. T here's some paradox in economics that 

nobody\ ~oin~ to get out. 

\\'hen I wa'> young, e\'erybody \\as excited by Godel, \\'ho came up with 

proof that you cou ldn 't have a mathematical system without a lot of irritating 

inc..:otTlp lctcnc-;s in it. \\'ell , since then, my betters tell me that they've come up 

with more irrctT'IO\'ablc defects in mathcrnarics and ha,·e decided that you're nc,·cr 

going to get mathematics without c;omc paradox in it. 1\o matter ho\\ hard you work, 

you're ~oing to ha,·c to liYc with ~omc paradox if you're a mathematician. 

\\'ell, if the mathematiciam can't get the paradox out of their sy">tem when 

they're creating it themseh·es, the poor economists arc never going to get rid of 

paradoxes, nor arc any of the rest of us. ll doesn't matter. Life is interesting with 

some paradox. When I run into a paradox, I think either I'm a tota l horse's ass to 

have gotten to rhi<> point, or I'm fruitfully ncar the edge of my di.,cipline. It adds 

excitement w life to wonder'' hich it i'>. 

A~ 1 conclude, I want ro tell one more '>Wry demonstrating ho" a" ful it is to get 

a wrong idea from a limi ted repertoire and ju~t stick tOiL .\ nd thi'> i'> the story of 

H yman Liebowitz, who came ro America from the old country. In the new country, 

as in thc old, he tried w make his way in the fami ly trade, which was manufacturing 

nails. And he '>truggled, and he struggled, and, finally. his little nai l business got 

to ntst prosperity, and his wife said tO him, ''You are old, !lyman, it\ time to go to 

Florida and turn the business O\'Cr to our son." 

So do\\ n he went ro Florida, turning hi'> business over to the <;on, but he got 

weekly financial reports. And he hadn't been in Florida very long before they rurned 

sharpl y negative. In fact, they were te rrible. So he got on <1n airplane, and he wen t 
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back to New Je rsey where the factory was. As he left the airport on 

the way ro the factory, he saw this enormous outdoor alh ·enising sign 

lighted up. And there was Jesus, spread out on the cross. And under 

it was a big legenu, "They l 'sed Liebowitz's J 3ils." So he stormed 

into the faerory and said, ''You dumb son! \\'hat do you think you're 

doing? It took me fifty years to create this business!" "Papa," he 

said, "trust me. 1 will fix it.'' 
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So back he went to Florida, and while he was in Florida, he got 

more reports, and the results kept getting worse. So he got on the 

airplane again. Left the airport, drove by the sign, looked up at 

this big lighted sign, and now there's a \'acant cross. And, lo and 

behold, Jesus is crumpled on the ground under the cross, and the 

sign said, ''They Didn't Use Liebowitz's J ails.'' 

We ll, you can laugh at that. It is ridiculous, but it's no more 
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ridiculous than the way a lot of people cling to failed ideas. l\.eynes said, ·' It's nor 

bringing in the new ideas that's so hard. It's getting riJ of the old ones.'' And 

Einstein said it better, attributing his mental success ro "curios ity, concentration, 

perse,·erance, and self-criticism." By self-criticism, he meant becoming good at 

destroying you r own best-loved and hardest-won ideas. If you can get really good at 

Jestroying yom own wrong ideas, that is a great g ift. 

\Yell, it's time to repeat the big lesson in th is little talk. \\hat I've urged is the 

use of a bigger multidisciplinary bag of tricks, mastered w fluency, to help economics 

and eYeryrhing e lse. And I also urged thar people not be discouraged by irremovable 

complexity and paradox. Tt just adds more fun to the problems. l\ly inspiration 

again is Keynes: Better roughly right than precisely wrong. 

And so, I enJ by repeating what I said once before on a similar occasion. lf\'ou 

skillfu lly fo llow the multidisciplinary path, you will neYer wish to come back. It 

would be like cutting off your hands. 

... 

h 
Bernard de Mandeville 

(1670-1733) and 

"The Fable of the Bees" 

Bernard de Mandeville, philosopher 

and satirist, published a poem, 

"The Fable of the Bees: or, Private 

Vices, Publick Benefits," in 1705 

as a political satire. Mandeville's 

philosophy suggests that altruism 

harms the state and its intellectual 

progress and that self-interested 
human vice is the real engine of 

progress. Thus he arrives at the 

paradox that "private vices are public 

benefits." 
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john Mnynnrd Krynu, Bnron Keyn~s nnd 

Lydin Lopokovn (Lady Keynn) by William 

Roberts, exhibited 1932 (N PG 5587), 

oi l on canva~. National Portrait Gallery, 

London. 

John Maynard Keynes 
( 1883- 1946) 

John Maynard Keynes, son of an economics 

lecwrer at Cambridge University and a 

social rclormist, seemed destined to become 

a great economist and political thinker. His 

book, 1'1JI' Gen~rnl TlJI'OIJI of £mployml'llt, 
interest, nnd Monty. published in 1936, 

advocated that government stimulate 

demand in times of high unemployment

for example, by spending on public works. 

The book sen·es as the foundation of 

modern m.tcrocconomics. 

414 Poor Charlie\ A lmunuck 

\\'e ll , that's the end. I' ll take quc-.tion-. a'> long as 

people can endure me. 

~ l aic: ... financial destruction from tradingof 

dcri,·ari,·c conrracrc;. Buffett -.aid that the genic\ out 

of the boule and the hango,·cr ma~ be proportionate 

to the binge. Would You speculate for us ho\\ that 

-;cenario can play our? [The question was garbled, 

but the person asked about dcri' ari,·es, \\'hich Buffett 

has c;~ llcd "financial \\'capons of mas'> destruction."] 

~ lttnger: \\'ell, of course, catastrophe pred ict ions 

have always been quite difficult to makc with sttccess. 

Bur I confidently pred ict that there arc big troub les to 

come. The system is almost insane!) irrcspon\iblc. 

And what people chink are fi,es aren't really fi\es. 

It\ c;o complicated I can't do it justice here-but 

) ou can't belie' e the trilliom of dollar'> i 11\ oh cd. 

You can't belic,·c the complcxit~. You can't belie' e 

hem difficult it is ro do the accounting. You can't 

bclie,·e ho\\ big the incenti,·es arc co ha\ c "ishful thinking about' alue-; and" i-,hful 

thinking about ability to clear. 

Running off a dcri,ari,·e book is agony and takes time. And \ott sa\\ \\'hat 

happened" hen the; tried lO run off the dcri\'ati,·c books at En ron. Its certified 

net worth va nished. In the dcri\'ari\'e books of America, there arc a lot of reported 

profits that were nevt:r e;lrned and assets that never existed. 

i\nd there arc large fcbe/.l.lemenr effects and some ordinary cmbczl'.lcnlent 

effects that come from tkri' ati\'c acti\' i ty. i\nd the re,·ersal of these is going w C<ll t'>e 

pain. l lo\\' big the pain\\ ill he and ho\\' well it will be handled, 1 can't tcll you. Bm 

you "ould be disgusted if) ou had a fair mind and spent a month rea II) dch ing 

into a big dcri' ati\ c oper,ttion. You would th ink it \\WiLe" is Carroll I author of 

. llire's . lrk·rlltures i11 1\ ollrluirlllrll. You \\'Ould think it was the ~lad Hauer\ ' tea Parr~. 



And the false precision of these people is just unbelievable. They make the ,,·orst 

economics professors look like gods. Aloreo,·e r, there is depravity augmenting the 

fo lly. Read the book F.l.A.S.C.O., by law professor and former deri,·ati,·es trader 

Frank Partnoy, an insider account of depra,·ity in derivative trading at one of the 

biggest and best-rega rded 'vVall Street firms. T he book \\'ill turn you r stomach. 

Rajnees h t\ leh ta: We' ll take one more question. There's a class outside that has 

ro come in. So one more question. 

~t a l e: Could you describe \\'arren's re<Jctions to the advice about the ncgati,·e 

reaction that he got from musing abour defects of Califo rnia's Prop Thirtee n? \\'as 

he shocked, surprised? 

~ I unger: it's hard to shock \Yarren . lie's p1st seventy, he's seen a lot. And his 

brain works quickly. He general ly avo ids certain subjects before elections; and that 

is what I am going to do here. 

California's Proposition 13 

In 1978, nearly two-thirds of California 
voters passed Pwposit ion 13, which limits 

property taxes to one percent of a property's 

market value, and to two percent per year 

any increase in the property's valuation 

assessment unless the property is sold. 

Prior to Proposition 13, there were no real 

limits on increases either for the tax rate 

or property value assessmenrs in the state 

of California. Prop 13 set the stage for a 

broader "taxpayer revolt" that contributed 

to Ronald Reagan's election as president in 

1980. 

In the 2003 California gubernatorial recal l 
election in which Arnold Schwarzenegger 

was elected, Schwarzenegger advisor Warren 

Buffett suggested that Proposition 13, 

still very popular with many homeowners, 

be repealed or changed to help balance 

the state's budget. Politically, Buffett's 

suggestion proved to be highly charged. 

Below is Schwarzenegger's reaction. 

((\farren, if you mention Prop 
Thirteen one more time, you 
owe me jive hundred sit-ups. " 
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Talk Nine Revisited 

T his ,,·aggish talk on economics, given in 2003, gan; me pleasure as I put 

it rogether. But 1 hope it provided more than harm less fun. I even hope 

that some shr~d of my ideas eventually gets into academic economics, 

nor because I want recognition, but because I think academic economics needs some 

Improvement. 

Since the talk \\"aS given , I GJmc ~cross <1 honk , published by Alfred A. Knopf 

in 2005. I t was written by a distinguished H arvard econo1nics professor, Benjam in 

\~1. Friedman, and dealt \Vith the inrerplay of economics and morals, much as I 

wished in my talk. The title of this book is "The .i\ [oral Consequences of Economic 

Growth.'' As readers wi ll note from the title, 

Professor Friedman is particularly interested in the 

impact of economic growth on morals, whereas my 

interest is mostly in the reverse d irection, the impact 

of morals on economic growth. This difference 

is not a big deal, because every educated person 

can see reciprocal effects, for good or ill, between 

the two factors, creating what is often call ed e ither 

a '\·irtuous circle" or "vicious circle." Professor 

Friedman supplies a man·elous quotation on this 

su bjcct from Rabbi E lizar Ben Azariah: "Where 

there is no b read, there is no law; where there is no 

law, there is no bread." 



A Matter of Trust 

"Capitalism works best when there is trust in the systern." 

- Munger 

A 
rguabl~ the mo~r imporranr theme in this book i-. the 

need for lmst. descn·cd reliance upon the character, 

, ·a lues and inregriry of those you live and work with. 

Charlil: I\ Iunger and \\ 'arrcn Bu ffl:tt :He renowned for their 

steadfa-;t commitment to unblemished integrity-belie\ ing, 

like Elhcrr (lar~ (Chairm<ln of l 'S Steel from 1901 to 1927) that, 

"Ethical practices aren't good bccau-.e they pay; they pa) hccau~c 

rhe) arc good." 

Charlic recalls a meeting of the " lkn Graham Group" in 

San Dicgo many years ago. Hen Graham ga,·e hi-; bri lli ;.~nr followers a "cognitive 

assc-.-.mcnt rest.'' conraining somc c'rrcmcl~ tricky que-.rions. As Ben anticipated, 

the rc-.r rakcr~ did nor fare \\ell, allo'' ing him to dcli\{;r a' irallcs'>on rcg1rding the 

fundamental importance of uu-.t: 

uNo matter how smart you are, there are smart people out there who 

can fool you if they really want to. So, be sure you can trust the smart 

people you work with." 

"Charlie and I were introduced 
in 1959 by the Davis family. We 
were rwo personalities who tended 
towards dominance. Yet, we've 
never had an argument since." 

- Buffett 
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P o()r Charlie\ ' I 
'"' rmmuck 

Raznick Realty Group 

Rnnick & Sons, Inc. 
R.a.znick Community Builder$ 
R.a.znick Family VentureS 

DoublcHigh Financial 

Aaron L Raznick 
CIWRMAN r ao 

October8, 2003 

Mr. Charlie Munger 
Wesco Financial Corporation 
301 E. Colorado, Suite 300 
Pasadena, CA 91101 

Dear Mr. Munger, 

Please let me introduce myself, I am Aaron Raznick. a Be!Uhire Hathaway stockholder, a 1944 
Central High graduate, and the person who requested the UCSB Economics Department to ask 
you to speak. Umappily and unfortunately, I was unable to attend your lecture due to snarls In 
traffiC outside Oxnard and again outside Santa Balbara. By the timo I atrived in Santa Batbara 
your lecture was long over and I was disgusted. 

I had orig1nally Y;ritten to Mr. Buffet to ask him to speak at UCSB and he responded by telling 
that I should ask you instead. and that's when I made the suggestion to the Economics 
Department My wife and I had endowed a Chair in Economics to UCSB and we have been 
actively involved with the university for almost 30 years. I was Chairman ot the Board of 
Trustees tor two tenns and retired from the Board in 2001 after serving over 20 years. 

My wife and I are disappointed that we did not have a chance to hear you and meet with you., 
but 1 hope we can do so soon. I have attended several ot the stockholder meetings in Omaha 
but have skipped the last two years because ot an accident that resulted in my using a walker 
that I hope wiU be past history ill the next few months. I do plan to attend the stockholder 
meeting in 2004. 

Best wishes, ft.ts,n.ro r~~ 
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Letters from Tom Murph) 
of ABC, Inc., and Donald 

Keough expressing 
anticipation and enthusiasm 

for "Academic Economics: 

Streng~hs and Faults after 
Considering Interdisciplinary 

Needs." 

~";r· Clw-les T. Munger 
V•ce Chairman of the Boud 
Berkshire Hathaway Inc. 
P.O. Box 55007 
Los AngdH, CA 90055 

Oeu Cha.rlle: 

June 10, 2004 

Evenatmy d a vanced age, I can ttill learn. 

Having the opportunity to re l~e at the University of ~d .study yolU October 3 
a gam! nua, I became a student 

You followed Einstein' I . 
possible but 1 Jtill had t?~ddp~e- you made It u 1imple u 

••u y•l. 

Th&nks, ChuUe. 

AU the belL 

Sincerely, 

/jl 



n a warm late-spring day in 2007, Charlie addressc..:d 194 juris Doctorate, 89 J\laster of Laws and three 

t\!astcr of Comparative Laws recipients in the University of Southern California's Alumni Park. He offered 

insights into the practices that have contributed to his success and ro his standing as one of the wealthiest 

people in the world . He observed that the acquisition of \'.,isdom is a moral duty and stressed that, while 

attending law school, he realized the best road to success in life and learning would be a mu lti-disciplinary one. 

Following the audience's enthus iastic reaction to this speech, USC Law Dean Edward J. J\lcCaffery awarded 

Charlie "honorary" admission into The Order of the Coif, a scholastic society founded to encourage excellence in legal 

education. 
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USC Gould 
School of Law 
Commencement 
Address 
The University of Southern California 
May 13,2007 

We ll , no doubt n1 any of you are wondering 
w hy this speake r is S O old (Audience laugh~.) \\'e ll, 

the answer is obvious: He hasn 't died \'ct.· (Audience laughs.) i\nd 

'vvhy was this speaker chose n? \\'ell, I don 't kno'vv that. I'd like to think that the 

den;lopment department had nothing to do with it. 

Whatever the rea-;on, I think it's fitting that I'm speaking here because I -;cc 

a crowd of older pcorlc in the rear, not wearing robes. And I know, from h:l\·ing 

euucatcd an army of dc..,cendants. who it is that really desen·e'> a lot of the honors 

that arc being gi' en roda) to the robe-\\earing students in front. The ... acrificc..,, and 

the '' i-.dom. and the n1luc m.tnsfer, that come from one generation to the next '>lwuld 

ah' a~., be appn.:ciatcd. I al-;o take pleasure from the sea of Asian face'> tom~ left. .\ll 

nw life I ha,·c admired Confucius. I like the idea of "filial pier<· of idea.., or' alue'> 

Talk Ten 

Confucius 
(551-479 BC) 
on Filial Piety 

In Confucian thought, filial piety- a 

love and respect for one's parents and 
ancestors-is a virtue to be culti,·ated. 

More broadly, "filial piety" means 

to take care of one's parents; not be 

rebellious; show love, respect and 
>uppon; di>play c.:ourtc>y; en>urc llt.tlc 

heirs; uphold fraternity among brother~; 

wisely advise one's parents; conceal 

their mistakes; display sorrow for 

their sickness and death; and carry out 

sacrifices after their death. 

Confucius bdieved that if people 

could learn to fulfill their filial roles 

properly they would be better able 

to perform their roles in society and 

government. To Confucius, filial piety 

was so essential he felt it tramcended 

the law. In fact, during part~ of the 

H an Dynasty those who neglected 
ancestor worship according to fi lial 

piety precepts were subject to corporal 
punishment. 
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The Morals of 
Confucius, Chinese 
l'bilosopher. 1691. 
First English 
Edition. Reading 
Revolutions Collection. 
University of Maine at 
Farmington. 
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chat are taught and duties that come naturally, that shou ld 

be passed onro the next generation. You people who don't 

think there's anyth ing in this idea, please note how fast 

Asian peop le are rising in American life. I think they ha\·e 

something. 

coN F U C 1 u 

All right, I \ ·e scratched out a few notes, and I'm going 

co try and give an accounr of ccrrain ideas and attitudes 

that have worked well for me. 1 don't claim that they're 

perfect for everybody. BurT think many of them conrain 

un iversa l va lues and that many of them arc "can't fail" 

iueas. 

What arc the core ideas that he lped me? Well, 

luckily I had the idea at a very early age that the safest 

way co try co get what you want is to try to deserve what 

you want. It's such a simple idea. lt's the golden rule. You want to deliver to 

the 'vvorld what you would buy if you were on the other end. There is no ethos in my 

opinion that is better for any lawyer or any other person ro have. By and large, the 

people who've had this ethos win in life, and they don't win just money and honors. 

They win the respect, the deserYed trust of the people they deal with. And there is 

huge pleasure in life to be obtai ned from getting deserved tniSt. 

You want to deliver to the world what you 

would buy if you were on the other end. 

~ow, occasional ly, you will find a perfect rogue of a person who dies rich and 

wiucly known. Bur mostly these people arc fully understood as despicable by the 

surrounding civi lization. If the Cathedral is ful l of people at the funera l ceremony, 

most of them are there to ce lebrate the fact that the person is dead. That reminds 

me of rhc story of rhc time when one of these peop le died, and the .\linister said, 

" [ t's now time to say something nice about the deceased." And nobody came 

forward, and nobody came forward, and nobody came forward. And finally one man 



came up and said, "\\'ell, his brother was worse.'· (Audience laughs.) That is not 

where you want to go. A life ending in such a funeral is not the ljfe you want to have. 

The second id ea that I developed verv earl y is 

th<lt the re's no IO\·e that's so right as admiration-based 

10\·c, and such love should include the instructive 

dead. Somehow I picked up that idea, and I \·e lived 

with it all my life. It 's been very useful to me. A 

love like that described by Somerset Iaugham in his 

book, OJ Human Bol!daKl', is a sick kind of Jo,·c. It's 

a disease, and if you find yourself with a disease like 

that, you shou ld e li m inate it. 

Another idea, and this may remind you of 

Confucius, too, is that the <ICquis it ion of ,,·isdom 

is a moral duty. It's nor someth ing you do just 

to adnmce in life. And there's a corollary to that 

idea that is ,·ery important. lt requires that you're 

hooked on lifetime learn ing. Without lifetime 

learning, you people are not going to do very \\'ell. 

You are not going to get , ·ery far in life based on 

what you already know. You're going ro ad,·ance in life by what you 

karu afttl you lea\ c htlt. 

... the acquisition of wisdom is a moral duty. 

Consider Berkshire Hathaway, one of the best-regarded corporations in the 

world. It may ha,·e the best long-term, big-assets-involving investment record in 

the history of civilization. The ski ll that got Berkshire through one decade \\'ould 

not ha,·e sufficed to get it through the next decade, with comparable levels of 

achievement. Warren Buffen had ro he a continuous-learn ing machine. The same 

rcquiremenr exisrs in lower walks of li fe. I constantly sec people rise in life \.vho 

are nor the smartest, sometimes not even the most diligent. But they are learning 

A Sick IGnd of Love 

Of Human Boudage, William Somerset 

Mangham's autobiographical 191 5 novel , is 

generally considered his masterpiece. The 

protagonist, Philip, meets Mildred, a London 

waitress, who snubs him. Falling in obsessive 

love with Mildred, Philip knows he is foolish 

and despises himself. He gives Mildred 

all his money; she repays him with disgust 

and humiliation. Maugham describes the 

relationship: 

"Love was like a parasite in his legs nourishing a 

hateful existence on his life's blood; it absorbed 
his existence so intensely that he could take 

pleasure in nothing else." 
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"The future 
belongs to those 

who can rise 
above the confines 

of the earth." 

-Alfred North 
Whitehead 
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machines. They go to bed every 

night a little wiser than they were that 

morning. And boy, does that habit help, 

particu larly when you have a long run 

ahead of you. 

Alfred North Whitehead correctly 

said at one time that the rapid advance 

of ci,·ilizarion came only when man 

"invented the method of invention." 

He was referring to the huge gro\\'th in 

G OP per capita and many other good 

things we now take for granted. Big-rime 

progress starred a few hundred vcars 

ago. Before that progress per century 

was almost nil. .I ust as civilization can 

progress only when it invents the method 

of im·enr ion, you can progress only when 

you learn the method of learning. 

just as civilization can progress only when it 

invents the method of invention, you can progress 

only when you learn the method of learning. 

I was very lucky. T came to law school having learned the method of learning, 

and nothing has served me better in my long life than continuous learning. Consider 

Warren Buffetr aga in. l fyou watched him \\·ith a time c lock, you'd find that about 

half of his waking time is spent read ing. T hen a big chunk of the rest of his time is 

spent talking one-on-one, either on the telephone or personally, with highly gifted 

people whom he trusts and who trust h im. Viewed up close, \\"arren looks quire 

academic as he achicYes worldly success. 



.\cademia ha., many wonderful 

,·alue., in it. I came acros-; an 

example not roo long ago. In 

my cn pa<.: ity as a hosp ital board 

chairma n, I was dealing with n 

medical -,chool academic named 

Joseph ~ 1. \lirra, \1.0. Thio; man, 

mer) car'> of disciplined "ork, 

made him.,clf kno\\ more about 

bone rumor pathology than almO'.t 

nnyone e lsc in the \rorld. li e 

\\'anted to pass this knowledge on 

to help treat bone cancer. llo\\ 

\\'a'> he goin~ to do ir? \\'ell, he 

decided to" rite a te~tbook. and 

• CED.-\RS·SI\\1. 

e'en though l don't think a tc-.;tbook like this sells more than 

a ft:w thou ... and copies, they do end up in cancer treatment 

centers all o,·e r the world. li e wok a sabbatical year and •;ar down at his computer 

with all his <;!ides, carefu lly saved and organized. H e \\orked se,·enreen hou rs a 

d:t~. -;e, en days a week, for a year. Some -;abbatical. . \r the end of the year he had 

c.:rented one of the t\\'0 great bone tumor pathology te-.;tbook., of the world. \\'hen 

~(Jll'~t; <IJOllllU \CllliC'i like :\(irra\, )Oll \\<tnt (0 piCk Up a') n1l1Ch <IS )'Oll Ciln. 

,\ norher idea that was huge!~ ust:ful m rnc was one I obtained when r listened in 

l:t\\' schoo l when some waggish profc'isor said, "A legal mind is a mind that considers 

it feasible and useful, when t\\O things are a ll rwisted up rogcrher and interacting, to 

rry ro think about one thing wirhout considering the other." \\'ell, l cou ld see from 

that indirectly pejorati' e -.enrcnc<.: that an~ such "legal" approach was ridiculous. 

,\nd thi-. pu-.hed me further along in m~ natural drift," hich \\as W\\·ard learning 

all th<.: big ideas in all the big disciplin<.:<;, so l wouldn't be the perfect damn fool 

the profes'lor described. And becaust: the really big idea'> carr~ a hom 95% of the 

freight, it wasn't at all hard for mt: tO pick up about 951/f of wh;H I needed from all 

th<.: di-;eiplincs and to include usc of this kno" ledp;e as a standa rd part of my mental 

I 

Joseph M. Mirra, MD: 
Values Worth Emulating 

Joseph M. Mirra, MD is a bone and soft 

tissue pathologist in the Deparunent 

of Pathology and Laboratory Medicine 

at Cedars-Sinai Medical Center in Los 

Angeles. Dr. Mirra's research interest 

is bone pathology, about which he has 

published more than I 50 papers, 

produced 16 book chapters, and 

edited two books. Board-certified 

in anatomic and clinical pathology, 

Dr. Mirra is a sought-after 

visiting profes~or who also speaks 

nationally and internationally 

on bone pathology. He has been 

active in medical-student reaching 
throughout his career and has 

participated in several ~ymposia on 

bone tumor pathology. 
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Voltaire 
(Fran~o i s-Marie Acouet) 

16?4- 1778 
Frencb Enligbremnent W,·iter 

nnd Pbi/osopher 

Four centuries ago, Voltaire expressed the 

same cautionary advice as Charlie when he 

wrote, "I[ est dnngereux d'nvoir rnison d1111S 

ties cboses ol't des bommes nccredites om torr." 

("It is dangerous to be right in matters where 

established men are wrong.") 

Arouet adopted t11e name "Voltaire" in 17 18 

and used it regularly thereafte r, effectively 

replacing his given name both in his public 

writings and private affairs. H istorians 

explain "Voltaire" as partially an anagram 

of ';.trovet, "the Latinized version of his real 

name. 
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romtnc~. Once you han; the ideas, of cour'>e, you must cominuously practice their 

usc. Like a concert pianist, if you don't pmcticc you can't perform well. So 1 \\'Cnr 

through life eonstanrly pmcticing a multi-disciplinary approach. 

\\'ell, this habit ha'> done a lot for me. lr\ made life more fun. It's made me 

more constructi\e. It's made me more helpful ro othcr'>. It's made me richcr 

than can bc explaincd by any gcncric gifts. f\ ly mcntal routine, properly 

practiced, rcally he lps. l ow. thcrc arc dangers in it, because it works 

so well. If you usc it you will frcqucnrly find "hen you're with ~omc 

expert from another discipline- maybe e\·en an expert \\'hoi., )Our 

employer" ith a , ·ast ability to harm you- that) ou know morc than 

he does about fitting his spccialty co the prob lem at hand. You'll 

sometimcs sec the correct ans\\'cr when he's missed ir. That is a 

\'cry dangcrou'> position ro be in. You can cau'>e enormous offcn'>e h~ 

being righr in a \\'a~ that cau'>C'> somebody else to lo.,c face in his O\\'n 

discip line or hicrarchy. f ne\·er found the perfect \\'<1)' to avoid harm from 

rhis serious problem. 

You can cause enormous offense by being right 

in a way that causes somebody else to lose face 

in his own discipline or hierarchy. 

Even though 1 was a good poker player" hen I was young, I wasn't good enough 

at pretending when l thought I kne"· more than my supervisors did. And l didn't try 

as hard at pretending as \\Ould ha,·e been prudcnr. So I ga'e a lot of offense. '\o\\. 

I'm generall) tolerated a'> a harmless eccentric" ho "·ill ~oon be gone. But, coming 

up, l had a difficult period w go through. ly advice to you is to be better than I was 

ar keeping insights hidden. One of my coll eagues, who graduated as number one 

in hili cia'>'> in law school and clerked ar the tT.S. Supreme Court, tended as a ~oung 

Ia" yer to o;how that hc knc \\' a lot. One day the senior partncr he was \\'Orking undcr 



called him in and '>aid. 

"Listen, Chuck, I w~1nt to 

<.:'\plain something to you. 

Your dutY is to behmc in 

such a way that the dienr 

thinb he's the '>mane~t 

person in the room. lf 

)OU ha\'e any encrg) or 

in ... ight a\·ailable after 

that, ust: it to make your 

'ienior parrnt:r look likc 

the -second smartest 

pcr-;on in the room . . \nd only after you\ e satisfied tho-;e two obligations, do you 

\\ant your light to '>hinc at all." \\ ell. that was a good sy~rcm for ri'>ing in many a 

large law firm. Bur it wasn't \\'hat I did. !usually mo\ ed "irh the drift of 111) nature, 

and if some oth<.:r people didn't like it, well, I didn't need w be adored by e\'erybody. 

. . . that was a good system for rising in many a 

large law firm. But it wasn't what I did. I 

usually moved with the drift of my nature, and 

if some other people didn't like it, well I didn't 

need to be adored by everybody. 

Let me further de,·t:lop the idea that a multi-di~ciplinary attirude i-, requirt:d if 

mmuriry is robe cffccti\ c. Here I'm following a kq idt.:a of the greatt.:'>t Ia\\ yer of 

antiquity, ~!arcus 'lltl lius Cicero I for mort.: ideas from Cicero, please sc.:e .lltf!lf{er's 

Rt:flertions 011 Aging in Chapter One- Ed.] Cicero is famous for saying rhar a man who 

doc-.n 't know what happened before he\ born goeo; through life like a child. Th:u 

i'> a \<.;rY correct idea. Cicero is right ro ridicule somebody so foolish as nor ro kno'' 

Cicero, 
the Greatest Lawyer of Antiquity 

Marcus Tullius Cicero ( I 06 - 43 BC) (i,ed 

through the decline and fall of the Roman 

Republic and was important in many of 

the ~igni6cant political events of his time. 
Besides being an orator, politician, and 

pl•ilv>vpher, Cicero wa> primarily a lawyer 

with a great respect for the lessons of history. 

He said: ''Hisrory is the witness mar restifies 

to the passing of time; it illumines realiry, 

vitalizes memory, provides guidance in daily 

life, and brings us tidings of antiquity . 

"To be ignorant of" hat happened before 

you were born is to be e'er a child. For" hat 
is man's lifetime unless the memory of past 

events is woven with rhose of earlier rimes?" 

Cicero Discoveri11g The 7innb ofArchimedes. 
Martin Knoller. 1775. Private Collection, 
,\lannheim, Germany. 
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Algebra: The Mother of Inversion 

The word "Algebra~ is derived from the 

Arabic word al-jabr, which appears in 

the treatise, The Compmdious Book on 

Calculation by Completion aud Balancing, 

written in 820 by Persian mathematician 
Muhammad ibn Mu· sa· ai-Khwa-rizmi.

T he book provides systematic solu£ions of 

linear and quadratic equations. 
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hisror~. But if~ou generalit.e Cicero, as I think one 

should, there arc a lot of other things that one should 

know in addition ro history. And those other things 

are the big idea-, in all the di-,ciplines. And it doe:-.n 't 

help ~ou much just ro kno" -.omething well enough 

so that on one occasion you can prattle your \\'cl)' to 

an A in an exam. You have to learn many thinp;s in 

such a wa) that they're in a mental latticework in 

your head and ~ou automaticall~ usc them the r<.:'>t of 

your life. If many of you tr~ that, I solemn!~ promise 

that one da) most will correctly come to th ink, 

"Somehow I've become one of the most effective 

people in my whole age cohorr." .\nd, in contrast. 

if no effort is made roward '>Uch mulridi:-.ciplinarir~. 

n1any of the brightest of you who choose thi.., course 

will live in the middle ranks, or in the sha l low~. 

The way complex adaptive 

systems work, and the way 

mental constructs work, 

problems frequently get easier to solve through 

ccinversion. " If you turn problems around into 

reverse, you often think better. 

Another idea that I di\CO\'cred \\'a'> cncap'>uhued by that '>tory Dean \lcCaffcry 

rccounccd earlier about tht: rustic who "wanted ro know where he was go ing to die, 

so he \\otddn't go there." The rust ic " ·ho had that ridiculou'> sounding idea had a 

profound truth in his pos<>t:<>sion. The" a) complex adapti' c 'iystcms work. and the 

way mental constructs work, problems frequent!~ become ca-.icr to soh·c through 



"invers ion." If you turn problems around in ro rc,·ersc, you often th ink better. For 

instance, if you want to help India, the question you sho uld consider asking is not: 

"How can 1 help India?" instead, you shou ld ask: "How can I hurt India?" You find 

what w ill do chc worst damage, and the n rry ro avoid ir. Perhaps the two approaches 

seem logically chc same thing. Buc those who have mastered algebra know that 

inversion w ill often and easi ly soh·e prob lems chat otherwise resist solu tion. :\nd in 

life, j11St as in algebra, inversion wi ll help you so lve problems that you can 't otherwise 

hand le. 

Let me usc a li ttle inversion now. \\'hat will really fail in life? What do we want 

to avoid? Some answers arc easy. For example, sloth and unreliability \\'ill fail. l f 

you're unreliable it doesn't matter wh at your virtues are, you're going ro cra ter 

immediately. So, faithfu lly doing what you 've engaged to d o should be an automatic 

part of your conduct. Ojt"Oitrse you want co a, ·oid 

sloth and unreliability . 

. . . you want to be very careful 

with intense ideology. It presents 

a big danger for the only mind 
' . youre ever gotng to get. 

Another th ing ro a,·oid is extremely intense 

ideology because it cabbages up one's mind. You sec 

a lot of it in the worst of the TV preachers. · fhey 

have different, intense, inconsistent ideas abou t 

technica l theology, and a lot of them ha,·e minds 

reduced to cabbage. (Audience laughs) And that 

can happen with political ideology. And ifyou're 

young, it's particularly easy to drift in to intense and 

foo lis h pol itical ideology and never gee ou r. vVhen 

Minds Reduced 
to Cabbage 

Soviet era 
propaganda poster: 
"Long live young 
pioneers - fo llowers 
of the Lenin-Sralin 
Komsomol!" 
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The Iron Prescription 
a Ia Darwin 

Darwiu formulate..! his theories ou the 
transmutation of species in the late 
1830's, but it was not until 1859 that he 
published his seminal work, On the Origiu 
of Species by Means of Natural Selection. 
Darwin accepted that any scientific theory 
proferring an alternative explanation 
tO human origins would be met with 
wide_~pread prejudice and that therefore 
prudence dictated he become fully versed 
in every possible counterargument before 
publishing his ideas. Accordingly, he spent 
twenty years pain~takingly cultivating his 
theory and preparing for itS defense. 
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you announce that you're a loyal member of some cult-like group 

and you start shouting our the orthodox ideology, what you're doing 

is pounding it in, pounding it in, pounding it in. You're ruining 

your mind, sometimes with startl ing speed. So you want to be very 

careful with intense ideology. l r rresents a big danger for the on ly 

mind you're ever going to have. 

There is a warning example I use whenever I feel threatened by 

drift toward intense political ideology. Some Scandinavian canoeists 

succeeded in getting through all the rapids of Scandinavia, and 

they thought they would continue their success by cackl ing the big 

whirlpoo ls in northwest America. The death rate ,,·as one hundred 

percenr. A hig whirlpool is something you want to avoid. And I 

think the same is true about intense ideology, particularly when your 

companions are all rrue belie,·ers. 

I have what I call an "iron prescription" that helps me keep sane 

when I drift toward preferring one intense ideology over another. I 

feel that I'm nor entitled to have an opin ion unless I can St<lte the 

arguments against my position better than the people who are in 

opposition. 1 think that 1 am qualified to speak only when I 've reached that state. 

This sounds almost as extreme as the "iron prescription" Dean Acheson \<Vas fond of 

attributing to \Villiam th e Silent of Orange, who roughly said, "It's not necessary to 

hope in order co persevere." That probably is roo rough for most peop le, although 1 

hope it won't ever become too tough for me. i\ly way of avoiding over-intensity in 

ideology is eas ier than Acheson's injunction and worth learning. This business of not 

drifting into extreme ideology is very, \'ery important in life. If you want to end up 

wise, heavy ideology is very likely to prevent that outcome. 

I feel that Im not entitled to have an opinion 

unless I can state the arguments against my position 

better than the people who are in opposition. 



Another thing that often causes fo lly and ruin is the "self-serving bias," often 

subconscious, tO which we' re a ll subject. You think chat "the true little me" is 

entitled to do what it wants to do. For insta nce, why shou ldn 't the true little me ge t 

what it wants by overspending its income? Wel l, there once was a man who became 

the most famous composer in the world. But he was utterly miserable most of the 

time. And one of the reasons was that he always overspent his income. That was 

i\Iozart. If ~lozart couldn't get by w ith this kind of asinine conduct, I don't think 

yo u should try it. (Audience la ug hs.) 

If Mozart couldn't get by with this kind of 

asinine conduct, I don't think you should try. 

Generally speaking, emy, resen tment, revenge and se lf-piC')' arc disastrous modes 

of thought. Self-pity can get pretty close ro parano ia. And paranoia is one of the 

very hardest things ro reverse. You do not want to drift in co se lf-pity. l had a friend 

who carried a thick stack of linen-based cards. t\nd when somebody would make a 

comment that reAecrcd se lf-pity, he would slowly 

and porrcnrously pull out his huge stack of cards, 

take th e top one a nd hand it to the person. The card 

sa id, "Your story has ro11ehed m y hean. ·ever have 

l heard of anyone with as many n1isforwnes as you." 

\\'ell, you can say that's waggery, but I suggest it 

can he mental hygiene. EverY rime vou finu you're 

drifting into self-pity, whatever the cause, even if 

your chi ld is dying of cancer, self-pity is not going 

whelp. J usr g ive yourself one of my friend's cards. 

Self-pity is always counterproducri,·e. It's the wrong 

way ro think. And when you avoid it, you get a great 

advantage over e,·erybocly e lse, o r almosc everybody 

e lse. because self-piry is a s tandard response. And 

you can train yo urself ou t of it. 

Mozart-Spendthrift? 

The notion of Mozart as 

impoverished composer comes 

primarily from a series of 

letters he wrote from 1788 to 

1791 to his Masonic brother, 

Michael Puchberg, asking for 

loans. Other evidence suggest-~ 

Mozart's income, though subject 
to considerable fluctuation , was 

unusually high for a musician, 

placing him during some years 

in the rop 10 percent of all 
Vienna inhabitants. Economists 

William and Hilda Baumol, on 

the other hand, calculate that 

Mozart's income in the last 

decade of his life was middle 

class at 3,000-4,000 florins a 

year (about $30,000-$40,000 in 

1990). 

What happened to Mozart's 
money? Mo1:art's sickly wife, 

Constanze, required regular 

cures at spring bad1s used only 
by the wealthy. During lean 

times, the Mozarts continued to 

live in their accustomed style, 

giving themselves cash Aow 

problems. The situation was 

exacerbated by their failure to 

save any money during Ausb 

periods and by a judgment 

against Mozart in 1791 resulring 

from a suit brought by Prince 

Karl Lichnowsky. Some scholars 

also eire evidence that Mozart 
gambled at billiards and cards. 
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Benjamin Franklin. 

David Martin. Circa I 772. 

Pennsylvania Academy of the 

Fine Arts, Philadelphia. 

" If you would persuade, appeal 

to interest, not to reason." 
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Of course you also want to get self-serv ing bias out of your mental routines. 

Thinking that what's good for you is good for the wider civi lization, and rationalizing 

foo lish or evil conduct, based on your subconscious tendency to serve yourself, is a 

terrible way to think. And you want to drive that out of yourself because you want to 

be wise not foo lish, ami good not evil. You also have to allow, in your own cognition 

and conduct, for the self-serving bias of everybody else, because most people arc not 

going to be very successful at removing such bias, the human condition being what it 

is. lf you don't allow for self-serving bias in the conduct of others, you arc, again, a foo l. 

If you don't allow for self-serving bias in the 

conduct of others, you are, again, a fool 

I watcheJ the brilliant and worthy Jiarvarcl Law Review

trained genera l counsel of Salomon Brothers lose his career 

there. \\'hen the able CEO was rold that an underl ing had 

done someth ing wrong, the general counsel said, "Gee, we 

don't have any legal duty co report this, but I think it's what 

we should do. l t's our moral dmy." The general counsel 

was technically and morally correct. But his approach didn't 

pers uade. He recommended a very unpleasant thing for the 

busy CEO w do and the CEO, quite understandably, put the 

issue off, and put it off, and not with any intent to do wrong. 

In due course, when powerful regttlators resented not having 

been promptly info rmed, down went the CEO and the general 

counse l with him. 

The correct persuasive technique in situations like that was given by Ben 

Franklin. li e said, " If you would persuade, appeal to interest, not ro reason ." The 

self-serving bias of man is extreme and shou ld have been used in attaining the 

correct outcome. So the general counsel should have said, "Look, this is likely to 

erupt into something that wi ll destroy you, cake away your money, take away your 

status, gross ly impair you r reputat ion. My recommendation will prevent a likely 



disaster from which yo u can't recover." T hat approach would have worked. You 

shou ld often appeal ro interest, not ro reason, even when your moti\·es are lofty. 

Another thing to avoid is being subjected to per\'crsc incentives. You don't want 

to be in a perverse incentive system that's re\\'arding you if you behave more and 

more foolish ly, or worse and worse. PerYerse incentives are so powerful as controllers 

of human cogn ition and human beha\·ior that one shou ld avoid their influence. 

i\nd one of the th ings you're going to find in at least a few modern law firms is high 

bil lable-hour quotas. I cou ld not ha\'e li,·ed under billable-hour quotas of2400 hours 

a yea r. That wou lu ha\'e caused too many problems for me. l wouldn't ha\'e done it. 

I don't have a so lut ion for the situation some of you wi II face. You ' II h<we to figure 

out for yourse l\'es how to handle such significant problems. 

You particularly want to avoid working 

directly under somebody you don't admire 

and don't want to be like. 

PerYerse associations are a I so to 

be avoiucu. You panieularly want 

ro avoid work ing directly under 

somebody yo u don't adn1i re and don't 

want to be like. It's dangerous. \Ye're 

all subject to contro l to some extent by 

authority f1gures, particularlv <lllthority 

figures who are re\\'a rding us. Dea ling 

properly with this danger rcq u ires 

both some talent and will. I coped 

in my time by identifying people I 

admired and by maneu vering, mostly 

\\'itho ur criticizing anybody, so that r 
was usually working under the right 

Declining a Perverse Association 

George Bailey Uimmy Stewart) in Frank 
Capra's 1946 classic .It's a Wonderful Life 
informs heartless banker Henry F. Potter 
(Lionel Barrymore) that despite the free 
cigar, he won't be accepting the offer of 
a job: " I don't need rwenry-four hours. 
I don't have to talk to anybody. [ know 
right now, and the answer is no! No! 
Doggone it!" 
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Be Quick-
But Don' rry! 
1'1\lll\ t, 'I UF.'' 
I \ 111 t: 
n ICII I\ t;' (H 
I UFETI IIE 

Nonegalitarianism 
a Ia John Wooden 

Andy Hill was a stand out guard at 
University High School in Los Angeles 
in 1968. He averaged 27 points per game 
as a senior and was widely recruited by 
some of the besl basketball programs in 
the country. He chose UCLA and had a 
phenomenal year playing on the fresh marl 
squad. His 19 points and 8 assists per 
game earned him that team's MVP award, 
which he shared with H enry Bibby. 

Andy's Cinderella srory at UCLA, 
however, ended shortly thereafter. The 
varsity squad had jusl won irs sixth 
national championship in seven years, 
and Hill soon discovered the caliber of 
play on Coach Wooden's first-teanl was 
beyond his reach. Togetl1er with the od1er 
reserves who spent their varsity careers 
on the bench, Hill became well versed in 
tl1e nonegalimrian nature of the sport as 

practiced by Wooden. In his enjoyable 
book, Be Quick- But Don't Hurry!, Hill 
recounts both the pain of iliis period of 
his life, his eventual reconciliation with 
Wooden, ar1d d1e valuable life-lessons he 
gained from the experience. 

434 Poor Charlie's Almanack 

sort of people. !\ lor of Ia\',' firms will permit char if you're shrewd enough ro ''ork it 

our with some tact. Generally, your outcome in life will be more satisfactory if you 

work under people you correctly admire. 

l:<:ngaging in routines that allow you to maintain objectivity arc, of course, 

very helpful to cognition. We all ren1ember that Darwin paid special attention ro 

disconfirming evidence, particularly when it disconfirmcd something he believed 

and loved. Routines like that arc required if a life is to maximize correct thinking. 

And one also neeus check li st routines. They prevent a lot of errors, and nor just for 

pilots. You should nor only possess wide-ranging elementary wisdom bur a lso ,t?;O 

through mcneal checklist routines in using it. There is no other procedure that will 

work as well. 

I think the game of competitive life often requires 

maximizing the experience of people who have 

the most aptitude and the most determination 

as learning machines. 

Another idea that T found important 

is that maximizing non -cgality will often 

work wonders. What do r mean? Well, John 

Wooden of UCLA presented an instructive 

example when he was the number one 

basketball coach in the world. lie said to the 

bottomS players, "You don't get to play - you 

arc practice partners.'' The top seven did 

almost all the playing. \\'ell, the top seven 

learned more- remember the importance of 

the karnin,t?; machine-because they were 

doing all rhc playing. And when he adopted 
John Wooden 



that non-egalitarian system, \\'ooden \\'On more games than he had won before. I 

think the game of competitive life often requires maximizing the experience of 

the people who have the most aptitude and the most determination as learn ing 

machines. And if you want the \·ery h ighest reaches of human achievement, that's 

where you have to go. You do not want to choose a brain surgeon for your child 

by drawing straws to select one of fifty app licants, all of whom take turns doing 

procedures. You don't want your airplanes designed in too ega litarian a fashion. 'tou 

don't want your Berkshire H athaways run that wav either. You want to provide a lot 

of p laying time for your best players. 

You don)t want your airplanes designed in too 

egalitarian a fashion. You don)t want your 

Berkshire Hathaways run that way either. 

You want to provide a lot of playing time for 
your best players. 

I frequently tell the apocryphal story about how 

lax Planck, after he won the obc l Prize, went a round 

Germany g iving a same standard lecture on the new 

quantum mechanics. 0\·er time, h is chauffeur memorized 

the lecture and said, "\You ld you mind, Professor Planck, 

because it's so boring to stay in our routine, if I ga\·e 

the lecrurc in ~l un ich and you just sat in front wearing 

my chauffeur's hat ?" Planck said, "\\'hy not?" And the 

chauffeur got up and gave th is long lecture on quantum 

mechanics. After which a physics professor stood up and 

asked a perfectly ghastly question. The speaker said, 

"Well, T'm surprised that in an advanced city like .\ lunich 

I get such an elementary question. I 'm going to ask my 

chauffeur to reply." (Aud ience laughs.) 

Max Karl Ernst 
Ludwig Planck 

( 1858-1947) 

Planck was one of the 
most important German 
physicists ofthe late 19th 
and early 20th centuries. 
Considered tO be the 
inventor of quantum theory, 
he was voted the Nobel 
Prize f(H physics in 1918. 
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"Chauffeur Knowledge" 

The know-nothing television news 

anchorman, played here by Will Ferrell 

in the 2004 DreamWork~' production 

Anchorman: The Legend of Ron 

Burgundy, is a modern-day equivalem 

of Max Planck's chauffeur: Big hair, 

fine-timbre voice, and limited ability to 
do more than "prattle the talk." 
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Well, the reason I tell that swry is not w celebrate the 

quick witted ness of the protagon ist. 1n this world 1 think we 

have two kinds of knowleuge: One is Planck knowledge, that 

of the people who really know. They've paid the dues, rhey 

have the aptituue. Then we've got chauffeur knowledge. 

They have learned tO prattle the talk. They may have a big 

head of hair. They often have fine timbre in their vo ices. 

They m~1ke a b ig impression. Bu t in the end what they've 

got is chauffeur knowledge masquerading as rea l knowledge. 

I think 1've just described practica ll y every po litician in the 

United States. (Aud ience claps.) You're going tO have the 

problem in your life of getting as much responsibility as you 

can inro the peop le w ith the Planck knowledge and away from 

the people who have the chauffeur knowledge. And there are 

huge forces working against you. 

They make a big impression. But in the end 

what they've got is chauffeur knowledge 

masquerading as real knowledge. 

My generation has failed you to some extent. !\lore and more, we're de livering 

to you in California a legislature in which mosdy the cerrified nuts from the left, and 

the certified nuts from the right, are the ones allowed ro serve. And none of them 

are removable. That's what my generation has done for you. But, you wouldn't like 

it tO be too easy, would you? 

Another thing that I have found is that in tense interest in any subject is 

indispensable if you're really going to excel in it. 1 could force myself to be fairly 

good in a lot of things, butT cou ldn't excel in anything in which I didn't have an 

intense interest. So to some extent you're go ing to have to do as I did. If at all 

feasible, you want to maneuver yourself into doing someth ing in which you have an 

Intense Interest. 



Another thing ) OU han: to do is han: a lot of assiduity. I like thar \\ord because 

rome it means: "Sit down on your ass until you do it." I've had marvelous partners, 

ful l of ass iduity, all my life. I think I got them partly because 1 tried to d<.:scn·e them 

and partly becau-;e I was shre'' d enough ro select them, anu partly there was -,ome 

luck. Two partner~ that I chose for one phase in Ill) life made the foliO\\ ing ~implc 

agreement when thC) created a little design I builu construction team in the middle 

of the great depression: "Two-man partnership," they said, "and divide everyth ing 

cqually. And, whcnc,·er we're behind in our commitmcms to other people, we will 

both \\Ork fourrccn hours ada~. SC\Cn day'> a ''eck. unril we're caught up." \\"ell. 

necdless to say, that firm didn't fail. .\nd my pJrtncr'> \\Cre widely admired. Simple, 

old-fash ioned iucas li"c theirs arc almost sure w provide a good outcome. 

Another thing ro cope with is that life is very likely w prodde terrible blo\\·s. 

unfair blo"·s. Some people reco' cr. and others don ·r. ,\nd there I think the attitutle 

of Epictews help'> guitle one to the right reaction. li e thought that C\ cr) mischance 

in life..:, howe,·cr bad. created an opporwnity to beha\'e well. I lc belie' ed e\·ery 

mi~chance prm·itlecl an opporwnity to learn something usefuL And one\ dutv 

was not to become immersed in self-pit~. burro utilize each terrible blo\\ in a 

comtructi,·e fashion. I I is idea!:> "ere 'cry sound, influencing the best of the Roman 

empcrors, 1\ larcus 

Aurelius, and many 

othcrs over many 

centuries. r\nd you 

ma~ remember the 

epitaph that Epicwrus 

made for himself: 

" I !ere lies Epietenb, 

a -,Jan;, maimcd in 

hod). thc ultimate in 

po\'erty, and favored 

by thc Gods." \\'ell, 

rh ar\ the way Epicn.:ru~ 

Epi8et i E11ClJiridion. \ 

THI: 

MORA LS 
0 t 

EPICTETUS 
M~Je E N G /.l!i H, 

IN A 

Poetical ParaphraCe. 

BY 

ELLIS \VALKU, M.A. 

t.ONIJON, 
W. 1 , ·PJ"" l101t ._ J.tUt t1 1\c 

"'";.~!. "J,,,.,: t TJ ' ., .. , ... \M /JIIfl 
t.lt4 c,,. ... ,.j,Jif'll . .,, .. 

Epictetus: 
IIis Morals 

Control thy passions lest they take 

\engance on thee. 

Do not seek to bring things to pass in 
accordance with your wishes, but wish 

for them as they are, and you wiU find 

them. 

First learn the meaning of what you 

say, and then speak. 

lie is a wise man who does not grieve 

for the things which he has not, but 
rejoices for those which he has. 

If you want to impro\'e, be content to 

be thought foolish and stupid. 

It is impossible 1'0 begin to learn that 

which one thinks one already knows. 

It'~ not what happens tO you, but how 

you react to it that matters. 

Make the best usc of what is in your 

power, and rake the rest as it happens. 

No man is free who IS not master of 

himself. 

Only the educated are free. 

People arc not disturbed by things, 

but by the view they take of them. 

The key is to keep company only 

with people who uplift you, wbose 

presence calls forth your best. 

Wealth consists not in having great 

possessions, but in having few wants. 
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Ju dge C harles M unger 
1861- 1941 

Thomas Charb Munger was born 

in Fletcher, Ohio on the eve of the 

Civil War. I lis parents, itinerant 

farmers and school reachers, were 

so impoverished that as a child 

Judge Munger recalled trips to the 

butcher shop--widl 5 centS in his 

pocket-to buy the lowest forms 

of animal parts the butcher had 

to offer. Despite this unfortunate 

beginning, Judge Munger managed 
to acquire an outManding education 

owing boili to his parents' efforts 

and his own autodidactism. He was 

appointed United States District 

Judge by Pre!>ident Theodore 

Roosevelt in 1907 and became well 

known for both his industrious 

approach to legal research and 

me clear and concise form of his 

judicial opinions. 

431-! Poor Charlie's Almunaek 

ts nO\\ remembered: '"Fan>rcd by the God~." l ie was fa\(>red because he became 

\\'ise, became manly, and instructed others, both in his own time and over follo\\'ing 

centuries. 

1\e another idea ro emphasit.e in a briefaccounr. ~ l y grandfather ~ l unJ,?;e ' \\<l'> 

the onl) federal judge in his cit~ for nearl~ forty years. And I admired him. I'm 

his namesake. And I'm C:onfttcian enough that even now as I speak I'm th inking, 

"\\'ell, Judge ~ I unger ''ou ld be pleased w have me here." i\11 these years after 

my grandfather is dead, I concci' e my-,clf a'i due~ bound to carr~ the torch for 

my g randfather's ,·alue .... One -.uch , ·a lue \\<IS prudence as the <>en·ant of dut~. 

Grandfather :\ Iunger \\<1'> a federal judge at a rime when there \\'ere no pension'> for 

widows of federal judges. So if he didn't save from his income, my grandmother 

would become a dcsmurc '' ido\\'. And, besides, ncr worth \\'Ould enable him ro 

se rve other<; better. Being the kind of man he \\'as, he undcr~pcnr his income J ll his 

life and kft his widO\\ in t:omforrablc circumstances. 

Bur that was not all that his prudence enabled. Along the way, in the '30\ tny 

uncle's tiny bank l~1iled and couldn ·r reopen \\'ithour help. l\ ly grandfather sa,ed 

the b ank b) exchanging O\ era third of hi~ good assets for horrible bank as-.et'>. I \ ·e 

ah\a~.., remembered the e\ent. It reminds me of Houseman's little poem that ''ent 

someth ing like this: 

"The thoughts of others 

Were light and fleeting, 

Of lovers' meeting 

Or luck or fame. 

Mine were of trouble, 

And mine were steady, 

And I was ready 

\Vhen trouble came." 



You ma~ \\CII'>a}. "'\\'ho want'l w go through life anticipating troubl<.:r \YelL l 

did, trained as I was. 1\ e gone through a long life antic ipating troub le. t\nd here 

I am no\\', well along in my 8-I-th year. Like Epictctlls 1\ e had a favored life. It 

didn't make me unhappy to anticipate trouble all the rime and be read~ w perform 

adequately if trouble came. It didn't hurt me ar all. In facr it helped me. So. I 

quitcla im to you llouseman and Judge l\ lunger. 

In your own life, what you want to maximize 

is a seamless web of deserved trust. 

The last idea that I \\'ant w gi \ e w you, as you go out into a profes-; ion that 

frequently put'> a lot of' procedure and -;orne murT1bo jumbo into what ir doc-.. i-; that 

c.:omplc:-.. bureaucratic: procedure doco; nor represent the highe-.t form ci\ ili/ation can 

reach. One higher form is a seamle-,-., non-bureauc.:raric "eb 

of deserved tru'it. Nor much fancy pr()(;edure, just torall~ 

rdiablc peopk correctly trusting one another. That\ 

thc ''a~ an opcrarin/; room works ar thc \ l a~o Clinic:. If 

Ll\\ ~cr-. ,,·auld there inuoducc a lor of Ja,, ~ er-likc proce-.-.. 

more patienrs \\'Ould die. So nc\ er forget, ,,·hcn ~ ou 'rc 

a ht\\ yer, rhat while you ma y have ro s<.:l l proccdmc, )Ol l 

don't ah,·ays ha' c w bu~. In your 0\\ n life what you \\ant 

ro ma .... imize i'> a -.eamle-.-. \\eh of dc'>en ed trust. \ nd 

if) our proposed marriage conrracr ha-. 4 7 pages, my 

suggest ion is t hat ) ou nor cntcr. (,\udience laughs.) 

\\'ell, that\ cnough for one graduation. l hope rhese 

ruminations of an old man are useful ro ~ ou. In the end, 

I'm speaking roward the only outcome feasible for old 

\'aliant-for-Truth in Pif.e,rim:f P1vgn'.is: " \ 1 ~ sword I 

lca\c to him who can \\'icld it." (,\11dience app laud~.) 

"My Sword I Leave to Him 
Who Can Wield It." 

The Pilgrim's PrOJr't'SS fi'Qiu This World 10 

That Wbicb Is to Comd 1678), by John 

Bunyan, is an allegory regarded as one 

of the most significant works of English 

literature. Told by a dreamer, Pilgrim's 

Progress follows the travels of a man, 

Chrisrian, through a series of allegorical 

places: the Slough of Despond, the House 

Beautiful, rhe Valley of Humiliation, the 

Valley of the Shadow of Death, Vaniry 

Fair, Doubting Castle and so on to the 

Celesrial Ciry rhat he seeks. Valiant-for 

Truth is a strong, sword-wielding pilgrim 

who drives off three attackers single

handedJy and joins Christian's group at 

the end of its journey. 
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n the run-up to publishing th is book, Cha rli e 

remarked that one of the most imporram 

talk'> in our list, ''The P'>ychology of H uman 

~lisjudgmcnr," cou ld usc "a linle re,·ising" 

to bring it in line with his most current views o n 

the subject. Little did we know, Charlie's "l ircle" 

re,·ision would amoum to a full-o;calc rewrite, 

\\·ith load'> of new material, and a "stop-the-pre-.s" 

compktion schedule. The ta lk features Charlie's 

origina l concept of "behavioral finance," which has 

no\\' burgeoned into its own academic field of '>rudy. 

As attendee D onald H all recalls, '·Charl ie was 

espousing his well-reasoned ,-iews on beh;l\·ioral 

finance before the term was eve n coined." 

Charlie a)<,o addresses the importance of 

recognit.ing patterns to determine how humans 

beha,-c, both rationall y and irrationally. H e shares 

with us his checklist of twenty-five s tandard 

ca uses of human misjudgment, which contains 

obsen·ations that are ingenious, counrerinruiti,·e, 

and imporrant-\·alues Charlie treasures in the 

\\'Ork of other great thinkers throughout his tory. 

r [c also em phasizes the " lollapalooza" power of 

psychological misjudgment'\ in combination. 

Here then, \\'rinen excl usi\'ely for Poor Chmfir 's 

Almrmad·, is Charlie's magnum opus on why we 

behave the way we do. \\'e wish you success in the 

a ppli cation of these idea~ in your own personal and 

busines<, cndea' ors. 



Talk Eleven 

The Psychology of 
Hun1an Misjudgn1ent 
Selections from three of Charlie's talks, combined 

into one talk never made, after revisions by Charlie 

in 2005 that included considerable new material. 

T
he three talks were: 

( 1) The Bray Lecrurc at the Cal tech 

Faculty Club, February 2, 1992; 

(2) 'lalk under the Sponsorship of the Cambridge 

Center for BehaYioral Studies at the I larvard 

Faculty Club, October 6, 1994; and 

(3) Talk under the Sponsorship of the Cambridge 

Center for Behavioral Studies at the Boston Harbor 

Hote l, Apri l 24, 1995. 

The extensi,·e re,·ision by Charlie in 2005, 

made from memory unassisted by any research, 

occurred because Charlie thought he could do 

bette r at age eighty-one than he did more than ten 

years earl ier when he ( 1) knew less and was more 

harried by a crowded life and (2) was speaking from 

rough notes instead of revising transcripts. 
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PREFACE 
\\'hen I read transcripts of my ps~cholog) talk'> 

gin:n about fifteen years ago, I realized that I could 

no" create a more logical but much lon;!;er "talk," 

including most of what 1 had earlier -.aid. 

Hut I immediately saw four big disadvantage!:>. 

First, the longer '"talk," because it \\'as written 

011t with more logical completeness, \\'Ould be 

more bori ng and confus ing to many peop le than 

any ea rl ier calk. T his would haprcn because I 

wou ld usc idiosyncratic clt:finitions of psycho

logical tendencies in a manner reminiscent of both 

psycholo;!;y textbooks and Euclid. t\nd "ho read~ 

te'\tbooks for fun or re,·isirs Euclid? 

Second. because my formal psychological 

kncl\\ ledge came only from skimmin;!; three 

p'>ychology textbooks about fifteen year., ago. 

I know ,·ircually nothing abour any academic 

p'>ychology later dc,·cloped . Yet, in a longer talk 

containing gues<>es, I would be criticizing much 

academic psychology. T his sort of intrusion into a 

professional territory by an amateur wou ld be sure 

to be resented by professors who wo uld rejo ice 

in find ing my errors and might be prompted w 

respond to my published criticism by provid in;!; 

theirs. Why should I care about ne'' critici-;m? 

\\'ell, who likes new hostility from articulate critic-. 

'' ith an information ad,·anrage? 

T hird, a longer ,·ersion of my idea!:>'' ould 

'>Urcly draw some disapprO\·al from people former!) 

disposcd to like me. ~ot only ,,·ould thcrc bc 

St) li-.tic and subsmntive objections, but abo there 

would be perceptions of arrogance in an old man 

"ho displayed much disregard for com cntional 

"i'>dom '' hile ··popping-off' on a '>ubjcct in which 

he had ne,·er taken a course. \ I~ old l lanard l.a" 

cla-;smate, Ed Rothschild, alway'> called \Uch a 

popping-ofT ·'chc shoe button comrlcx," named 

for rhe condition of a family friend \\'ho spoke 

in oracu lar style on all subjects after becoming 

dominant in the shoe button business. 

FomLlt, I might 111ak ~,; a fool of my~c l f. 

Dc~pitc these four \'cry considerab le obj-.;ctions, 

I decid-.;d to publish the much-expandcd 'cr-. ion. 

Thus, afrcr many decades in '' hich I ha' c '>Uccceded 

mo'>rly by restricting action to jobs and mcthod~ in 

'' hich I \\'aS unlikely to faiL I ha,·e nO\\ cho'>cn a 

cour'>C of action in which (1) 1 han: no -.ignificant 

personal benefit to gain, (2) I ''ill -,urel~ gi' e '>Omc 

pain to family members and friends, and (3) I m:1~ 

make myself ridiculous. \ \'hy am 1 doing this? 

One reason may be that 111) nature make~ me 

incli ne toward d iagnosing and talking about crrors 

in conventional wisdom. And ucspitc yca r~ of being 

smoothed out by the hard knocks that wcrc inc,·i

tablc for one with my attitude. I don't bclicvc life 

ever knocked all the boy's brashncs~ out of the man. 

,\ second reason for my decision i'> m~ apprm al 

of the arrimde of Diogenes when hc a'>kcd: "Of 

"hat usc is a philosopher ,,-ho nc\ cr offcnd'> 

anybod) ?" 



\1~ third and final rca'ion i-, the 'itrongcsr. 

h<n e fallen in 10\·e "ith my wa) of laying our 

p-;~chology because it has been so useful for me. 

And so. lx;forc I die. I want w imitate ro some 

e-xtent the bequest practices of rh ree characte rs: 

th<.: protagonist in j ohn Bunyan's Pi~!!,rim j· Prof!.ress, 

Benjamin Franklin, and m~ fir'>t employer, Ernest 

Buffcrr. Bun)an's c~aracrcr, the knight wonderfully 

named "Old \'aliant for Truth," make-; the only 

practical b<.:qu<.:st <l\·Jilable to him'' hen he says at 

the <.:nd ol' his life: "\ ly sword I l<.:av<.: to h im ''ho 

can \\'Car it." And like this man, I don't mind if l 

han; misappraised my sword, pro\ idcd I ha,·c tried 

ro '>ee it correcrly. or that many \\'ill not wish to u~ 

it, or that '>Ome \\·ho uy tO wield it may find it sen cs 

them not. Ben F ranklin, to my great benefit, left 

behind his autob iography, his tllllwllad's, and much 

cis<.:. And Ernest Buffett did the best he cou ld in 

the same mode when he left behind " llow to Run 

a Grocer) Store and a Few T hings l Have Learned 

about Fishing." \Yhcthcr or not this last contribu

tion w the genre was the best, I will not say. But I 

"ill r<.:porr that I hm·c now known four generations 

of Ernest Buffett's descendants and that the results 

h<l\'<.: encouraged m y imitation of the founder. 

The Psychology of Human Misjudgment 

I have long been \'cry interested in standard 

thinking errors. 

ll cl\\ C\ cr. I was educated in an era'' herein the 

contributions of non-patient-creating psycholo~y 

to an untkrsranding of misjudgment met litrlc 

approva l from members of the mainsu<.:arn elite. 

Instead, intcrcst in psychology \\"<l'i pretty well 

confined to a group of professors '' ho talked and 

published mostl~ for themsch c~. "ith much natural 

detriment from i'iolation and groupthink. 

And so, right after my time <ll Caltech and 

H arvard I ,aw School, I possessed a ntst ignorance 

of psychology. Tho-;c institutions failed to require 

knowlcdge of the subject. ,\nd, of course, they 

couldn't integrate psycho log~ "ith their other 

-;ubjcct maner "hen rhcy didn 'r kno" psychology. 

Al ... o, I i kc the :\iecz-.che charact<.:r \\"ho was proud 

of hi-. lamc leg, the institutions were proud of their 

"illful a\·o idancc of "fuzzy" psychology and "fuzzy" 

psychology professors. 

I 'ihar<.:d this ignorant mindset for a consider

able time . . \nd so did a lor of other people. \\'hat 

arc'' e to think. for in'itance, of the Cal tech course 

cata logue that for years listed ju~t one psychology 

pro l'essor, self-described as a "Professor of Psycho

ana lytical Studies,'' who taught both "Abnormal 

Psy<.:hology" anu "Psycho~tnalysis in Literature"? 
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Soon after leaYing Han·ard, I began a long 

'itrugglc w get rid of the most dysfunctional part of 

rny psychological ignorance. Today, f will describe 

n1y long <;truggle for elementar~ wisdom and a brief 

\ummary of my ending notions . . \ fter that, I "ill 

gi,·e examples, many quite ,-i,·id and interesting 

w me, of both psychology at work and antidotes ro 

p-;ychology-based dysfunction. Then, I will end by 

asking and answeri ng some general question<; raised 

by what I ha\'e sa id. This wil l be a long talk. 

When 1 starred law practice, I had res pect for 

the power of genetic evolution and appreciation 

of man\ many evolution-based resemblance'> to 

less <.:ogniti,·e ly-gifred animals and inse<.:rs. I wa" 

aware that man was a ··so<.:ial animal," greatly and 

auromarically influenced by beha,·ior he ob-.en·ed 

in men around him. I also knew that man li' ed. 

like barnyard animals and monkeys, in limited

si;.e dominance hie rarch ies, "·herein he tended to 

respect authority and to like and cooperate "irh hi'> 

O\\'n hierarchy members while displaying com.idcr

able di strust and dislike for competing men nor in 

his ow n hi e rarchy. 

13 ur this gene rali zed, e\·olution-based th eory 

structure was inadequate to enable me to cope 

properly with the cogn ition I encountered. I 

\\'as soon surrounded by much extreme irratio

nalit), di'>played in patterns and subpanerm. So 

'>ttrroundcd, 1 could sec that I was not going to <.:ope 

ac; we ll as I wi<>hed with life unless I cou ld acquire 

a bener rhcory-srrucrure on which to hang m) 

obserntrions and experien<.:cs. By then, my era' ing 

for more theory had a long history. Part ly, l had 

alway<; lm·ed theory as an aid in puz;;lc soh ine; and 

a'> a means of satisfying Ill) monkey-like curio'>it). 

And, partly. I had found that theory-'>tru<.:rure wa<, 

a superpower in helping one get what one wanted, 

as I had ea rly discovered in school " ·herein I had 

excelled withom labor, gu ided by theory, while 

ITHtny others, without mastery of theory, failed 

despite monstrous effort. Better theory, I thought, 

had always worked for me and, if now avai lable, 

could make me acquire cap ital and independence 

faster and better assist CYerything I loved. And so 

I slowly developed my own system of ps) chology, 

more or less in the sel f-he lp sr~ le of Ben Franklin 

and with the determination displayed in the refrain 

of the nursery story: "·Then I'll do it m~ '>elf,· -.aid 

the little red hen." 

I was greatly helped in my quest h~ t\\ o turn'> 

of mind. First, I had long looked for insight b) 

im·e r<;ion in the intense manner counseled b) the 

great algebraist, Jacob i: " Invert, always il1\ err." 

I sought good judgment mostl y by coll ecting 

insra nces of bad judgment, then pondering wayo.; to 

avoid su<.: h outcomes. Second, 1 became so av id a 

collector of instances of bad judgment that I paid 

no attention to boundaries between professional 

territories. After all , why should I -.earch for some 

tin). unimportant, hard-to-find ne\\ '>tupidir~ in 

my own field when some large, important, ca'~ -to

find stupidity was just m·er the fence in the orhcr 

fcllo" '<;professional territory? Besides, I <.:ould 



a I read~ sec that real -world probl<.:m!> didn't nearly 

lie within territorial boundarie<;. The~ jumped 

right aero'>'>. And I was dubiou~ of any app roach 

that, when two things were ine:-.Lricably inrerC\rined 

and interconnected, wou ld uy and think about 

one thing but not the other. I "as afraio, if T tried 

any '>uch rc'itricted approach, that I \\CHild end up, 

in the immortal words of John L. Lc" i'>, ··" ith no 

brain at all. just a neck that had haired O\cr." 

Pure curiosi ty. somewhat later, maoe me wonder 

ho\\ and wh y destructive cu lts were often able. 

o\'cr a single long ,,·eckcnd, to turn many to lerably 

normal peop le into braim' a<;hcd /Ombics and there

after keep them in that state indefinitely. I resoh'ed 

that 1 would C\ entually find a good anS\\ cr ro this 

cult question if I could do so by gcn<.:ral reading and 

much mus ing. 

I abo got curious about socia l insens. It fasci

natcd mc that both the ferti le fema le honeybee and 

the f<.:rtilc fcmalc han·e'iter anr could multiply their 

quirc diffcn.:nr normal life cxpccram:ics IJ~ exact!) 

twenr~ h~ engaging in one gangbang in the sky. 

The cxtremc success of the ants al'io fascinated 

me- how a few behaviora l algorithms ca used such 

ell.tremc C\ oJutionary SUCCeSS grou no<.:d j n extremes 

of cooperation ,,·ithin the brccding colony and. 

almo'>t al\\a~ '>, e:o..rremes of lethal ho'>tility to\\·anJ 

ants out~ ide thc breeding colon~. C\ en ants of rhe 

same spec1es. 

~ l oti,·atcd as 1 was, by midlif'c I shou ld 

probably ha\'e turned to psychology textbooks. 

but l didn "t, displaying m~ ~hare of the outcome 

predicted by the German folk ~a~ ing: "\\'e are wo 

soon old and roo hue smarr." l lowe,·er, as I later 

found out, 1 may have becn lucky to aYo id for so 

long the acadcmic psycholog: that was then laid 

out in most textbooks. These" <nild not then have 

guidcd me well with re!>pect to cults and were often 

\\ rittcn a'> if the <:uthors \\ere collecting psychology 

c'perimcnts as a boy collect'> bunerAies- ,,·ith a 

pas'>ion for more butterAie~ and more contact with 

fe llow co llccrors and li ttle crav ing for synthesis 

in'' hat i-; alreacJy pos<>e.;c;ed. \\'hen T fin:-1lly gor 

to thc p'>ychology texts, I was reminded of the 

ob-.en arion of Jacob \ 'iner, the great cconomist, 

that man~ an academic i-. like the trufAe hound, 

an animal 'iO trained and bred for one narrow 

purpose that it is no good at anything else.:. 1 was 

also appa lled by hundreds of pages of extremely 

nonscientific mus ing about con1parative weights 

of nawrc and nurture in human outcomes. And I 

found that inrroducro~· ps~ cholog~ texts, bv and 

large, didn't deal appropriate!~ '' ith a fundamental 

issu<.:: Psychological tendcncic.., tend to be both 

numerous and inscparabl) intcrtwined, now and 

forever, as they inte rpby in life. Yet the complex 

parsing out of effects from intt:rt\\ inc;d tcndencit:'i 

was usually a\·oided by the '' riter'i of the elcmen

t<H) te:o..rs. Possibly the author'l did not ,,·ish. 

through complexity, to repel enrr~ of nC\\. de,·owcs 

to thcir discipline. And, possibl), the cause of their 

inatkquacy was the o ne given by Samu e l Joh nson 

in response to a woman who inquired as to what 
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accounted for his dictionary's misdcfinition of 

the word "pastern." "Pure ignorance," j ohnson 

replied. And, finally, the text writers showed little 

interest in describing standard antidotes to standard 

psychology-driven folly, and they thus avoided most 

discussion of exactly what most interested me. 

But academic psychology has some very 

important merits a longs ide its defects. T learned 

this eventua lly, in the course of general reading, 

from a book, lnj/llellre, aimed at a popular audience, 

by a distinguished psychology professor, Robert 

Cialdini, at Arizona State, a very big university. 

C ialdini had made himself into a super-tenured 

" Regents' Professor" at a very young age by 

devising, describing, and explaining a vast group of 

clever experiments in which man manipulated man 

to his detriment, with all of this made possible by 

man's intrinsic thinking flaws. 

I immediately scm copies ofCialdini's book 

to all my children. 1 also gave Cialdini a share of 

Bt.:rkshirt.: swck [Class A] w thank him for what he 

had done for me and the public. Incidentally, the 

sale by Cialdin i of hundreds of thousands of copies 

of a book about social psychology was a huge fea r, 

considering that Ciald ini didn't claim that he was 

go ing to improve your sex life or make you any 

money. 

Part of Cialdin i's large book-buying audience 

came because, like me, it wanted to learn how to 

become less often tricked by salesmen and circum 

stances. H owever, as an outcome not sought by 

Cialdini, who is a profoundly ethical man, a huge 

number of his books were bought by salesmen 

who wanted to learn how to become more effective 

in misleading customers. Please remember this 

perverse outcorne when my discussion comes to 

incentive-caused bias as a consequence of the 

superpower of incentives. 

With the push given by Cialdini's book, I soon 

skimmed through three much used textbooks 

covering introductory psychology. I also pondered 

considerab ly whi le cr<.~ving synthesis ;lnd raking 

into account a ll my previous training and experi

ence. The result was ~.Iunger's partial summary of 

the non-patient-creating, non-nature vs. nurture

weighing parts of nondevclopmental psychology. 

This rmucrial was stolen from its various disco,·crcrs 

(most of whose names I did not even try to learn), 

often with new descriptions and titles selected to 

fit 1\.lungcr's notion of what makes reca ll easy for 

l\lungcr, then revised to make :\Iunger's usc ~asy as 

he seeks to avoid errors. 

I wil l start my summary with a general observa

tion that helps explain what follows. This obser

vation is grounded in what we know about social 

insects. The limitations inherent in c\·o lution's 

development of the nervous-system cells that 

control behavior arc beautifu lly demonstrated by 

these insects, which often have a mere 100,000 or so 

<.:ells in their entire nervous sysrems, <.:ompareJ to 

n1an's multiple billions of cells in his brain alone. 



Each am, like eJch human, i'> composed of a 

li' ing phy~ical '>trucrurc plu'i hcha' ioral al~orichms 

in it'> ncn e cell~. In the ant's case, the beha\ioral 

algorithm~ arc few in numb<.;r and a lmost entirely 

gc..:n<.;tic in origin. The ant learns a little bcha' ior 

from cxp<.;rienc<.;S, but most!~ it merely responds 

to ten or '>O stimuli "ith a fe" -;implc responses 

programm<.;d inro irs ncn·ou., '>Y'>t<.:m b~ it'i genes. 

'-.'aturall~. the simple anr beha' ior ..,~ '>tem ha-; 

cxtrcrnc limitations becau~c of it~ limited nen·c

sysrenl repertoire. For instance, one type of ant, 

when it ~me lis a pheromone gi' en off by a dead 

ant\ body in the hi,·e. immediarcl~ responds by 

cooperating" irh other ant'> in c~Hr) ing the dead 

bod~ our of rhe hi,·c. ,\nd I larnm.l'~ great E.O. 

\ \'i 1-.on performed one of the he 'it p:,) chology 

experiments C\'<.:r done when he painted dead-ant 

pheromone on ali'~ ant. Quite nawra lly, the other 

anrs dragged this meful Ji, cant otrt of the hi,·c 

C\ en though ir kicked and orhcn\ i'>c protested 

throughout the entire procc-.<.. ~uch is the br:1in of 

the ant. It ha~ a ~implc program of respons<.;s that 

gcncrall) \\ork out ~lll right, but" hich arc impru

dently u-.ed by row in many ca~cs. 

Another type of ant demon-.trates that the 

limited brain of ant) can be mi'olcd b" circum

'>tance'> a'>" ell a'> b,· clc' er manipulation from 

other crcatttrc'>. The brain of rhi'> anr contains a 

simple bcha,·ioral program that directs the ant, 

when walking, to follow the ant ahead. And \\'hen 

thc'ic ants stumble into wa l kin~ in a big circle, they 

'>Omctimc'> walk round and round until they perish. 

It ~ccm:s obvious, tO me <H lca:.r. that the human 

brain must often operate cou ntcrprod uctively just 

like the ant's, from unavo idable O\'ersimplicity in 

it'> mental procc~s, albeit usually in trying to solve 

problems more difficult than those faced hy anrs 

rhar don ·r ha,·e to design airplane-;. 

The perception sy.,tcm of man clearly demon

smm.:-. just such an unfortunate outcome. l\ lan is 

eas ily fooled, either by rhc cleverly thought out 

manipulation of man, hy circumstances occurring 

b~ accident, or by very dTccti,·c manipu Jar ion 

practice'> that mJn ha'> '\tumbk:d into during 

"practice C\ olution" and kept in place because the~ 

\\Ork so \\ell. One such outcome is caused by a 

quantum effect in human perception. If stimulus is 

kept below a certain Jc,·cl, it doc., not get through. 

And, for thi~ reason, a ma~ician was able to make 

the Statue of Liberty di'oappear after a certain 

amount of magician lin~o e\.prc'oscd in the dark. 

The audience ''as nor aware that it " ·as sitting 

on a platform that \\'aS rota tin~ so slowly, bclo\\' 

man's sensory threshold, thal no one could feel rhe 

accelerat ion impl i<.:it in the <.:onsiderable rotation. 

\\'hen a surrounding curtain \\'<IS then opened in rhe 

place on the platform "here the Statue had carl icr 

appcared. it seemed to h<.n c di-.appeared. 

, \ nd e\·cn when perception docs get through ro 

man's brain. it is oftt:n miswcighu:d, because what 

i'! rc~istcred in perception is in shock ingness of 
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ap parent contrast, not the standard scientific un its 

that make possible science and good engineering. 

A magician demonstrates this sort of contrast

based error in your nervous system when he 

remo,·cs your wristwatch w ithout your feeling 

it. As he docs this, he app lies pressure of touch 

on your wrist that you wou ld sense if it was the 

on ly pressure of touch you were experiencing. 

But he has concurrently applied other intense 

pressure of touch on your body, but not on your 

wrist, "swamping" the wrist pressure by creating a 

hig h-contrast touch pressure elsewhere. This high 

contrast takes the wrist pressure be low perception. 

Some psychology professors like to demon

strate the inadequacy of contrast-based perception 

by having students put one hand in a bucket of 

hot water and one hand in a bucket of cold water. 

They arc then sudden ly asked to remove both 

hands and place them in a single bucket of room

temperature water. ow, with both hands in the 

same water, one hand feels as if it has just been 

put in cold water and the other hand feels as if it 

has just been placed in hot water. When one thus 

sees perception so easily fooled by mere contrast, 

where a simple temperature gauge would make no 

error, and realizes that cognition mimics perception 

in being misled by mere contrast, he is well on the 

way roward understanding, not on ly how magicians 

foo l one, but a lso how life will foo l o ne. This can 

occur, through del iberate human manipulation or 

otherwise, if one doesn't take certain precaUtions 

against often-wrong effects from generally useful 

tendencies in his perception and cognition. 

.1\ lan's- often wrong but generally useful

psycho logical tendencies arc quite numerous 

and quite different. The natural consequence of 

this profusion of tendencies is the grand genera l 

principle of social psychology: cogn iti on is 

ordinaril y situation-dependent so that different 

situations often cause different concl usions, even 

when the same person is thinking in the same 

general subject area. 

With this introductory instruction from ants, 

magicians, and the grand general princip le of social 

psychology, I will next simply number and list 

psychology-based rendcncies that, while generally 

usefu l, o fre n mislead. Discussion of errors from 

eac h tendency will come later, togerhcr w ith 

description of some antidotes to errors, fo ll owed by 

some general discussion. Here arc the tendencies: 

One: Reward and Punishment 

Superresponse 'lCndcncy 

Two: Liking/Loving Tendency 

Three: D isliking/H ating Tendency 

Four: Doubt-A,·oidance Tendency 

Five: I nconsistency-Avoiclancc Tendency 

Six: C uriosity 'Ie:ndency 



Eight: 

, lt:n: 

' 1\vclve: 

Thirteen: 

Fourteen: 

Fifreen: 

S ixteen: 

Kanrian Fairne~~ Tendency 

Em ~/J calnu'~ Tendency 

Reciproc:Lrion 'lt:ndency 

I nflucnce-from-~ lcre

,\ ssociarion Tendency 

Simple. Pain-\' oiding 

Ps~chological Denial 

Excessi,·c Self-Re;:gard 

1 cndency 

o,·eroprimi..,m ' tendency 

Ocpri' ai-Supcrreacrion 

Tcndcnc~ 

Soc ia 1-Proof "I cndcnc\' 

Conrrasr-l\ I isrcacrion 

Tendency 

Se' enrccn: Srrc'><;-l nAucncc TendencY 

E ighteen: .-hailabi lit~-.\ I i'>\\ cighing 

Tendency 

1i neteen: llse-1 r-or-1 ,osc-1 r ' lt: nclc ncy 

T\,cnr): D rug-!\ l isinfluence T endency 

' I \, cnty-One: Senc-.ccncc- \I i-.inAuence 

' lendcnc) 

' I \vcnty-rl\vo: Auth ori ty-!\ I isi nAuent:e 

' lendcncy 

' I \,·cnr~ -T hree: Twaddle ' I cndency 

' 1\n.:nry-Four: Reason- Respecting rfendenc) 

·I \\'enty- F ivc: Lollapa looza Tendency-T he 

'tendency co Gt:t Extre me 

Con seq Lienee.., from 

Confluence-. of Psychological 

Tendcncie.., ,\cting in Fa' or of 

a Particular Ouccome 
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One: 
Reward and Punishment 
Superresponse Tendency 

I place thi'> tendency fir~t in m~ di~cu'>sion 

because almost e,·eryone thinks he full) recognize'> 

ho\\' important incenti\'es ami disincenti\ e\ an.: in 

changing cognition and beha,·ior. But this is nor 

often 'iO. For instance, I think J'n; been in rhe rop 

fi,·e percent of my age cohort almost <~ II my adu lt 

li fe in 11ndcrsranding the power of inccntives, and 

yet I 'n; alm1ys underestimated that po\\'er. ~cvcr 

a year pa-;ses bur I get some surprise that pushes 

a little further my appreciation of incenri,·e supcr

pcl\\ cr. 

One of my favorite cases abom the pc)\\cr 

of incenri,·es is the Federal Exprc.,., t::l'>C. Thc 

integrity of the Federal Express '>~Stem require., 

that all package<> be shifted rapidly among airplanc'> 

in onc central airport each night. And the systcm 

ha'i no integrity for the customers if the night \\'ork 

shift can't accomplish irs assignment fa\t. i\nd 

Federal Express had one hell of a time gett ing 

the niglu shi ft to do the ri ght thing. They tried 

mornl sua<>ion. T hey tried e\·crything in the \\'orlJ 

\\'ithout luck. And, fina lly, somebody got the happ~ 

thought that it \\·as foolish to pay the night shift 

by the hour \\'hen \\'hat the emplo~ cr '' anrcd '' Ll\ 

not maximized billable hours of employcc '>en icc 

but fault-free. r~1pid performance of a particular 

ra\k. \l aybe, this person thought, if the~ paid 

the employees per shift and let all night shift 

cmploycc-; go home ,,·hen all the planes'' ere 

loaded, the sy5tem ,,·auld \\ ork better. t\nd, In and 

behold, that solution \\'orked. 

Early in the hisro~· of Xero:-., Joe \\'il.,on, '' ho 

\\'a'i then in the go,·ernmenr, had a \imilar e'pe

rience. l ie had w go back to :\ero' because he 

couldn't understand \\'hy it~ nc\\ machine'' a'i 

selling so poorly in relation to its oluer anu inferior 

machine. \\'hen he got back to Xerox, he found out 

that the commiss ion arrangement with the salesmen 

ga,·e a large and perverse incentive tO push the 

in fcrior machine on customers, who des<.:n·ed a 

h<.:ttcr result. 

,\nd then there is the case of l\ lark '1\, a in\ cat 

that, a ftcr a bad experience '' ith a hot '>ten c, J' e\ er 

again .... u on a hot sw,·e, or a cold st<n e either. 

\\'c should al~o heed the general lesson in·plicit 

in the injunction of Ben Franklin in Poor Rirh11rrl:~ 

.\/mm/{/d:: "If you would persuade, appeal to 

interest and not to reason.'' This maxim is a wise 

guicJe to a great and simple precaution in li fe: 

J ever, ever, think about something dsc when you 

sho ulcJ be th inking about the power of inc.:entivcs. 

I once saw a very smart house couns<.:l for'' major 

irH'estment bank lose his job, with no moral f~nrl(, 

because he ignored the lesson in thi., ma,im of 

F ranklin. Thi-; counsel failed to pcr\uadc hi., client 

because he told him his moral duty, a'> correcd~ 

concci' cd by the counsel, wirhom abo tcllinJ.?; the 

client in ,.i,·id terms that he was\ er~ likcl) robe 



clobbered w smithereens if he didn't beha,·e as hi'> 

coun::.cl recommended. A~ a resuh, both clicnr and 

counsel lost their careers. 

\\'e should also remember how a foo lish and 

wil lful ignorance of rhc superpower of rewards 

cau:-.ed Soviet communists to get their fina l result 

a'> de'>cribed by one emplo~ec: "The~ pretend to 

pa~ ll'> and "e pretend to" ork." Perhaps the mo'>t 

imporwnr rule in managemem i-, "Get the incen

tives right." 

Bu t there is some limit to a desirab le emphasis 

on incenti\'C superpower. One case of excess 

empha<>ic, happened at llanard, "here B. F 

Skinner, a psychology profe'>'>Or, finally made 

him..,clf ridiculous .. \tone time, Skinner may 

ha' e been the best-known ps) cholog~ professor 

in the world. li e partly desen·cd hi:-. pe~1k reputa

tion because his early experiments using rats anu 

pigeon'> \\ere ingenious, and hi'> re.,ults \\Cre both 

counrerinruiti\e and important. \\'irh incenri,·cs, 

he could cau'>e more beha' ior change, culminating 

in condirionetl rcAe~es in his rat'> and pigeons, 

than he could in any other " ·ay. lie made ob\'ious 

the extreme stupidity, in deal ing \\'ith children 

or employee.,, of re\\arding beha' ior one didn't 

\\·ant more of. l ' ')ing food re\\ard!-.. he even caused 

suong supcr'>titions, prcdcsigned h) him.,clf. in 

hi ... pigeons. r lc demonstrated again and again a 

great recurring, generalized beha' ioral algorithm 

in nature: '"Repeat behavior that \\'orks." l ie also 

demonstrated that prompt rewards worked much 

better than delayed reward'> in changing and main

raining beha,·ior. And, once hi-, nus and pigeons 

had conditioned reflexes, cau'>ed by food reward~. 

he found what withdrawa l pattern of rewards kept 

the reAexive behavior longest in place: random 

di..,triburion. \\'irh this result, Skinner thought 

he had pretty well explained man\ misgambling 

compul'>ion "hereunder he often foolishly proceed., 

to ruin. Bur, as we shall later o,cc "hen we discw.s 

other p.,ychological tendencies that contribute to 

misg~1mbling compu lsion, h<.; was on ly partly right. 

Lacer, Skinner losr most ol' his pcrson;ll rt:putation 

(a) by m·erclaiming for incenti' e '>Uperpowcr to the 

point of thinking he could create a human utopia 

"ith it and (b) by displaying hardly any recognition 

of the power of the rest of p'>ycholog\. l ie thu'> 

hcha\ ed like one of .J acob \ 'iner's rruffk hound.., 

as he tried to explain evt:rything \\'ith incenri,·e 

effects. onetheless, Skinner \\as right in his main 

idea: I ncenri,·es arc supcrpo\\ er'>. The outcome of 

hi:-. ba-,ic experin:enrs "ill alway'> remain in high 

repute in the annals of e'\perimcnral science. ,\nd 

his method of monomaniacal reliance on rewards, 

for many decades after his death, did more good 

than :ll1ything else in imprO\ ing amistic ch ildren. 

\\'hen I was at llan·ard I ,;.1\\ School, the profe~

'>Or'> o,ometimes talked about an m erfocused. 

Skinner-like professor at Yale I ,a\\ School. The~ 

used to say: "Poor old Eddie Blanchard, he think., 

dcc lnrnrory judgments wi ll cure cancer." \\ 'e ll . 

that's the way Skinner got with his ,·cry extreme 
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emphasis on incentive supe rpower. 1 always ca ll 

the "Johnny-one-n ote" wrn of mind that cvcmually 

so diminished Skinner's reputation the man-with-a

hammer tendency, afn:r the folk saying: "'loa man 

with only a hamrTtcr every problem looks prctcy 

much like a nail." i\ lan-with-a-hammer tendency 

docs not exempt smart people like Blanchard and 

S kinner. And it won't exempt you if you don't 

watch out. I will return roman-wi th-a-hammer 

tendency at various times in this talk because, 

fortunately, there are effective antidotes that reuuce 

the ra,·agcs of w hat pretty much ruined the personal 

reputation of the bri llianr Skinner. 

One of the most imporram conse(jucnccs of 

incenti,·e superpower is what 1 call "incentive

caused bias." i\ man has an accu lturated nature 

making him a pretty decent fel low, and yet, driven 

both consciously and subconscio usly by incentives, 

he drifts into immora l behavior in order to get what 

he wants, a resu lt he facil itates by rational izing 

his bad behavior, like the salesmen at Xerox who 

harmed customers in order to maximize their sales 

COm mISS tOnS. 

H ere, my ea rl y education involved a surgeo n 

who o\·cr the years sent bushel baskets full of 

normal ga ll bladders down ro the pathology lab 

in the leading hospital in Lincoln, cbraska, my 

grandfather's town. And, with that permissive 

quality comrol for which community hospitals are 

famous, many years a fter this surgeon should 've 

been remo,·ed from the med ical staff, he was. One 

of the doctors who pa rt ic ipated in the remova l 

was a family friend, and 1 asked him: " Did this 

surgeon think, 'Here 's a way for me to exercise my 

talents'-t his guy was , ·ery sk ill ed technically-'and 

make a high living by doing a few maimings and 

murders every year in the course of ro utine fraud?"' 

And my friend answered: " H e ll no, C harlie. Ti c 

thought that the gal l b lauder was the so urce of all 

medical evil, and, if you really 10\·ed yo ur patients, 

you cou ldn 't get that organ our rapidly enough." 

:'\fow that's an extreme case, but in lesser 

srrength, the cogni tive drift of that surgeon is 

present in eYery profess io n and in every hum an 

being. And it causes pe rfectly rcrrible bcha\ior. 

Cons ide r the presentations of brokers se lling 

commerc ial real estate an<.l businesses. I 've never 

seen one that I thought was even within hailing 

distance of objective truth. In my long life, I have 

never seen a management consultant's repon that 

didn't end wi th the same advice: "This problem 

needs more management consulting se rvices.'' 

\\'idespread incentive-caused bias requires thar one 

shou ld often distrust, or take w ith a gra in of salt, the 

advice of one's professiona l ad visor, c\·cn if he is an 

engin eer. The ge ne ra l antidotes here arc: (1) espe

cia lly fear professional advice when it is especia lly 

good for the advisor; (2) learn and usc the basic 

e lements of your advisor's trade as you deal with 

your adv isor; and (3) doubl e check, disbelieve, or 

replace much of what yo u're told. to the degree that 

seems appropriate after o bjccti,·c thought. 



The pm' cr of incenti\ e~ co cau-.e rationalized. 

terrible beha,·ior is also demon-.rrared b~ Defense 

Department procurement history. After the 

Defense.; Department hau tTluch truly "''·ful experi

ence \\'ilh misbchaving contracLOrs motivated under 

contract:- pa~ ing on 3 cmt-plu-.-a-perccntagc-of

CO'>t ba-;i-.. the reaction of our republic ,,·as to make 

it a crime for a conuacting officer in the Defense 

Department to sign such a contract. and nor or:ly a 

crim<.:. but a felony. 

And. by the way, a lthough the.: government was 

right m crcarc this new felony, rn uch of the ,,.a,· the 

rc-.t of the "orld i-, run. including the ope.: ration of 

man~ hn\ firms and a lor of other firm-.. i'> '>till under 

what i~. in cssence. 3 cmr-plu'>-a-pcrcentage-of-cosr 

re\\ ard ..,~ '>tcm. And human nawre, bcdc,·iled by 

incentive-caused bias. causes a lot of ghastly abuse 

under thc"e standard inccntiv<.: patterns of the 

\\'Orld. And many of the people'' ho arc bd1a\ing 

rerribl~ ~ ou would be glad to h;n e married into your 

fa mil). compared to what you're orhem isc likely to 

gcr. 

N<J\\ there arc huge implications from the fact 

that the hurnan mind is pm rogcrher th is \\':ty. One 

implication is that people who create things like 

cash rcgi~tcrs. ,,·hich make di-.hone-.r bcha\'ior hard 

ro accompli-.h. arc some of the effecti\ c -;aims of 

our ci,·ilizarion because. as Skinner -.o \H.:ll kne''· 

had beha\ ior is intensclv habit-fortTling when it 

is rewarded. And so the cash register \\'as a great 

moral instrument when it was created. And, by 

the ''a~. Patterson, the great e\ angclist of rhe cash 

regi'>ter. knew rhar from hi'> 0\\ n e'\periencc. I lc 

had a little store, and his crTlployees ''ere stealing 

hirn blind, so that he ne' cr made any money. 

Then peop le sold him a couple of cash registers. 

and his store went ro profit immediately. lie 

promptly closed the store and went into the cash 

regi-.rer bu~iness, creating'' har became rhc mighty 

~arional Cash Register Com pan). one of the 

glories of irs time. "Repeat beha\ ior that \\Orks'' 

i:-. a bclHt\ ioral guiuc that real ly succeeded for 

Parrer<;on, ,,fre r he appli ed one added twist. And so 

did high moral cognition. An eccentric, irwcrerarc 

do-gooder (except when dcsrro~ ing competirorc;, all 

of'' hid1 he regarded a-. would-be patent chic' es). 

Paner-.on. like Carnegie. prett) ''ell ga,·c away all 

his money ro charity before he died. always poinring 

our that "shrouds helve no pockets." So great ,,·as 

the contribution of Pattcr"on \cash register to 

ci\ ilitation. and so effecti\ d~ did he imprcn·c rhc 

ca'>h regi'>ter and spread ir-. u'>e. that in the end. 

he probabl~ desen ed the epitaph chosen for the 

Roman poet Horace: ·· 1 did nor completely die." 

The strong tendency of employees to rario

nalit.c bad conduct in order to get rewards 

require'> many anridorc'i in addition to rhc good 

ca'>h control promoted by Parrcr-;on. Perhaps the 

most important of thc ... e anridorcs is usc of c;ound 

accounting theory and practice. Thi~ ,,·as seldom 

better demonstrated than at \\ 'cstinghousc, ,,·hich 

had a 'iubsid iary that made loans having no conncc-
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rion to the re'>t of\\"esringhou)e \ bu)incsse-.. The 

officer-. of We-.tinghouse, perhaps i nft ucnced by 

em·y ot (icneral ~lecuic, want<.:d to expand profits 

from loans to ou tsiders. Under Westinghouse's 

accou 11 ting pract ice, provisions for fu lure cr<.:d i r 

losses on th<.:sc loans depended largdy on the past 

credit c'pcrience of irs lending subsidiary, which 

mainl) made loans unlike]~ to <::lll'>C rna'>'>i\ e losses. 

Now there arc two special cb'i'iCS of loans that 

narural ly cause much trouble for lenders. The fi rst 

is ninety-five pe rcent-of-va lue;; construction loans 

to al1) kind of rea l estate dcn!lopcr, and the second 

is an) kind of construction loan on a hotel. So, 

nawrall~. if one wa'i "·illing ro loan appro,imately 

ninery-fi,·c pcrcent of the real cost w a de' eloper 

constructing a hotel, the loan would bear a much

high ~;r-rhan-norma l inreresr rate because the cred it

loss danger \\ou ld be muc h higher than normal. So, 

sound accounting for \\'cstinghou'>e in making a big, 

ne\\ ma\\ of ninery-fi,·e percent-of-value con'>truc

rion loan'> ro hotel de\·elopers \\Otlld ha,·e been ro 

report alm<ht no profit. or even a lo'>'i, on each loan 

unti l, year., later, the loan becam<.: clear!) worth par. 

Ru t Westinghouse insreau plunged into big-rime 

con'itrucrion lend ing on hotels, using accounting 

that made its lending officer'> look goou because it 

showed e'm.:mcl~ high starting income from loans 

that" cre 'er) inferior ro the loam from \\ hich the 

compan~ had suffered small credit losses in the 

pa-;t. T hi-; terrible accounting was ~1 llowcd by borh 

internationa l anu outside;; accounta nts for \Vesting-

hou'lc a'> rhcy di~playcd the conduct predicted by 

rhc refra in: "\\'hose bread I car. hi'> song I sing." 

The result was bill ions of dollars of losses. 

Who was at fault? The guy from the refrigerator 

di' ision, or some simi lar di vision, who as lend ing 

officer" as 'iuddenly in charge of loans to hotel 

de\ elopers? Or the accountant\ and other senior 

people who tolerated a near!~ inc;ane incentiH; 

'>trucwre, almost sure to trigger incentive-caused 

bias in a lending officer?;\!) ans\\'cr p11 ts rno~t 

blame on the accountants and other sen ior peo ple 

" ho created the accounting system. T hese people 

became the equi,·alent of an armored car cash

carr) ing '>en icc rhar sudden!~ decided to d ispense 

\\ ith 'chicles and ha,·c unarmed midgets hand-carry 

ir.., customers' cash through slum., in open bushel 

ba~kets. 

I wish I could tell you that this sort of thing no 

longer happens, but this i'> nor so. After \\'esring

hou'>c hie" up, General Electric\ Kidder Peabody 

~ulnitliar~ pur a silly computer program in place 

that allo\\'cd a bond uadcr to show immense 

fictional profits. r\nd after that, much accounting 

became even worse, pe rhaps reac hing irs nadir ar 

l~:nron. 

And so inccnrive-cau'>ed bia'> i'> a huge, 

important thing, with high!) important antidotes, 

like the cash register and a 'iound accounting 

s~<,tcm. But \\'hen I came years ago to the 

psyd10logy texts, I fou nd that, whik: they were 

about one thousand pages long, there was li ttle 



therein that dealt with incemi' e-cau'>t:U bias and no 

mention of Patterson or sound accounting systen1!\. 

SomciH>\\. incenti' e-caused bias and it" antidotes 

preny well escaped the standard !\uney courst:s in 

ps~ chology, e' t:n though i ncentin.:-caused bias had 

long been displaYed promincnrly in much of the 

\\orld\ gn.:at literat<~re, and antidott:'> to it had long 

e\.i'>ted in '>tandard bu..,ine-.<> roucint:'>. In tht: end. I 

concludt:d that \\·hen !\omething wa-, ob' ious in life 

but not ea..,ily demonstrable in certain kinds ofcas~

ro-do, rt:peatablc clt:aucmic experiments, the rrufAe 

hounds of psychology ,·cry often mi-.-;ed it. 

In '>ome ca'>C'>. other di ... ciplint:'> '>IHmed more 

inren..:'>t in p~ychological tendencie ... than uid 

p'>~cholog~. at lca'>t as explicated in ps)chology 

te\.tbooks. For instance. economi~t'>, -;peaking from 

the cmployer's po int of ,·ie\\', have long had <1 name 

for thc nawr<ll results of inecnri,·e-causcu bias: 

"agcncy cosr." .\s the name implie'>. the economist'> 

ha' c t~ pica II~ known that, ju'>t :t'> grain i'> always 

lo'>t to rat-.. employer~ al\\'ay'> lo'>c ro employees who 

impropcrly think of themsch·e-. fir-,t. I--:mployer

installcd ant idotes include rough interna l audit 

systems and se,·ere public pun ishment for idcnri

ficd mi..,<.:reanrs. as well as mi..,beha' ior-pre,·enring 

rourinc-. and such machine'> as cash registers. From 

the employee\ point of, ie\\, incenti\e-caused 

bia-, quite naturally causes oppo~ing abuse from 

thc emplo~er: the S\\·eatshop. the unsafe work 

p i:H.:c..:, etc. And these bad result" for employees 

ha' e ant idotes not on ly in pressure from un ions bur 

aho in gO\·ernmenr action. '>lith a'> wage and hour 

hi\\'>. " ·ork-place-safct) rules, mca'>ures fosterinf!; 

unionization. and '' orker~ · com pcnsation systems. 

Given the opposing p-.ycho l og~ -induced strains 

that natura lly occur in employment because of 

inccnti,·c-caused bias on both sides of the rclation

'>hip. it is no wonder the Chine'><.: are o;o much inro 

Yin and Yang. 

The ine,·itablc ubiquit) of inccnri,·c.:-causeu 

bias has ,·ast, generalized cons<.:quenccs. For 

instance.:, a sales force li,·ing on ly on commiss ions 

\\'ill bt: much harder to keep moral than one under 

tc-,-., pre~sure from the compensation arrangement. 

On tht: otht:r hand. a purcl~ commi.,~ioned sale-, 

force may \\ell be more efticicnr per dollar o.;pcnt. 

Therefore, d i ffic.:ult dcci.,ions i mol vi ng tradc-offs 

arc common in creat ing compen-..ation arrangement'> 

in the -;ales function. 

The e.xrrerne ~ucce'>'> of free-market capitalism 

a'> an economic '>Y'>tcm O\\ e'> much w it-. prc\-cn

tion of man\ of had effect'> from incenti,·e-caused 

bia-.. l\ lost capit<tlist O\\ ncr-. in a nt'>t " ·eb of free

market economic activ ity arc sclcct<.:d for ab ility b) 

surviving in a brutal comper irion \\'ith other owners 

and h:t\'C a strong incenti,·e to pre,·enr all \\'<lSte in 

operations'' ithin rheir O\\·ner-,hip. t\ ftcr all, rhcy 

li' eon the difference ben' een tht:ir competiti,·e 

price'> and rhcir O\"<.:rall coSt'> and their busincs-;c~ 

"ill perish if costs exceed sales. Replace such 

owners by sa laried cmplnycc.; of rhc: "rare and you 

\\'ill norma ll y get a substantial reduction in ove rall 
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cfficicnc) U'> each employee '' ho replace'> an 0\mer 

is subject ro incemi,·e-caused bia'> ac; he determines 

what sen icc he" ill ~ive in exchange for his salary 

and how much he will yield ro pe<.:r pressure from 

many fellow <.:mplovees who do nol desire his 

crt::ation of any strong performance mode l. 

,\ norhcr generalized consequence of inccnti,·e

cau..,cd hia!> i'> that man rends to "game" all human 

syst<.:m'>, often displavin~ ~rear ingcnuit) in wronglY 

sen ·ing himsclf at the expense of ochers. Anti

~am i ng fcarures, therefore, constitute a huge and 

ncces-.ary parr of almost all system de-;ign. Also 

needed in '>)'Stem design is an admonition: Dread. 

and a' oid as much you can. rewarding people for 

''hat can be easily faked. Yet our legislators and 

judges, tt'>ually including man) lawyer'i educated in 

eminent universities, often ignore this injunction. 

And society consequently pays a huge pricc in the 

deterioration of behavior and efficicncy. as well as 

the incurrence of unfair cost'i and \\ealth transfers. 

1 f education "cre imprm-cd, "ith Jh~ cholo~ical 

reality becoming better taught and a'>'>imilared. 

better sy-;tem design might ''ell come our of our 

Jegislaturcs and courts. 

Of course, money is no\Y the main reward that 

drin:s habit'> . . \ monkey can be trained to <>cek 

and work for an intrinsically "orth lc'i'> token. as if it 

"ere a banana. if the token i'> romincl) exchange

able for a banana. So it is also" ith humans working 

for money- only more so, because.; human money 

is cxchangcablc for many desired things in addition 

to food. and one ordinarii~ gaim !>tatu'i from either 

holding or spending it. ,\ lorem er. a rich person 

will often. through habit, \\ork or conni,·e ener

getica ll y for more money long aftcr he has almost 

no real need for more. Averagcd out, money is a 

mainspring of modern civilization, having li rrle 

precedent in the beha' ior of nonhuman animals. 

\lone~ rcwards are also intert\\ ined with other 

form') of rC\\ a rd. For instance. -,ome people use 

money to bu~ <>tatus and others usc status w get 

money, while still others sort of do both things <H 

rht.: o.;nme rime. 

Although money is the main dri,·er among 

reward'>, it is nor the only reward that \\ orks. 

People al'io change their bcha' ior and cognition for 

'icx, fricnd<;hip, eompaniomhip, ad,ancement in 

status, and other nonmonctar~ iren1s. 

"Granny's Rule" provides another example of 

reward -.uperpower. so extreme in it<; effects that 

it mu\t be mentioned here. You can <>uccessfulh· 

manipulate )Our O\\·n beha,·ior '' ith this rule. e,·en 

if you arc using as rewards item., that you already 

posses\! Indeed, consu ltant Ph. D. psychologists 

often urge business organizations to impro,·e their 

reward systems by reach in~ cl\.eclllives to usc 

"Granny\ Rule" to go,·crn their O\\ n daily beha,·ior. 

Grann) \;Rule. robe specific. i'> the requi rement 

that children cat their carrot'> before they ~et 

dessert. ,\nd rhc business' cr-;ion requires that 

executives force themse lves dai ly to first do their 

unplca-;anr and necessary tasks before rewarding 



thcmseh-es by proc~cding to their plcasam ta~ks. 

Gi,·en reward superpower, this practice is wise and 

->ound. ;\ lorcm·cr, rhc rule can also be uc;ed in the 

nonbusiness part of life. T he emphasi'> on dail~ 

usc of this practice i'> not accidenral. The consul

rant!) ,,·dl knO\\, afrcr the reaching of Skinner, that 

prompt rewards work best. 

Punishmcnr'>, of course. also 'itrong;ly influence 

beha' ior and cognition. although nor '>O flexibly and 

wonderfully as rewards. For insrance. illegal price 

fix ing was fai rl y common in America when it was 

cu.,wmari ly puni'>hcd by modest fines. Then, after 

a f<.:w prominent bl!',incss exeeuti\ <.:'> ''ere remm·ed 

from their emin<.:nr positions and sent ro federal 

prisons, price-fixing bella,·ior was grearly reduced. 

l\ lilitary and na,al organization'> ha\ <.: ,·ery 

often been extreme in ll'>ing puni'>hmenr w change 

heha,·ior. probably because they nee<kd w cause 

extreme beha,·ior . . \ round the rime of Caesar, there 

wa-; a Europ<.:an tribe that, when the a!"'!"'ernbly horn 

blc\\, always killed the last warrior to reach hi;; 

a'>'>igned place. and no one enjoyed fighting this 

tribe. And George \\'a!'>h ington hanged farm-boy 

desl:rters forty feet high as an cxa1nple to others 

'' ho might contl:mplatc desertion. 

Two: 
Liking/Loving Tendency 

.\ new)~ hatched baby goose i.;; programmed, 

through the economy of its generic program. to 

"lo,·e" and foliO\\ the first creature that is nice to 

it, which is almost always irs mother. But, if the 

mother goo-;e io; not present right after the hatching, 

and a man is ther<.: instead, the go\lin~?; will "lo,·e" 

and follow the man. '' ho become~ a sort of substi

tute mother. 

Somewhat ->imilarly, a newly arri,·ed human 

i-; "born to like and lon:" under the normal and 

abnormal triggerin~?; outcomes for ir-.. kind. Perhap'> 

the strongest inborn tendenC) to 10\ e- ready to 

be triggered- is that of the human mother fo r its 

child. On the orhcr hand, the similar "child-Jo,·ing" 

beha\'ior of a mou'>e can be eliminated by the 

deletion of a single gene, which ~uggcsts there is 

some sort of triggering gene in a mother mouse as 

\\'ell as in a gos ling. 

Each child. like a gosling,'' ill almost surely 

come to like and lo,·e, not on I~ a., dri,en by irs 

sexual nature, but also in social groups nor limited 

to its gcn<.;tic or adoptive "famil)." Current 

l:'\lfl:llll::.. uf Jomantic Jo,·c almo:.t -.urely did nor 

occur in man\ remote past. Our carl~ human 

ancestors \\ere surdy more like apc'i triggered into 

mating in a precty mundane fashion. 

And what'' ill a man natura II) come to like and 

love. apart from hi'> parent, spome and child? \\'ell, 

he ,,·ill like and lm e being liked and lm·ed. t\nd 

so many a courtship competition will be won by a 

pl:rson disp laying exceptional de\ orion, and man 

"ill generally -;rri' e. lifelong, for the affection and 

appro\·al of man~ people not related w him. 
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One' er~ practical consequence of I ,iking/ 

I -<>vin~ ' lcndcncy is that it act:> a~ a conditioning 

de\ icc that makes the liker or lo' cr tend (I) m 

i~nore Lw lts of. and comply with" ishes of, the 

o bject of hi s affccrion, (2) to favor pcoplc, products, 

and action-; ITlercly associated with the object 

of his affection (a-. ''e shall sec \\hen \\C get to 

"I nHucncc-from-A l erc-As~ociation ' I cndcncy ... and 

(3) to disron other fans to facilitate lm c. 

The phenon1cnon of lil" ing and lov ing causing 

admiration also works in re,·crsc. t\dmirarion 

also <:<IU!ICS or intensifies liking or IO\ c. \\'ith this 

"feedback mode" in place, the con,equenccs arc 

often e\.trcme, -;omctimcs e'en C:lll'>in~ deliberate 

-;clf-desrnrction to help what is 10\ cd. 

Likin~ or lo\'ing, inte rtwined wid1 adm iration 

in a feedback mode, often has , ·asr practical conse

quence\ in areas far removed from '>C\.ua l atrach

mcnr-.. F or instance, a man "ho is -.o constructed 

that helm e-. admirable person" and ideas with a 

special intensit) has a huge a<h·anragc in life. This 

blessing came to both Buffctr and myself in large 

meas tr rc, sometim es from th e same persons and 

ideas. One common, beneficial c\.amplc for us both 

was \\'arren's uncle, Fred R uffen, \\hO cheerful!) 

did the cndle.-.-. grocery-store work Lhat \\'arrcn and 

J ended up admiring from a \afe Ji,tance. E,·en 

now, after I ha,·e known so many other people, I 

doubt if it is possible to be a nicer man than Fred 

Bufft.:tc -.vas, and he ch<tnged me for the better. 

There arc large social polic) implications in the 

amat.ingl) good consequence~ that ordinarily come 

from people likely w trip;ger C\.trcrnc<> of lm·e and 

admiration boosting each other in a feedback mode. 

Fo r instance, it is obviously dc-;irab le to attract a 

lot of 10\·ablc, admirable peop le into the teaching 

profcs-.ion. 

Three: 
Disliking/Hating Tendency 

In a p<lW.:rn ob,·crsc tO Liking/Loving 

' l l:ndcm:y, the newly arri,cd human i~ also ''born 

to di-.like and hate" as triggered b~ normal and 

abnormal triggering force-. in it-. life. It is the same 

"ith moc.,t npe<> an<.l monkeys. 

As a result, the long histor) of man contains 

almost continuo us war. For instance, most 

American Indian tribes warred incessant!), and 

-.omc tribes \\orrld occasional I~ bring capti,es 

home to "omen so that all could join in the fun of 

torturing capti,-cs co death. E,·cn '' ith the spread 

of reli~ion, and the ad\'cnt of adnmced ci,·ilization, 

much modern war remains pretty savage. But we 

a lso get what we obscn·e in prc~cnr-day Switze rl and 

and the l Jnited Stares," herein the cJe,·cr political 

arrangements of man ''channel" the hatreds and 

di-.likings of indi,·iduab and groupe, inro nonlethal 

parrcrm including elections. 

Bu t the dislikings and hatreds never go away 

completely. Born into man , thc-;c dri,·ing tcnden-



cie'> remain strong. Thus, we get maxim'> like the 

one from England: "Politics i'> the art of marshalling 

hatred~." And we also get the c:--rreme popularity 

of ,·cry negari' e political ad verrisi ng in rhe l1 nited 

Stares. 

.\ r the family Jc,·el, we often .,ee one sibling 

hare hi., other siblings and lirigare wirh them 

endlcs'>l~ if he can afford ir. Indeed, a wag named 

Buffett ha., repeatedly explained to me rhar "a 

major diffcrence between rich and poor people is 

that the rich people can spend their li' es suing their 

rclati,·es." \ly father's law practice in Omaha was 

full of '>uch inrrafamily hatred'> . . \nd ''hen Igor ro 

rh<..: ll anard Law School and it~ profc'i'>Or'> raughr 

m<..: "property law" with no mention of ... ibling 

ri\'alry in the family businc'i'>, I apprai~ed the School 

as a pretty unrealistic place that wore "blinders'' 

like the milk-wagon horses of)orc. l\ly current 

guC'>'> is that -;ibling ri,·alr~ has not yet made it into 

propcrr~ law as taught at llan·ard. 

l)i.,Jiking/Haring Tcndenq aho act~ a~ a condi

tioning de\ icc that make'> the dislikcr/hater rend ro 

( 1) ignore \'irtucs in the object of dislike, (2) dis like 

peop le, products, and actions merely associated 

"ith the object of his dislike, and(.)) tlisrorr other 

fact'> to facilitate harrctl. 

Di'>tortion of that kind is ofr<..:n so e"\treme th<lt 

miscognirion is shockingly large. \\'hen the \\'orld 

Trade Cl.!ntcr was dcsrroycd, many Pakistanis 

immediate ly concluded that the II indus did it. 

'' hik man~ \luslim'> concluded that the Jews did 

ir. Such t~1crual disrorrions often make mediation 

bCt\\een opponents locked in hatred either difnctdr 

or imposs ib le. 1ediations between Israel is <tnd 

Palestinians arc difficult bccatJ'>e fat:ts in one side's 

hisror~ o,·erlap n~ry linle with facts from rhc other 

-;ide\. 

Four: 
D oubt-Avoidance Tendency 

The brain of man is programmed with a 

tendency to quickly rcmm·c doubt b~ reaching 

.,ome deci'>ion. 

It i~ cas,· ro sec ho\\ e,o)urion would make 

animals, over the cons, drift to\\ard such quick 

elimination of doubt. .\frcr a ll, the one thing that 

is -;ure l ~ counterproductive for a prey animal that 

i-; threatened by a predator i., to rake a long rime 

in deciding\\ hat ro do . . \nd -;oman\ Ooubr-

.\\ oidance Tendency is quire con-.i.,tcnr "irh rhe 

hi-.cor~ of his ancient. nonhuman ancestors. 

So pronounced is the tendency in man to 

quickly remm·e doubt by reaching some decision 

rhar hcha,·ior ro counter rhe rendcnc~ i'> required 

from judge'> and jurors. l lcrc, delay before decision 

making i~ forced. And one i'> required to so comport 

himself, prior ro conclusion rime, so that he is 

"·e~tring a "n1ask" of objectivity. And the "mao;;k" 

works ro help real objecti\·iry a long. as we;: shall 
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c,ee \\'hen we next consider man's I nconsio;tency

;\\'Oidance ' 1 entlenc\·. 

Of course, once one has rccogni;.cd that man 

hac, a strong Doubt-A,·oidancc ' tendency, it ic, logica l 

to belie' c that at least some leaps of rcligiouc, faith 

arc grea tl y boosted by this tendency. Even if one is 

'iatisficd that his o\\'n faith comes from re,·elation, 

one 'itill must account for the inconsistent faiths of 

others. And man's Doubt-A,·oidance ' te ndency is 

almost surel y a bi~ part of the answer. 

\\'hat triggers Doubt-Avoidance 1 cndency? 

\\'e ll, an unrhreatencd man. thinking of nothing in 

panicular, is not being prompted to remon; doubt 

through rushing to some decision. t\s "c shall '>ce 

later " hen" e get to Sociai-Proof ' lcndency and 

Stress- I nAuence Tendency, what u~ually trigger'> 

Doubh\\ oidance Tendency i'> some combination 

of ( I ) puz.dement and (2) stre'i'>. And both of thcc,e 

factors naturally occur in facing religious issuec,. 

Thus, the natural state of most men is in some 

form of religion. And chis is what we observ<.:. 

Five: 
Inconsistency-Avoidance Tendency 

The brain of man consen·<.:s programming space 

by being reluctant ro change, " ·hich i-. a form of 

inconsistency :Hoidunce. \ \'c see this in all humt.n 

habits, consuucti\ e and dcstructi,·e. Fe\\ peoplc 

can list a lot of bad habits that they ha' c eliminated, 

and some people cannot idenrif\ C\ en one of rhcs<.:. 

Instead, practically e,·eryone ha-. a great many bad 

habit'> he has long maintained despite their lx:ing 

kno\\'n as had. Gi' en thic, -.iruarion, it i'> not too 

much in many cases to appraise early-formed habit'> 

as destiny. \\'hen ~l arley\ miserable ghost sa~o.;, " I 

\\'car the chains I forged in life," he is ta lking about 

chains of habit that wert: too light to he felt before 

they became roo strong to he broken. 

The rare life that is wisely li,·cd has in iL many 

good habits n1aintaincd and many bad hab it-; 

a\·oided or cured. And tht: grea t rule that he lps here 

is again from Franklin's Poor Rirhrll·t-1:1' . llllltllltld:: 

"An ounce ofpre,ention is worth a pound ofcure." 

\\'hat f'rank lin is here indicating, in part. is that 

I ncon'iisrcncy-A,·oidance Tendenc~ make'> it much 

<.:asicr to prc,·enr a habit tha n to change it. 

Also rending to be maintained in place b~ the 

anti-change tendency of the brain arc one\; pre' io11-; 

conclusions, human loyalties, rcplltationa l identity, 

commitments, accepted rolc in a c i,·ilizarion, etc. It 

is nor entire ly clear why evolution would program 

into man's brain an anti-change mode alongside his 

tendency to quickly remo,·e doubt. l\ ly guess is 

the anti-change mode \\'as significantly cau-;ed by a 

combination of the folio'' ing factor'>: 

( I) It facilitated fastt:r dt:cisiom ''hen '>peed 

of decision was an important contribution to the 

'iurvi,·al of nonhuman ance-.rors that'' ere pre~. 



(.2) It facilicated the survi,al ad,amage that our 

ance-.wr-. gaim:d by coopcnuing in groups, which 

"ould ha,·c been more difficult w do if c,·cryone 

was always changing responses. 

(J) It \\as the best form of solution that 

C\ olution could get win the limited number of 

generation-; bet\\'een the start of literac~ and today'" 

complt:\. modern life. 

It i-. ea ... y to see that a quick!) reached conclu

sion, triggered by Doubt-t\ voida tH.:c 'ICnuency, 

wh<.:n combined with a tendency to res ist an\' 

change in that conclusion, \\'ill nawrall) cause a lot 

of error-; in cognition for modern man. \nd -;o it 

oh'>en ably" orb out. \\"<.:all deal much" ith other'> 

"hom\\<.: com:ctly diagno-;c a-; imprisoned in poor 

conclu~ ions that are maintained b~ m<.:ntal habits 

the) formed early and \\' ill c;l rry to thcir graves. 

So great is the bad-deci.,ion problem caused by 

I ncon-.i'>tenc) -t\,·oidancc 'J cndenc~ that our courts 

ha,·c adopted importanr strateg ic'> again-;t it. For 

instance, lx:fore making dcci~ion-.. judges and juries 

arc required to hear long and skillfu l presentations 

of e' idcnce and argum<.:nt from th<.: side they will 

not natural ly fa,·or. given their ideas in place. And 

thi<> helps pr<.:,·enr considerable bad thinking from 

··fir-.t conclu-.ion bias." Similar!), other modern 

deci'>ion maker~ \\'ill often force group'> m consider 

skillful counterargumenrs bd'ore making decisions. 

And proper education is one long c.:xcrc.:ise in 

attgmcncation of high cogn ition so that ou r \\' i ~dom 

become~ '>trong enough to destroy" rong thinking 

maintained by resistance to change. A~ Lord 

"e~ nc<> poimed out abom hi~ e\.altcd intellectual 

group at one of the greatest uni,·crsities in the 

world, it was nor rhc inrrins ic d ifficulty of new ideas 

that prevented their accq)[ance. Instead, rhe new 

ideas "ere not accepted b<.:cau-.c they were incon

si..,tent "ith old idea<> in place. \\'hat Keynes was 

reporting is that the human mind works a lot like 

the human <.:gg. \\' hen one '>perm gets inw a human 

<.:gg, thcre's an automtlti<.: shut-off de' icc that bar<> 

any other sperm from getting in. The human mind 

tend" <>trongly roward the s;tmc '>Ort of result. 

\nd '>0. people tend to accumulate large mental 

holding'> of n-..ed conclusions and aniwdes that 

arc not often reexamined or changed, e\·en though 

there is plenty of good e' idcncc that they are 

wrong. 

;'\ loreon:r. this do<.:sn 'r jtt\l happen in social 

science departments. like the one th•n once 

thought F reud should sen·c a'> the onl~ choice ac; 

a psycho logy teacher for Ca l tech. [ lolding to old 

error" even happens, a lthough" ith less frequency 

and severity, in hard sci<.:nce departments. \Ve have 

no less an authority for this than Ia-"< Planck, "obel 

laureate, nmkr of "Planck\ constant." Planck is 

famous not only for hi'> science bur also for saying 

that c\·<.:n in physics the radical!) new ideas arc 

'>eldom rcally accepted by the old guard. Instead, 

<>a id P lanck. rh.e progre"" is made hy a ne\\' genera

tion that comes along, less brain-blocked by its 
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previous conclusions. Indeed, precisely this sort of 

brain-blocking happened to a degree in Einstein. 

At his peak, Einstein was a great destroyer of his 

own ideas, but an older Einstein never accepted the 

fu ll imp lications of quantum mechanics. 

One of the most successful users of an antidote 

to fi rst conclusion bias was Charles D arwin. lie 

trained himself, early, to intensively consider any 

evidence tending to disconnrm any hypoth esis 

of his, more so if he tho ttght his hypothesis was 

a particularly good one. The opposite of what 

Darwin did is now called confi rmation bias, a term 

of opprobriu m. Darwin's practice came from his 

acute recognition of tTtan 's natural cogn it ive faults 

aris ing from lnconsistcncy-Avoiclance Tendency. 

H e provides a great example of psycho logical 

insight correctly used ro advance some of the nncst 

mental wo rk ever done. 

Inconsistency-Avoidance Tendency has many 

good effects in civilization. For instance, rather 

than act incons istently with pub lic commitments, 

new or o ld pub lic iuemities, etc., most peop le are 

more loya l in their roles in life as p ri ests, physicians, 

citiz.ens, sold iers, spouses, teachers, employees, etc. 

One corollary of Inconsistency-Avoidance 

Tendency is that a person making big sacrinces in 

the course of assuming a new identi ty wi ll intensify 

his devotion ro the new identity. After all, it would 

be quire inconsistent behavior to make a large 

sacrifice for someth ing that was no good. And thus 

civi lizatio n has invented many rough and solemn 

ini tiation ceremon ies, often public in nature, that 

intensify new commitments made. 

Tough initiation ceremonies can in tens ify bad 

contact as well as good. The loyalty of the new, 

"made-man" mafia member, or of the mi litarv 

officer making the required "blood oath" of loyalty 

to Hitl er, was boosted through the triggering of 

Inconsistency-Avoidance Tendency. 

l\1oreover, the tendency w ill often make man 

a "patsy" of manipulative "compliance-practi

tioners," who ga in advantage from triggering his 

subconscious lnconsisrency-Aw>idance Tendency. 

Few peop le demonstntted this process better than 

Ben Franklin. As he was rising from obscurity in 

Philadelphia and wanted the approva l of some 

important man, Franklin would often maneuver 

that n1an into doing Franklin some unimportant 

favo r, like lending Frankli n a book. Thereafter, the 

man would adm ire and trust Franklin more because 

a nonadmirccl and nontrustecl Franklin wou ld be 

inconsistent with the appraisal imp licit in lending 

Frankl in the book. 

During the Ko rean \Var, this technique of 

Franklin's was the most important feature of the 

Chinese brainwashing system that was used on 

enemy prisoners. Smal l step by smal l step, the 

technique often \vorkcd better than torture in 

a ltering prisoner cognition in favor of C hinese 

captors. 

The practice of Franklin, whereunder he !!;Ot 

ap prova l from someone by mancu,·ering him into 



treating Franklin faYorably. \\Ork-. 'iciou'il~ well in 

re\'er-.e. \\ 'hen one is mancu\ ered into deliberate~\' 

huning some other person, on<.:'' ill tend to disap

prme or t: \ cn hate that person. Thi:-. e ffect, from 

J nconsistency-J\voidclncc Tcndcnc~. accounts for 

the insight implicit in the sa~ ing: ".\ man nc\-cr 

forgets ''here he ha\ buried the hatcher." The 

effect at-counr-. for much prisoner ahu-.e h~ ~uards, 

incrca-.ing their dislike and hatred for pri~oncrs 

that ex ists as a consequence of the guards' rccip

roc<Jtion of hosti lity from prisoncr-; who arc treatcd 

like anirnals. Gi,·en the psychology-b;.~sed hostility 

natural in pri-;on-. between guard-. and prisoners, 

an incense, continuous effort -.hould be made (1) to 

pre' cnr pri:-.oner abu'>e from '>tarring and (2) to stop 

it in.,wnd~ ''hen it ~tarts because it will gro,,· by 

feeding on itse lf, like a cluster of infectious c..li~ease. 

!\ lore psychological acuity on this \Uhject, aidcd by 

more insightful reaching, \\Otdd probab l~ impr<H"e 

the 0\ era II cffccti,·enes'> of rhc l ' .S. ,\ rmy. 

So '>trong is I nconsisrcnc~ -.\ \ oidancc 'l<.:ndenc~ 

that ir wi ll often prcntil after one has merely 

pretci1Lk:d to ha,·e some identity. habit, or conclu

'> ion. T hus. for a while, many an actor sort of 

belie\ C'> he is llamlet, Prince of l)enmark. And 

man~ a h~ pocrirc is imprO\ ed b~ hi.., pretension~ 

of' irtue . . \nd many a judge and juror.'' hilc 

prcrcnc..ling objccti,· it~, is gaining objecti \ ity. And 

m~H1) a trial la\\'y cr or other advocnrc ('OnH~<> rn 

bcli<.:\'C what he formerly only pretended to bcliC\'C. 

\\'h ilc r ncomisrcnc~-. \\(lidancc ' lcndcncy, 

"ith it'> "status quo bia..,," inHncn-.c ly harms 

~ound education. it also causes m uch benefit. for 

instanc<.:, a ncar-ultimate inconsistency would be to 

reach somethin~ to others that om: did not believe 

rrue . . \nd -;o, in dinical mcdical education, the 

learner i~ forced ro "sec onc, do one, and rhen reach 

one." with the tcach i n~ pounding the learnin~ into 

the reachcr. Ofcoursc, the po\\er ofreachin~ ro 

inAt1cncc rhc cogn ition of the reacher is not always 

a benefit to society. \\'hcn such power flows into 

political and cult eva ngclisrn, there arc ofte n bad 

consequences. 

For ino;tancc, modern education often docs 

much damage when~ oun~ '>Wdcnt'> arc taught 

dubiou~ political noriom and then enthusiasricall) 

push these notions on the rest of us. The pushing 

seldom convincc.:s others. Bm as students pound 

into their mental habits" hat they arc push in~ 

out, the -.rudenr~ arc often permanently damaged. 

Ecluc,ttional in-;titurions that create a climate "here 

much of rhis ~ocs on arc, I think, irresponsible. Jr 

is important nor to thus pur onc's brain in cha ins 

before one has come anywhcrc nc<lr hi s fu ll poremi

ali ty <l'i a rational person. 

Six: 
Curiosity Tendency 

There i-; <1 lor of inn:ne <"llrio-;iry in mammals. 

hm irs nonhuman \Crsi on is highcst among apes and 
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monkeys. J\ Ian \ curiosit~, in wrn, is much stronger 

than that of his simian relatives. In advanced 

human ci,·ilization, culture greatly increast:s the 

cffecti,·cne'>'> of curiosity in <Hhancing knowlcd~c. 

For instance, .\tiH.:ns (including it'> colony . . \lc:\

andria) de,·elopcd much math and science out of 

p ure curios ity while the R omans made a lmost no 

contribution to either math or -.cienec. The) instead 

concentrated their <mention on the "practical" engi

neering of mines, roads, aqucducr~. etc. Curio'iit), 

en hanced by the best of modern cd ucation (which 

is by definition a minority part in many pblces), 

much helps man to prevt:nt or reduce bad con'>e

quences ari'>ing from other P'>)chological tenden

cies. The curious arc also prm ided with much fun 

and wisdom long after formal education h as ended. 

Seven: 
Kantian Fairness Tendency 

Kant wao; famous for his "categorical impera

ti\·e," a ~orr of a "golden rule" that required hun~an~ 

ro folio'' tho-.e beha,·ior pattern., that, if followed 

by all others, would make th<.: surrounding human 

system work h<.:st for cverybod). And it is not roo 

much w ~ay that modern acculwraced man di-.plays, 

and expect!> from others, a lot or fairness as thu'> 

defined by Kant. 

I n a small community having a one-way brid)!;e 

or tunnd for autos. it i<> the norm in the ( lnirecl 

States ro sec a lot of reciprocal courtesy, de!>pitc 

the absence of signs or '>ignab. ,\nd many free\\ ay 

drivers, inc luding myself, will often let othcr dri,·crs 

come in front of them, in lane changes or the like. 

becau~t.: that i'> the courres~ they desire wh<.:n roles 

arc r<.:,·ero;ed. \[oreo,er, there i<>, in modcrn human 

culwre, a lot of eourtcou~ lining up by strangcrs 

so that a ll arc served on a ''tirst-comc-first-sen·ed" 

basis. 

Also, strangers often , ·oluntarily share cquall~ in 

uncxpccted, unearned good and bad fortune. And, 

as an oiJ\ crs<.: consequcnc<.: of such "fair-sharing" 

conduct. much reacti\ e IHl'>tilit~ occurs when fair

sharing is C'\pected yet nor JHO\'ided. 

It is interesting how th<.: world's slavery was 

prctt) \\ell abolished during the last thrcc centuries 

after bci ng wlcrated for a gr<.:at many pr<.:,·iou.., 

centuries during which it coexisted with the \\Orld's 

major rcl ig ions. J\ l y guess is that Kantian F a irness 

Tendency \\'a'i a major comrihutor to this rt:-;ulr. 

Eight: 
E nvy/Jealousy 'rendency 

A member of a specie~ de~igned through C\'Oiu

tionary proce<>s co want often-scarce food is going 

to be driven strongly coward getting food w h en it 

first secs food. And this is go ing to occur oftcn and 

tend to crc:Hc some conflict" hen the food i-; <,ccn 

in th<.: possession of another member of th<.: same 



')peciec,. This is probably rhe e\ olutionary origin 

of rhe em ~ /jealousy TendenC) char lies so deep in 

human narure. 

Sib ling jealousy is clccHi y very srro ng and 

usually greater in chi ldrt:n than adults. It is often 

-;trongcr than jealousy directed at strangers. Kantian 

Fairnec,c, Tendency probabl~ contributes to this 

rec,ult. 

Erwy/jcalousy is extreme in myth, religion, 

and litera ture wherein, in account after account, 

it uigg<.;rs hatred and injury. Tt was regarded as 

so perniciou'i by the Jews of the ci\ ilization that 

preceded Christ thar ir was forbidden, by phrase 

after phrao.,e, in the :aws of \lo'>e'>. You were C\'Cn 

"arned b~ the Prophet nor ro co\ ct your neighbor's 

donkey. 

And c rwy/jealousY is also e:-:crcrm.: in modern 

life. For instance, uni,·cr<>ity communities often go 

bananao., ''hen some uni' cr-;ir~ employee in money 

management. or some profcc,o.,or in '>urger)', gees 

annual compensation in multiple'> of the standard 

professorial salarY. And in modern investment 

banks, law firms, ere., rhc cn\'y/jea lousy effects are 

usually more extreme than rhcy arc in university 

faculties. \lany big Ia\\· firms. fearing disorder from 

cm·y/jcalousy, ha,·e long created all '>enior partners 

alike in compensation, no marccr ho\\ different 

their cormibutions to firm welfarc. As I have shared 

rhc oh-;l·rvarinn nf life with \\'arrcn Buffctr over 

decad<.:s, I ha,·<.: heard him wise ly say on several 

occ<l'>ions: ''lt is nor greed chat dri,·cs rhe world, but 

em). 

And, because thi'i i-, roughly right, one 

would expect a vast co,·cragc of <.:nvy/jcalousy in 

psychology textbooks. Bur no 'iuch vast coverage 

e~isrcd when 1 read my rhrcc t<.:xrbooks. Indeed, 

the 'er~ words .. cm·y" and "jealousy" were often 

abc,enr from indexc~. 

Nondiscussion of em·y/jca lousy is nor a 

phenomenon confined to psychology texts. vVhen 

did any of you last engage in any large group discus

sion of -;ome issue\\ herein adult <;m·y/jcalousy was 

identified as the cause of -;omcone 's argument? 

There '>Cems co be a gt:ncral taboo against any such 

<.:!aim. If '>0. \\hat account'> for rh<.: taboo? 

~ly guess is rhnt peop le witl<.: ly and generally 

sen'>c that labeling son-1e position as driven by cr1\'y/ 

jealousy will be regard<.:d a-; cxrn.:m<.:ly insulting 

to the po'>irion taker. po-,o;ibl~ more 'iO when rhe 

dragnmrc, rs correct than ''hen It i-, \\ rong. And if 

calling a position '·em·y-dri,·cn" is perceived as 

rhc cqui,·alcnr of describing its holder as a chi ldish 

mental basket case, then it is quite understandable 

how a genera l taboo has arisen. 

Bur should chis general caboo extend to 

pc,ychology rexcs when it crc<HC'> such a large gap 

in the correct, psychological e\planation of what is 

wide~prcad and important? ly answer is no. 
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Nine: 
Reciprocation Tendency 

· 1 'he automatic tendency of humans to recipro

cate both fa,·ors and disfavors has long been noticed 

as exrrcmc, as it is in apes, monkeys, dogs, and 

many less cognitivcly gifted animals. The tendency 

clearly facil itates woup cooperation for the benefit 

of members. Tn this respect, it mimics much 

genetic progran11T1ing of the social insects. 

\\'e see the extreme power of the tendency 

to reciprocate disfavors in some wars, wherein 

it increases hatred to a level causing ,·ery brural 

conduct. For long stretches in many wars, no 

prisoners were taken; the only acceptab le enemy 

being a dead one. And sometimes that \\'as not 

enough, as in the case of Gcnghis Kh an, \\'ho was 

not satisfied with corpses. He insisteu on the ir 

being hacked into pieces. 

One interesting mental exercise is to compa re 

Genghis Khan, who exercised extreme, lethal 

hostility toward other men, with ants that display 

extreme, lethal hosti lity toward members of their 

own species that are not part of their breeding 

colony. Gcnghis looks sweetly lovable when 

compared to the ants. The ants are more disposed 

to fight and fight with more extreme cruelt''· 

Indeed, E. 0. Wilson once waggishly suggested th<tt 

if ants were s ttddcnly to get atom bombs, all ants 

\\'Ould be deatl with in eighteen hours. \\'h~lt both 

human and ant history suggest is (1) that nature has 

no general algorithm making intraspecies, turn-the

other-cheek behavior a booster of species sun·ival. 

(2) that it is not clear that a country \\'Ould ha\ c 

good prospects were it to abandon all rcciprocatc

disfa,·or tendency directed at outsiders, and (3) if 

turn-the-other-check behavior is a good idea for a 

country as it deals with outsiucrs, man's cu lture is 

going to have to do a lot of hca,·y lifting because his 

~cnes won't be of much help. 

1 next turn to man's reciprocated hostility that 

falls \\'ell short of war. Peacetime hostility can be 

pretty extreme, as in many modern cases of "road 

rage" or injury-producing temper tantrums on 

athletic fie lds. 

The standard antidote to one's overactive 

hostility is to train oneself to defer rcaction. As my 

smart fr iend Tom t\Iurphy so frcqucntly says, "You 

can always tell the n1an off tomorrow, if it is such a 

good idea." 

Of course, the tendency to reciprocate fa\'or for 

favor is also very intense, so much so that it occa

sionally reverses the course of rcciprocatcu hostility. 

\\'eird pauses in fightin~ have sometimes occurred 

right in the middle of wars, triggered by some minor 

courtesy or favor on the part of one side, followed 

by favor reciprocation from the other side, and so 

on. until flghtin~ stopped for a considerable period. 

This happened more than once in the trench 

,,.:.trf~Hc of \Vorltl \Var I, over big stretches of the 

front and much to the dismay of the generals. 



It is obvious that commercia l trade, a funda

menta l cause of modern prosperity, is enormously 

facilitated by man's innate tendency to reciprocate 

favors. In trade, enlightened self-interest jo ining 

with Reciprocation 1endency results in construc

tive conduct. Daily interchange in marriage is a lso 

assisted by Reciprocation 'lendency, without which 

marriage would lose much of its allure. 

And Reciprocation TendencY, insomuch as it 

causes good results, docs not join forces on ly with 

the su pe rpo,,·er of i ncenrives. It also joins I nconsis

tency-Avoidancc 'l enclencv in helping cause ( I ) the 

fulfi llt:ncnt of promises made as part of a hargai n, 

includ ing loyalty promises in marriage ceremonies, 

and (2) correct behavior expected from persons 

serving as priests. shoemakers, physicians, and al l 

else. 

L ike other psychological tendencies, and also 

man's abili ty ro turn somersaults, reciprocate-favor 

tendency operates to a very considerable degree at a 

subconscious level. This helps make the tendency 

a strong force that can some times be used bv some 

men to m islead othe rs, which happens all the time. 

For instance, \\'hen an automobile sa lesman 

graciously s teers you into a comfortab le p lace to s it 

and g i,·es you a cup of coffee, you are very likely 

being tricked, by this smal l courtesy alone, into 

parting with an extra five hundred do llars. This is 

far from the most extreme case of sales s ucces~ that 

is rooted in a salesman d ispensing minor fa ,·ors. 

However, in this scenario of buying a car, you are 

going to be disadvantaged bY parting with an extra 

fi,·e hundred do llars of your own money. T h is 

potential loss \\'il l protect you to some extent. 

But suppose you arc the purchasing agent of 

someone else-a rich employer, for instance. f\To•v 

the m inor favor you recei,·e from the salcsrnan 

is less opposed by the threat of extra cost to you 

because someone else is paving the extra cost. 

Onder such circumstances, the salesman is often 

able to maximizt: his advantage, particularly when 

government is the purchaser. 

\\'isc employers, therefore, try co oppose rccip

rocatc-fa,·or tendencies of employees engaged in 

purchasing. The s implest antidote \\ orks best: 

Don't let them accept anv favors from vendors. 

Sam \\'alton agreed \\'ith this idea of absol uw 

prohibition. I Ic wou ldn't let purchasing agents 

accept so much as a hot dog from a vendor. Given 

the subconscious Jc,·c l at \\'hich much Reciproca

tion Tendency operates, this po licy of \\'a lton's was 

profoundly correct. If I controlled the D efense 

D epartment, its policies would m imic \\'alton's. 

In a famous psychology experiment, Cialdini 

brilliantly demonstrated the po,,·er of "compliance 

practitioners" to mislead people by triggering the ir 

subconscious Reciprocation ' l endency. 

Carrying out th is experiment, Cialdini caused 

h is "compliance practitioners" to wander around his 

C<lnl.pus and ask strangers ro supcn·ise a bunch of 

juveni le del inquents on a trip to a zoo. Because this 
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happed on a campus, one person in six om of a large 

sample actually agreed to do this. Afte r accumu

lating this one-in-six statistic, C ialdini c hanged his 

procedure. His practitioners next wandered around 

the campus asking strangers to devote a big chunk 

of time every week for rwo years to th e supervision 

of juvenile delinquents. This ridicu lous request 

got him a one hundred percent rejection rate. 13ut 

the p ractitioner had a follow-up question: "\\'ill 

you at least spend one afternoon raking juveni le 

delinquents to a zoo?" This raised Cia ldini's former 

acceptance rare of 1/6 w 1/2- a uipling. 

What Cialdini 's "compliance practitioners" 

had done was make a small concession, which was 

reciprocated by a small concession from the other 

side . This subconscious reciprocation of a conces

sion by C ialdini's expe ri mental subjects actually 

caused a much increased percentage of them to e nd 

up irrationally agreeing to go tO a zoo with juvenile 

delinquents. low, a professor who can invent an 

experiment like that, which so powerfully demon

strates something so important, deserves much 

recognition in the wider world, which he indeed 

got to the credit of many universities that learned a 

great deal from C ialdini. 

W hy is Reciprocation Tendency so important? 

We ll , consider the folly of having law students 

grad uate, and go out in the world re presenting 

cl ients in negotiations, not knowi ng th e nature 

of the subconscious processes of the mind as 

exhibited in C ialdini 's experiment. Yet such fo llv 

was prevalent in the law schools of the world for 

decades, in fact, generations. The correct name for 

that is educational malpractice. The law schools 

didn't know, or care to teach, what Sam \Valron so 

well knew. 

The importance and power of reciprocate-favor 

tendency was also demonstrated in Cialdi ni's expla

nation of the foolish decision of the attorney general 

of the Un ited Stares to authorize the Wate rgate 

burglary. There, an aggress ive subordinate made 

some extreme proposal for advancing Republican 

interests through use of some combination of 

whores and a g igantic yacht. When this ridiculous 

request was rejected, the s ubo rdinate backed off, 

in gracious concession, to merely asking for consent 

to a burglary, and the attorney general went along. 

C ialdini believes that subconscious Reciproca-

tion 1endency thus became one important cause 

of the resignation of a Un ited States president in 

the Watergate debacle, and so do I. Reciproca-

t ion T e ndency S11hrly caJ Jscs m::~ ny extrem e and 

dangerous consequences, nor just on rare occasions 

but pretty much all the time. 

i\ lan's belief in reciprocate-fa\·or tendency, 

following eons of his practicing it, has done some 

queer and bad things in re lig ions. The ritualized 

murder of the Phoenicians and the Aztecs, in which 

they sacrificed human victims co their gods, was a 

partic ularly egregious exa mple . And we should nor 

forget that as late as the Punic \\'ars, the civilized 

Romans, out of fear of defeat, returned in a few 



instances to the practice of human sacrifice. On the 

other hand, the reciprocity-based, religion-boosting 

idea of obtaining help from God in reciprocation 

for good human behavior has probably been n1stly 

constructive. 

Overall, boch inside and outside re ligions, it 

seems clear to me char Rec iprocation Tendency's 

constructi' e contribuc ions to man far outweigh 

its destructive effects. In cases of psychological 

tendencies being used co counter or prevent had 

resulcs from one or more other psychological 

tendencies-for instance, in the case of interYcn

tions to end chemical dependency-you will usually 

find Reciprocation Tendency performing strongly 

on the constructive side. 

And the ,·ery best part of hurnan life probably 

lies in relationships of affection wherein parties arc 

more intcresttd in pleasing than being p leased- a 

not uncommon outcome in d isplaY of reciprocacc

fan>r tendency. 

Before we leaYe reciprocate-fa,·or tendency, 

che fina l phenomenon we will consider is w ide

spread human misery from feelings of gui lr. To the 

extent the feeling of guile has an evolutionary base, 

I believe che most plausible cause is che mental 

conflict triggered in one direction by reciprocate

favor tendency and in the opposice direccion by 

reward superresponse tendency pushing one to 

enjoy one hundred percent of some good thing. Of 

course, human culture has often greatly boosted 

the genetic tendency to suffer from feel ings of 

gu ilt. Most especially, religious culture has imposed 

hard-to-follow ethical and devotional demands on 

people. There is a charming Irish Catholic priest in 

my neighborhood who, with rough accuracY, ofcen 

says, "The old Jews may have invented gu il t, bur 

we Catholics perfected ir." And if you, like me and 

this priest, believe that, averaged out, feelings of 

guilt do more good than harm, you may join in mv 

special gratitude for reciprocate-fa,·or tendency, no 

matter how unpleasant you find feelings of guile. 

Ten: 
Influence-from-Mere-Association 

Tendency 

In the standard conditioned reflexes swdied by 

Skinner and most common in che world, responsive 

behavior, creating a new habit, is direccly triggered 

by rewards previously bestowed. For instance, a 

man buys a can of branded shoe po lish, has a good 

experience with it when sh ining his shoes, and 

because of this "reward,'' buys the same shoe polish 

when he needs another can. 

Bu t there is another rype of conditioned reflex 

wherein mere assoc iation triggers a response. For 

instance. consider the case of many men who 

have been trained by their previous experience in 

li fe to believe that when sc,·eral similar items arc 

presented for purchase, the one with the highest 

price will have the highest quality. Knowing this, 

some seller of an ordinary industrial product wi ll 
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often change his product's trade dress and raise 

its price significantly hoping that quality-seeking 

buyers will be tricked into becoming purchasers by 

mere association of his product and irs high price. 

This industrial practice frequently is effective in 

driving up sales and even more so in driving up 

profits. For instance, it worked wonderfully with 

high-priced po,n;:r wols for a long time. And it 

would work better yet with high-priced pumps at 

the bottom of oil wells. With luxury goods, the 

process \\·orks with a special boost because buyers 

who P<lY high prices often gain extra status from 

thus demonstrating both their good taste and their 

abilitv to pay. 

En:n association that appears to be trivial, if 

carefully planned, can have extreme and peculiar 

effects on purchasers of products. The target 

purchaser of shoe polish may like pretty girls. And 

so he chooses the polish with the pretty girl on the 

can or the one with the pretty girl in the last ad for 

shoe polish that he saw. 

Advertisers know about the power of mere asso

ciation. You won't see Coke advertised alongside 

some account of the death of a child. Instead, Coke 

ads picture life as happier than reality. 

Similarly, it is not from mere chance that 

military bands play such impressive music. That 

kind of music, appearing in mere association with 

n1i litary service, helps to attract soldiers and keep 

them in the army. !\lost armies have learned to use 

mere association in this successfu l way. 

However, the most damaging miscalculations 

from mere association do not ordinari ly come from 

advertisers and music providers. 

Some of the most important miscalcu lations 

come from what is accidentally associated with 

one's past success, or one's liking and loving, or 

one's dislik ing and hating, which includes a natural 

hatred for bad news. 

rlo avoid being misled by the mere association 

of "omc fact with past success, usc this memory 

clue. Think of apolcon and Hitler when they 

inn1ded Russia after using their armies with 

much success elsewhere. And there are plenty 

of mundane examples of resu lts like those of 

apoleon and Hitler. For instance, a man foolishly 

gambles in a casino and yet wins. This un likely 

correlation causes hinl ro try the casino again, or 

again and again, tO his horrid detriment. Or a man 

gets lucky in an odds-against venture headed by 

an untalented friend. So influenced, he tries again 

what worked before-with terrible results. 

The proper antidotes to being made such a 

patsy by past success arc (1) to careful ly examine 

each past success, looking for accidenta l, non 

causative factors associated with such success that 

will tend to mislead as one appraises odds imp licit 

in a proposed new 11nderraking and (2) to look for 

dangerous aspects of the new undertaking that were 

not present w·hen past success occurred. 



The damage to th e mind that can come from 

liking and lo\' ing was once demonstrated by 

ob\'iously false testimony given by an otherwi~e 

very admirable woman, the wife of a party in a jury 

case. The famous opposing counsel wanted to 

minimize his arrack on such an admirable "·oman 

yet destroy the credibi lity of her testimony. And so, 

in his closing argument, he came to her testimonv 

last. I Ic then shook his head sadly and said , "\"' hat 

arc we to make of such testimonv? The answer lies 

in the old rhyme: 

'As the husband is, 

So the wife is. 

She is married to a clown, 

And the grossness of his nature 

Drags her down.'" 

T he jury disbelieved the woman's testimony. 

They eas il y recognized the strong misi nAuencc of 

love on her cogn iti on . /\nd we now often sec c\·en 

stronger misinfluence from lm·c as tearful mothers, 

\\ith heartfelt conviction, declare before T\' cameras 

the innocence of their olw ious ly gui lty sons. 

People disagree about how much b lindness 

should accompany the association called love. ln 

Poor Ridwrd's rllmanad: Frank lin co unsele d: " Keep 

your eyes wide open before marriage and half shut 

thereafter." Perhaps this "eycs-half-sh ut" sol uti on 

is abou t right, but I favor a tougher prescription: 

"See it like it is and love anyway." 

H arin g and disliking also cause miscalcula-

tion triggered by mere association. ln business, 

I commonly see people und e rappraise both the 

competency and mora ls of com petitors they dislike. 

This is a dangerous practice, usually disgu ised 

because it occurs on a subconscious basis. 

Anothe r common bad effect from the mere asso

ciation of a person and a hated outcome is displayed 

in " Pers ian ~lcssenger Synd rome.'' Ancicnr 

Pe rsians acwally killed some messengers whose 

so le fault was that they brought home truthful bad 

news, say, of a banle lost. It was actually safer for 

the messenger to run away a nd hide, instead of 

doing his job as a wiser boss would have wanted it 

done. 

And Pe rsian lessenger Syndrome is al ive and 

well in modern life, albeit in less le tha l versions. 

It is actually dangerous in many careers to be a 

carrier of unwelcome news. l Jnion negotiators 

and employe r rcpresenmrives often know this, 

and it leads to many tragedies in labor relations. 

Sometimes lawyers, knowing their cl ients wi ll 

hate them if they recom me nd an unwelcome but 

wise settlement, will carry on ro <..lisasrer. Even 

in places wel l known for high cognition, one will 

sometimes find Persian l\Jcsscnger Syndrome. 

For instance, years ago, two major oi l companies 

litigated in a Texas trial court over some an1bigui ty 

in an operating agreement covering one of the 

largest o il reservo irs in the \:Vcste rn hemisphe re. 

~ ly g uess is that the cause of the t ri al was so me 
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general counsel's unwillingness to carry bad news to 

a strong-minded CEO. 

CBS, in its late heyday, was famous for occur

rence of Persian ~lessenger Syndrome because 

Chairman Paley was hosti le tO people who brought 

him bad news. The resu lt was that Paley lived in 

a cocoon of unreality, from which he made one bad 

deal after another, even exchanging a large share of 

CBS for a company that had to be liquidated shorrly 

thereafter. 

The proper antidote to creating Persian 

Messenger Syndrome and irs bad effects, like those 

at CBS, is to develop, through exercise of will, a 

habit of welcoming bad news. At Berksh ire, there is 

a common injunction: "Always tell us the bad news 

promptly. It is on ly the good news chat can wait." 

It also he lps to be so wise and informed that people 

fear not telling you bad news because you arc so 

likely to get it elsewhere. 

In A uence-from -l'vlere-J\ssocia cion Tendency 

often has a shocking effect that helps swamp 

the normal tendency to return favor for favor. 

Sometimes, when one receives a favor, his condition 

is unpleasant, due to poverty, sickness, subjuga

tion, or something e lse. In addition, the favor may 

trigger an envy-driven dislike for the person who 

was in so favorable a srate that he could easily be 

a favor giver. Under such circumstances, the favor 

receiver, prompted partly by mere association of 

the f:wor gi\'er with past pain, will not only dislike 

the man who helped him but also try to inj ure h im. 

This accounts for a famous response, sometimes 

dubiously attributed to Henry Ford: "Why does that 

man hate me so? I never did anything for him." I 

have a friend, whom I will now call "Glorz," who 

had an amusing experience in favor-giving. Glorz 

owned an apartment building that he had bought 

because he wanted, eventually, to use the land in 

different development. Pending this outcome, 

Glorz was very lenient in collecting below-market 

rents from tenants. When, at last, there was a 

public hearing on G latz's proposal ro tear down the 

bu ilding, one tenant who was far behind in his rent 

payments was particu larly angry and hostile. He 

came to the public hearing and said, "This proposal 

is outrageous. Glotz doesn 'r need any more money. 

1 know this because I was supported in college by 

Glotz fellowships." 

A final serious clump of bad thinking caused by 

mere association lies in the common use of classi

fication stereotypes. Because Pete knows that Joe 

is n inety years old and that most ninety-year-old 

persons don't think very well, Pete appraises old Joe 

as a thinking klutz even if old Joe still t hi nks very 

wel l. Or, because Jane is a white-ha ired woman, 

and Pete knows no old women good at higher math, 

Pete appraises Jane as no good at it even if .Jane is 

a w hiz. Th is sort of wrong thinking is both n3tural 

and common. Pete's antidote is not ro bel ieve chat, 

on average, ninety-year-olds think as well as forry

year-olds or that there are as many females as males 

among Ph. D .'s in math . Instead, just as he must 

learn that trend docs not a lways correctly predict 



dc\tin~. he must learn that the avcra~c dimension 

in '>orne group will not reliably guide him to the 

dimemion of some specific item. Othcrwise Pete 

will make many errors, like that of thc fe llow who 

drowncd in a ri,·er that avcragcd out on ly e ig hteen 

inchc!\ decp. 

Eleven: 
Simple, Pain-Avoiding Psychological 

Denial 

This phenonlenon first hit me hard in \\'orld 

War II when the superathlete, '>uperstudenr son 

of a family friend flew off o\·cr the \tlanric Ocean 

and nc\ er came back. I I i'> mother, '' ho was a \'cry 

sanc "oman, then refused to belie\ e he was dead. 

That's Simple, Pain-AYoiding Ps~ ehological Denial. 

The rea lity is too painfu l to bear, so onc distorts the 

f~H.:ts unti l they become bearable. \\'call do that to 

<;omc c:-aent. often causing wrriblc problems. The 

tendency\ most extreme outcomes are U'>uall~ mixed 

up with 1<)\·e. death. and chemical dependency. 

\\'h crc dcnial is used to make dying eas ier, the 

conduct n1ccts almost no criti cism. \\'ho wou ld 

hcgrudgc a fcllow man suc h help at such a rime? 

But some people hope to lea\ e life he\\ in~ to 

the iron pre-;cription, "It is nor necec;c;ary ro hope 

in order to persc,·crc." .\nd there i'> <,omething 

admirable in am·one able to do thi'>. 

In chcmic:l l dependency, wherein mor~1 l s 

usually br<;ak down horribly, addicted persons tend 

m bdie' c that they remain in respectable condition, 

with respectable prospect'>. The) thus display 

an c~rremely unrealistic denial of real1ty as they 

go decpt:r and deeper into dett:rioration. In my 

youth, Freudian remedies faikd utterly in reversing 

cht:mical dependency, bur no\\ aduys Alcoholics 

Anonymous rourincly achic\ e~ a fifty percent cure 

rare by causing se,·cral pc;ychological tendencies 

to act together to counter addiction. I lowc\·er, the 

cure process is typically difficult and draining, and 

a fifty percent success rate in1p lit:s a fifty percent 

failure rate. One shou ld stay far away from any 

conduct at all likely to drift into chemical depen

dcnc~. l~: ,·en a small chance of \uffering so great a 

damage ~hould be a' oidcd. 

Twelve: 
Excessive Self-Regard Tendency 

\\'e all commonlv ob-;cn e tht: excessin: self

regard of man. He mostl~ mi<;appraises himself on 

the high side. like the ninct) percent of Swedish 

dri,·ers that judge themsch·es to be abo,·e a,·eragc. 

Such misappraisals also appl) to a person's major 

"possessions." One spouse usua 11 y overapp raiscs 

the other spouse. And a man\ children are likewise 

appraised higher by him than they arc likely to 

be in a more objccri,·c ,·ic''· E'en man's minor 

po~'>essions tend to be overapprai~cd. Once owned, 

they suddenly become worth more to him than he 

would pay if they were offered for <>~k to him and 

he didn't al read y own them. There is a name in 
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psychology for thi'> o\·erappraise-your-own-posse5-

'>ions phenomenon: the ··endo\\ mcnt effect." And 

all man 's dec1s10ns arc suddenly regarded by him as 

better than would have been thl: case just before he 

made them. 

~Jan\ excess of self- regard t) pically makes him 

strongly prefer people like himself. P'>ychology 

profc'>'>Ors ha' chad much fun dcmon'>Uating 

this effect in ''lost-wallet" experiments. Their 

expcriment'\ a ll show that thc finder or a lost wa llet 

containing identity clues will be most likely to 

return the wallet when the owner most closely 

resemble'> the finder. Gin;n thi'> quality in psycho

logical nature, cliquish group'> of -;imilar persons will 

always be a very influential parr of human culwre, 

e\·en aftcr we wisely try w dampen the \\Orst 

cffl:ctS. 

Some of the worst conscq ucnccs in modern 

life come" hen dysfunctional groups of cliquish 

person'i, dominated by Exce'>si\(; Self-Regard 

' H:ndcncy, 'iclect as ne\\' member., of their organiza

tions persons who arc ,·cry much like themselves. 

Thus if the I':ngl ish deparmH.:nt at an el ite unive r

s ity becomes mentally dysfunctional or the sales 

department of a brokerage firm slip-. into routine 

fraud. the problem will ha,·e a nawral tendency 

ro get" or-;e and to be quite rc'>i'>tant to chanp;e 

for the bener. So also \\·ith a police department 

or pr i son-~~llard u nit or pnlirical group wme sour 

and countless other ph1ces m ircd in C\'il and folly, 

'>Uch a'> the "orst of our big-city rcachcr'>' union<. 

that harm our children by pre,·cnting di.;;charge of 

incffccti,·e teachers. Therefore, some of the mo'>t 

usefu l mcmbers of our ci,·ilization arc those who 

arc willing to "clean house" when they find a mess 

under their ambit of eonrrol. 

\\'ell, naturally, all form~ of c\cco;o; of self-regard 

cau'>e much crror. H (l\\ could it be othen\ ise? 

Let us consider some foo li-;h gambling 

decisions. I n lotteries, the play is much lower when 

number:, arc distributcd randomly than ir is \\'hen 

the player picks his own numbcr. This i'> quire 

irrational. The odds arc almo-;t e\actl~ the same 

and much against the playcr. Becau'>e state lotterie~ 

take a(hantagc of man's irrarionallO\·c of self

picked numbers, modern man buys more lottery 

tickets than he otherwise would ha\'c, with each 

purchase foo lish. 

I ntcnsify man ·s love of hi'> O\\ n condusions b~ 

adding the possessory " ·allop from the "endo"·menr 

effect," and you will find that a man who has alrcad~ 

bought a pork-belly future on a t:ommodity exchange 

no\\ foo l ish ly belic\'es, c\·cn more strongly than 

before, in the merits of his '>pcculati,·e bet. 

.\nd fooli'>h sports betting. b~ people who Ion~ 

~port., and think they know a lot about relati,·e 

merits of teams, is a lot more addicti\'e than race 

track betting- partly b<::c.:aus<.: of man's a u tom~Hic 

O\'crappraisa l of his 0\m complic<Hed conclusions. 



,\1-.o c.:'rremely counterproducti\ e io; man's 

tendc.:nc~ to bet. time after rime.:. in gamcs of skill. 

like.: golf or poker, again~t pcoplc '' ho arc ob\'iousl~ 

much bctter players. Exccssi\ c Sclf-Rcgard 

'!Cndcncy diminishes the foolish bc.:ttor's accuracy 

in apprai-.ing his relative degrcc of talent. 

\ Ion.: countcrproducti\ e yct arc man ·s 

apprai-.al'i, typically excessive.:, of the quality of the 

future :-.c.:n ice he is ro providl: to his business. Il is 

m·erapprai-;al of these prospc<.:tivl: contributions wi ll 

frequently cause dis~hter. 

E 'CC'>'>C'> of self-regard often cau~c bad hiring 

tkci..,ion'> bccau~c employer'> gro'>'il~ o\·erappraisc 

the\\ orrh of their O\\'n conclu'>ions that rely on 

imprcs~ions in face-co-face contact. The correct 

antidote to this sort of fol ly is to underwe igh facc

ro-fa<.:c impressions and overweigh the applicant's 

pa~t rccord. 

I once chose exact!) this cour'oc of action 

'' hilc:.: I sen·ed as chairman of an academic search 

committee. I com·inccd fcl lo\\ committee 

rnembers to stop al l further inten·ie\\·s and simply 

appoint a person ,,·hose achie\ ement record ,,·as 

much better than that of an) other applicant. :\nd 

,,·hen it wa~ -;uggesrcd ro mc that J '' asn 't gi,·ing 

"acadcmic due process." I replied that l ,,·as the one 

being true to academic values because I was using 

academic research showing poor prcdicti\'C:: ,·alue of 

imprcss ions from face-to-face inren·icws. 

Because man is likel~ to be O\'Crinftuenced by 

face-to-face impressiom that b) definition im·olve 

his active participation, a job candidate who is a 

marve lous '·prest.::nrer" often causes great danger 

undc.:r modern cxecuti\'c..:-search practice. In my 

opinion, ll cwlcn-Packard faced just such a danger 

\\hen it interviewed the articulate, dynamic Carly 

Fiorina in irs search for a new CEO. And l belie' e 

(I) that Hcwlerr-Packard made a bad decision ''hen 

it chose \k Fiorina and (2) that this bad decision 

wou ld not have been made if l lcwlctt-Packarcl had 

taken the methodological precautions it wou ld have 

taken if it knc\\' more psychology. 

There is a famou'> pa'>'>age 'lome" here in 

rl (>lstoy that ilium in arcs the pO\\ cr of Excessi\ e 

Self-Regard ' fendcncy. ,\ccording w Tolstoy, the 

\\'orst crim ina ls don't appraise thc.:mseh'es as all 

that bad. They come to bclic,·e either ( 1) that they 

didn't commit their crimes or (2) that, considering 

the prc'>'>urcs and disath·anmg;cs of their li,·cs, it is 

understandable anrl forgivable thar they beha,·ed as 

the~ did and became'' hat they became. 

T he second half of the "' l(Jlstoy effect", where 

the man makes excuses for his fixable.: poor perfor

mance, instead of pro,·iding the fix, is enormously 

imporrant. Because a majority of mankind \\'ill try 

to get along by making" ay roo man~ unreason-

a bit: cxcu-.es for fixable poor performance, it is 

,·er~ important to have personal and institutional 

antidotes li miti ng the nl\'ages or SIJCh folly. On 

the personal leve l a man shou ld try to face the two 
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simple facts: ( I ) fixable but unfi,ed bad perfor

mance is bad c haracter and tends w create more 

of itself, causing more damage to the excuse giYer 

with each tolerated imtance, and (2) in demand ing 

places, like ath letic teams and Genera l Electric, 

you arc almost sure to he discarded in due course 

if you keep gi,·ing excuses instead of behaving as 

you should. The main institUtional anridorcs ro this 

part of the "Tolsroy effect" arc ( l) a fair, mcriro

cratic, demanding cu lture plus personnel handli ng 

methods that bui ld up morale and (2) severance 

of the worst o ffenders. Of coursc, when you can't 

sc,·er, as in the case of your own child, you must 

try ro fh the child as best you can. I once heard of 

a child-teaching method so effecti\ e that th e ch ild 

remembered the learning experience O\'Cr fifty 

years later. The chi ld later became Dea n of the 

USC School o f 1\ l usic and then re lated to me what 

his father sa id when he saw his child taking ca ndy 

from the stock of his employer'' ith the excuse that 

he intended ro replace it later. The father said, ··son, 

it wou ld be better for you to simply rake all you want 

and call )OU rself a thief every time ~ou do it." 

The best antidote to foll y from an excess of 

self-rega rd is to fo rce yourself to be more objective 

when you arc thinking about) ourself, your family 

and friends,~ our propert~, and the ,·alue of) our 

past and future acti\'ity. This isn't ea~y to do well 

and won't work perfecrly, but it wi ll work much 

be tte r rhnn simpl y lerring psycho logic~1 l nature take 

its normal course. 

\\'hile an excess of self-regard is often counter

productive in its effects on cognition, it can cause 

some weird successes from O\ erconfidencc that 

happens w ca use success. Thi -; factor acco unts 

for the adage: "Never underestimate the man who 

O\ erestimates himself." 

Of course, some high self-appraisals arc correct 

and -.en e better than false modest~. ~ loreo,·er, 

self-regard in the form of a justified pride in a job 

well done, or a life well li ved, i~ a large construc

t ive force. Without such justified pride, many 

more airplanes wou ld crash. "Pride" is anothe r 

word generally left out of psychology textbooks, 

and thi'> ornis-;ion is not a good idea. It is also not a 

good idea to construe the bible\ parable about the 

Pharisee and the P ublican as condemni ng all pride. 

Of all forms of useful pride, perhaps the most 

desirable is a j ustified pride in being trustworthy. 

~ loreO\·er, the trustworthy man, e'en after allowing 

for the incon\'eniences of hi-, chosen course, ordi

narii) has a life that a\·erages out better than he 

''mild ha\ e if he provided le~'> reliability. 

Thirteen: 
Overoptimism Tendency 

About three centuries before the birth of Chri st , 

Demosthcncs, the most famous Greek orator, said , 

"What a man wishes, that also will he be lieve." 



Demosrhene~. par'iCU out, was thus saying 

that man display'> nor only Simple, Pain-A,·oiding 

Psychological Denial bur also an excess of optimism 

e,·en when he i'> ;dread) doing ''ell. 

The Greek orawr \\<I'> clearly right about 

an excess of oprimi~m being the normal human 

condition, even wht.:n pain or the threat of pain 

is absent. Witness happ) people buying lottery 

rickets or believing that credit-furnishing, delivery

making grocery stores were going to displace a great 

many superefficient cash-~1nd-ca rry supe rmarkets. 

One standard anridore to foolish optimism is 

trained, habiwal usc of the 'iimple probability math 

of Fermat and Pa~cal, caught in m~ youth w high 

school o;ophomore'>. The mental rules of rhumb 

that e' olution gi' e.,~ ou to deal with risk are not 

adequate. Thq rc.,emblc the dysfunctional golf 

grip ~<HI \\Otdd ha\t.: if you relied on a grip driven 

by c\·olurion in'>tcad of golf lessons. 

Fourteen: 
Deprivai-Superreaction Tendency 

The q uantity of man's pleasure from a ten

doll ar gain docs not exactly march the quamiry of 

his displeasure from a ten-dol lar loss. T hat is, the 

loss c;eems w hurt much more than the gain seems 

to help. J\ fore<)\er, if a man almost gets something 

he greatly "ant'> and ha'> it jerked away from him 

ar rhe lasr momcnr, he wi ll rt:act much as if he had 

long O\\ ned the reward and had it jerked ;1\\·ay. I 

include the naturul human reactions to both kinds 

of loss e"Xperience-the loss of the possessed reward 

and the loss of the almost-possessed reward-under 

one description, Deprivai-Supcm:action Tendency. 

In displaying Depri\ al-Superreaction Tendenc~, 

man frequent!) incur'> disadvantage by misframing 

his problems. I le "ill often compare \\·hat is ncar 

in-.;tead of what really matters. For instance, a man 

with $10 million in his brokerage account wi ll often 

be extremely irritared by the accidental loss of $100 

out of the $300 in his wa llt:r. 

T he \ Jungers once owned a tame and good

natured dog that di-;playcd the canine version of 

Depri\'ai-Supern:acrion Tendency. There \\aS onl~ 

one way to get binen by this dog . . \nd that was 

to cr,· and take ~ome food '"'·ay from him after he . . 

a I read) had it in his mouth. I f you did that. this 

friend I) dog would automaticall~ bite. He couldn't 

help ir. :"othing could b<.: more stupid than for 

the dog w bite hi!) master. Bur the dog couldn't 

help b<.:ing foo lish. li e had an automatic Depri,·ai

Supcrreacrion ' lcndency in his nawrc. 

r lu mans are much the same as this \\ Iunger dog. 

A man ord inari i) reacts with irrational intens ity to 

e\'en a small lo'is, or threatened loss, of property, 

lo,·e, friendship, dominated territory, opportunity. 

'\tatu'i, or an~ other ndued thing. As a natural 

reo;ult, bureaucratic infighting o\·er the threatened 

loss of dominated tcrricor~ often causes immense 

damage to an in,rinnion as a "hole. This factor, 
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among others, accoums for much of the wi-;dorn of 

Jack Welch's long fight against bureaucratic ills at 

General Electric. Few businc~s leaders ha\ e ever 

conducted "iser campaigns. 

Dcpri,·ai-Superreaction 'H:ndency often 

protects ideological or rei igiou:, 'iews by triggering 

dislike and hatred directed toward 'ocal nonbe

lievers. T his happens, in pan, because the idea~ 

of the nonbelic,·ers, ifthey spread, will diminish 

the inAttence of views that are now supported 

by a comfortable enviro nment inc lud ing a srrong 

be lief-maintenance system. Un iversity li beral 

arts departments, law schools, and business orga

nizations all display plenty of such idcology-ba-;cd 

groupthink that rejects almost all conflicting inputs. 

\\'hen the Yocal critic is a former belie' er, hostility 

i'i often boosted both by ( 1) a concept of betrayal 

that triggers additional Oepri' ai-Supern.:action 

' lcndency because a colleague is lost and (2) fear'> 

that conflicti ng vie"·s will ha\"C extra per-;uao;i,·e 

power when they come from a former colle:~guc. 

T he foregoing considerations help account for the 

old idea of heresy, which fo r centuri<.:s ju'itified 

m uc h ki ll ing of heretics, frequently afte r torture 

and frequently accom plished by burn in g the' icrim 

ali,·c. 

I t is almost e'erywhere the case that e'aremcs 

of ideology are maintained w ith great inten-.it) 

and with great anripathy ro non-believ<.:rs, causing 

extreme-; of cogniri,·e dysfunction. T his happen~;, 

I believe, because two psychological tcndcncie~ arc 

u<;ua l l~ acting concurrently toward this same -.ad 

result: (I) lnconsistency-A,·oidance Tcmlcnc), plus 

(2) Oepri,·al-Superreaction Tendcnc~. 

One antidote to intense, deliberate main

tenance of groupthink is an extreme culrure of 

courtesy, kept in place despite ideological differ

ences, like the beha,·ior of the justices no\\ serving 

on the li.S. Supreme Court. Another antidote..: is to 

del iberately bring in able and arriculat<.: disbclie,·ers 

of incumbent groupth ink. Successfu l corr<.:cti\·c..: 

rnc..:asures to evil exam ples of groupthink mainte

nance hm·e included actions like that of D<.:rck Bok 

when, as president of H arvard, he startc..:d di-;~tp

prm·ing tenure appointments proposc..:d by ideo

logues at llan·ard La\\ School. 

E ,·en a one-degree loss from a I HO-dc..:grcc 'ic" 

"ill sometime create enough OepriYal-Superrcac

tion ' lcndcncy ro turn a neighbor into an enemy, a.., 

I once obsen·cd when I bought a hou-.e from one 

of two neighbors locked into hatred by a tiny tree 

newly installed by one of them. 

As the case of these two ncighbor11 il lusmm.:d, 

the clamor of almost any group of ne ighbors 

d isp laying irrational, extreme dcpri,·al-superreac

tion ovc..:r some trifle in a zoning hearing is not a 

pretty thing to watch . Such bad beha\ ior dri' e<, 

11ome people from the zoning field. I once bought 

some golf clubs from an artisan who" a., formcrl~ a 

lawyer. When l asked him what kind of Ia" he had 

pracriccd, I e'pected to hear him sa~. "cli,or<.c Ia\\." 

But hie; anc;wer was, ·'zoning Ia\\." 



Dcprivai-Supcrrcaction 'lendcncy has ghastly 

effects in labor relations. lost of the deaths in the 

labor strife that occurred before \\'oriel War l came 

when employers cried co reduce wages. Nowadays, 

we sec fewer deaths and more occasions when 

whole companies disappear, as competition requires 

either takeaways from labor-which it will not 

consent to-or death of the business. Oeprivai

Supcrreaction Tendency causes much of this labor 

resistance, often in cases where it would be in 

labor's interest co make a different decision. 

ln contexts other than labor relations, takeaways 

are also difficult to gee. l\1any tragedies, therefore, 

occur char would have been avoided had there been 

more rationality and less subconscious heed of the 

imperative from Dcprivai-Supcrrcaccion Tendency. 

Dcprivai-Supcrreaction Tendency is also a huge 

contributor to ruin from compulsion to gamble. 

First, it causes the gambler to have a passion to 

get even once he has suffered loss, and the passion 

grows with the loss. Second, the most addicti\·c 

forms of gambling provide a lor of ncar misses and 

each one triggers Depri,·ai-Supcrreaction 1cndency. 

Some slot machine creators arc vicious in exploiting 

this weakness of man. Electron ic machines enab le 

these creators ro produce a lor of meaningless bar

bar-lemon results that greatly increase play by fools 

who think they have very nearly won large rewards. 

Oeprivai-Superrcaccion rn~ndcncy often docs 

much damage to nun in open-outcry auctions. The 

"social proof' that we w ill nexc consider rends 

to com·ince man that the lase price from another 

bidder \\'aS reasonable, and chen Dcprinli-Supcr

reaction Tendency prompts him strongly to top the 

last hid. The best antidote to be ing thus triggered 

into paying foo lish prices at open-outcry auctions 

is the simple Buffett practice: Don't go to such 

auctions. 

DcpriYai-Superreaction Tendency and I ncon

sistency-Avoidance Tendency often join to cause 

one form of business failure. In this form of ruin, 

a man gradually uses up all his good assets in a 

fruitless attempt to rescue a big venture going bad. 

One of the best antidotes to th is folly is good poker 

skill learned young. The teaching value of poker 

demonstrates that not all effective teaching occurs 

on a standard academic path . 

I myself, the \\'Ould-be instructor here, many 

decades ago made a big mistake caused in parr by 

subconscious operation of my Ocprivai-Superreac

tion Tendency. A friendly broker called and offered 

me 300 shares of ridiculously underpriced, verv 

thinlv traded Belridge Oil ar $115 per share, which I 

purchased using cash I had on hand. The next day, 

he offered me 1,500 more shares ar the same price, 

wh ich I declined to buy partly because I could on ly 

haYc made the purchase had J so ld something or 

borrmYed rhc requ ired $173,000. This was a very 

irrational decis ion. I was a well-to-do man with 

no debt: there was no risk of loss; and simi lar no

risk opportunitic<> w~re nor likely ro come a long. 

Within two years, Belridge Oil sold our ro Shell at 
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a price of about $3,700 per share, which made me 

about $5.4 mil lion poorer than I would have been 

had 1 then been psycho logically acute. As this tale 

demonstrates, psychological ignorance can be very 

expens1ve. 

Some people may question my defin ing 

Oeprivai-Superreaction 'lendcncy to include 

reaction to profit barely missed, as in the \\'ell

documented responses of slot mach ine players. 

However, I believe that 1 haven't defined the 

tendency as broadly as I should. My reason for 

suggesting an even broader definition is that many 

Berkshire Hathaway shareholders l know never sell 

or give away a single share after immense gains in 

market value have occurred. Some of this reaction 

is caused by rational calculation, and some is, no 

doubt, attributable ro some combination of (1) 

reward superresponsc, (2) "srarus quo bias" from 

Inconsistency-Avoidance lendency, and (3) "the 

endowment effect" from Excessive Self-Regard 

Tendency. But 1 believe the single strongest 

irrationa l explanation is a form of Deprivai-Super

reaction Tendency. i\Iany of these shareholders 

simply can't stand the idea of ha,·ing their Berkshire 

Hathaway holdings smaller. Partly they dislike 

fac ing what they consider an impairment of identity, 

but mostly they fear missing our on fuwre gains 

from stock sold or given away. 

Fifteen: 
Social-Proof Tendency 

rl'he otherwise complex behavior of man is 

much simplified when he amomatically thinks and 

does what he observes to be thought and done 

around hin1. And such followership often works 

fine. For instance, what simpler way cou ld there be 

ro find out how to walk to a big football game in a 

strange city than by fo llowing the A ow of the crowd. 

For some such reason, man's evolution left him with 

Sociai-ProofTendency, an automatic tendency to 

think and act as he sees others around him th inking 

and acting. 

Psycho logy professors love Socia l-Proof 

Tendency bcca11se in their experiments it causes 

ridiculous results. For instance, if a professor 

arranges for some stranger tO enter an elevator 

wherein ten "compliance practitioners" are all 

silently standing so that they face the rear of the 

elevator, the stranger will oftcn turn around and do 

the same. The psychology professors can also use 

Sociai-Proof'lendency to cause people ro make 

large and ridiculous measurement errors. 

And, of course, teenagers' parents usually 

learn more than they would like about teenagers' 

cognitive errors from Social-Proof Tendency. This 

phenomenon was recently invo lved in a break

through by .Judith Rich Harris who clemonstr<Hed 

that supcrrcspcct by young people for thcir peers, 

rather than for parents or other adults, is ordained ro 



~omt: considerable extent by the gene<., of the young 

people. This makes it wise for parents to rely 

more on manipulating the qua l it~ of the peers than 

on t:'\hortations to their own offspring. t\ pcr!)on 

like ~ I s. ll arris, who can prov ide an insight of this 

quality and uti lity, hacked by nt:\\ reasons, has not 

lin:cl in \ain. 

.\ncl in th<..: highest reache~ of bu-.ines<;, it is 

nor all uncommon to find lcacl<..:r'i \\ ho display 

followcrship akin ro that of teenager<;. If one oil 

company foolish ly buys a mine, other oil eon1panies 

oft<..:n quick I) join in buying mines. So also if the 

purcha-.<..:d company makes ferrilit.<..:r. B()[h of these 

oil company buying fad-; actually bloomed, with bad 

result-.. 

Of cours<..:, it is difficult w idencif) and correctly 

we igh all the possible ways w deploy the cash Aow 

of an oil company. So oil company executi,·cs, like 

e\ er~ one t:l'iC, ha\·e made man~ bad uecisions that 

\\ere quickly rriggcred by discomfort from doubt. 

Going along with social proof prO\ ideu by the 

action of other oil companies end-. thi-. uiscomfon in 

a nawral wav. 

\\'hen will Sociai-Proof rlcndency be most 

<..:asily triggered? Here the answer i'> c lear from many 

exp<..:riments: Triggering mo'>t readil~ occurs in the 

pre:-.cnce of puzzlement or '>tre-.'>, and parricularly 

when borh e-.:i-;r. 

lkc:t ii\C <;tre<;s inrensif-ico; Social-Proof 

Tt:ndency, uisreputable salc.:s organizations, 

engaged, for instance. in such action a<> selling 

'>\\ ampland to schoolteachers, manipulate targets 

into -;iruations combining i-.obtion and stress. The 

isolation strengthens the social proof provided b~ 

both the knaves anti the people who buy first, and 

the scre-;s, often increased by fatigue, augments the 

targets' susceptibility to the ~ocial proof. And, of 

cour'>e. the techniques of our" orst "religious" cult'> 

imitate those of the kna,·ish <>aic'>mcn. One cult 

e\·en used ranlesnakcs to heighten the stress felt b) 

com·ersJon targets. 

Because both bad and good bella\ ior arc made 

contagious by Social-Proof' lt:ndency, it is high!~ 

important that human '>ocietie~ (I) stop any bad 

beha' ior before it spreau'> and (2) fo~ter and display 

all good beha,·ior. 

J\ ly father once told me that just after 

commencing law practice in Omaha, he wenr with 

a large group from :\"ebra ... ka ro South Dakota to 

hunt phea'>ants. :\South Dakota hunting license 

\\'U'>, c;a~, $2 for South Dakma re.,idcnrs and $5 for 

nonresidents. All the ~ebraska re-;idcnrs, one 

by one, signed up for South Dakota licenses with 

phony Somh Dakota addresses unril it was my 

father's turn. T hen, according to him, he barely 

pre\ cnrcd himself from doing" hat the others \\·ere 

doing, which was som<..: '>Ort of criminal offense. 

:-\or c\·eryone so rc~i.,ts the social contagion of 

bad bch,wior. And, therefore, we often gee "Serpico 

Syndrome," named to commemorate the state of a 
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ncar-totally wrrupt ::\e\\' York police di' i'>ion joined 

by Frank Serpico. He was then ncar!) murdered by 

gunfire because of his rcsisrance w going along \\ith 

the corruption in the di\'ision. Such corruption was 

being dri,·cn by soc ial proof plus incent i ve~, the 

combination that creates Serpico Syndrome. The 

Serpico story should be taught more rhan it now is 

bectu'>c the didactic power of it'> horror is aimed at 

a very important e' il, dri,·cn ... uh'>tantially by a very 

important force: social proof. 

In soc ial proof, it is not only action by others 

that mis lead'> but also their inaction. In the 

pre'>cncc of doubt. inaction b) orhcrs becomes 

social proof that inaction is the right cour'>c. Thus, 

the inaction of a great man) hy'>tander'> led ro the 

death of Kiu) Geno,·cse in a famou'> incident much 

discu'>'>Cd in introductory psychology courses. 

In the ambit of social proof, the o rr tsidc 

din.:ctors on a corporate board U'>ll<tll) dio.;play the 

ncar ultimate form of inaction. The) fail to object 

to an~ thing much -,hort of an a'\e murder until some 

public embarra'>'>mcnr of the board finally causes 

their intcn-ention. A typical board-of-directors' 

culture \\'aS once well described b~ m) friend . .J oe 

Roo.;enficld, a'> he o.;aid, ''They asked me if I \\'anted 

to become a direcror of ::\orrlnn;o.;t Bell, and it \\'as 

the la-,r thing they c\·cr asked me." 

In ath erti'>ing and sal eo.; promotion. Social-Proof 

' 1\.:ndcnc) i'> abour as strong a factor as one could 

ima~inc. " \lonkcy-scc, monkey-do" is tiH.: old 

phrase that reminus one of how '>trongly John will 

often" i ... h to do something. or ha,·e '><>mcthing, just 

becau-.e joe does or has ir. One inrere)ting conse

quence i'> that an ath·crriser will pay a lor ro ha,·e 

its ~oup can, instead of someone else's, in a movie 

scene involving soup consumption only in a periph

eral way. 

Sociai-Proof' Jendency often interacts in a 

pen er'>e \\'a~ "ith Em')/lealou-.) and Dcpri,·al

Supcrreaction ' ICndcncy. One '>Uch i ntcraction 

amused 111) family for year'> a'> people recalled the 

time when my cousin Russ and I , at ages three 

and four, fought and ho\\'led over a single surplus 

shingle" hile surrounded b) a' irrual sea of su rplu'\ 

shingle.;-.. 

Bllt the adult ,·ersions of thi'> occa'>ion, boosted 

by p~ychological tendencie-. pre-.en ing ideologies, 

<He nm funny and can bring do" n whole civiliza

tions. The ~ l iddk East no\\' present'> just such a 

tluear. By no\\' the resources '>pent by .lc,,·s, Arabs 

and all other-. m·cr a small amount of disputed land 

if di' idcd arbitrarily among land claimants, would 

ha' c made c\ cry one better off. e'en before raking 

into account any benefit from reduced threat of war, 

possib ly nuclear, 

Our-.idc domestic rclationo.; it is rare no\\ w try 

to re<,oh e di'>putcs by technique'> including discus

'>ion of impacts from po.;ychological tcndcncic~. 

Corhidering the implication'> of childi'>hnes<> that 

"cnrld be raised by such inclu<;ion, and the defects 

of ps)chology as now t<lltght, thi" result may be 

sound. But, giYen the nuclear '>takes no"· involved 



and the many fai lures in important negotiations 

lasting decades. 1 often \\'Onder if some day, in some 

way, more 11se of psychological insight wi ll eventu

ally improve outcomes. If so, correct teaching of 

psychology mancrs a lot. And, if old psychology 

p rofessors a rc even less like ly than old physics 

professors to learn nc,,· ways, which seems nearly 

certain, then we may, as !\ lax Planck predicted, 

need a new generation of psychology professors 

who have grown up to think in a different way. 

If only one lesson is to be chosen from a 

package of lessons irwo l ving Social-P roof T endency. 

and used in self improvement, my favorite \\'Ould 

be: L earn how to ignore the examples from others 

when they arc \Hong. because few ski lls arc more 

worth ha\i ng. 

Sixteen: 
Contrast-Misreaction Tendency 

Because the nen·ous system of man does not 

naturally measure in absolute scientific units, It 

n tust insteau rely on something simpler. The eyes 

have a so lution that limits their programming needs: 

the contras t in what is seen is registered. And as 

in s ig ht, so d oes it go, large ly, in the other senses. 

i\lorcovcr, as perception goes, so goes cognition . 

The result is man's Contrast-l\ lisreacr ion ' lcndcncy. 

Fe\\' psychological tendencies do more damage 

to correct thinking . Small-scale damages irwoh-c 

instances such as man's buying a n O\'erpriced 

$1,000 leather dashboard merely because the price 

is so low compared to his concurrent purchase of 

a $65,000 car. Large- scale damages often rui n 

li,·cs. as when a wonde rful woman ha,·ing terri b le 

parents n1arries a man who wou ld be judged satis

factory only in comparison to her parents. Or as 

when a man takes \\·ife number two w ho wotdd be 

appraised as <1 11 right on ly in comparison to wife 

number one. 

A particularly reprehensible form of sales 

practice occurs in the offices of some real estate 

brokers. A buyer from Ollt of the city, perhaps 

need ing to shift his fami ly there, , ·isits the office 

with little time a\·nilable. The salesman deliber

ately shows the customer th ree awfu l houses at 

ridiculously high prices. Then he shows him a 

merely bad house at a price only moderately roo 

high. And, boom, the broker often makes an easy 

sale. 

Contrast-t\ lisreacrion 'lcndcncy is rcnrtincl y 

used to cause disadvantage for customers buying 

merchandise and services. 'I(> make an ordinary 

price seem low. chc vendor \\'i ll , ·cry freq tJcntly 

create a highly artific ial price that is much higher 

than the price always sought, then advert ise his 

standard price as a big reduction from his phony 

price. Even when people know that this sort of 

customer manipu lation is being attempted, it wi ll 

often work to trigger buying. T his phenomenon 

accounts in parr for much advertising in news

papers. It a lso demonsrnrrcs th;Jt being ;nnm~ of 

psycholog ica l ploys is not a perfect defense. 
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\Vhen a man's steps a rc consccuti,·ely taken 

toward Jisaster, with each step being very srnall, the 

brain's Contrast-l\lisreaction Tendency will often 

let the man go too far to\\'aru disaster robe able to 

avoid it. This happens because each step presents 

so sma ll a contrast from his present position. 

A bridge-playing pal of mine once to ld me 

that a frog [()SSCU into Ycry hot water WOUld jump 

out, but that the same frog would end up <.lying if 

placeu in room-temperarurc water that was later 

heated at a ,·ery slow rate. l\ 'l y few shreds of physi

ological knowledge make me Joubt this account. 

But no matter because many businesses die in 

just the manner claimed by my friend for the frog. 

Cogn ition, m isled by tiny changes involving low 

contrast, ''ill often miss a trend that is destiny. 

One of Ben Franklin's best-remembered and 

most useful aphorisms is "A small leak wi ll sink 

a great ship." The uti lity of the aphorism is large 

precisely because the brain so often misses the 

functional equi,·alcnr of a small leak in a great sh ip. 

Seventeen: 
Stress-Influence Tendency 

Everyone recognizes that sudden stress, for 

instance from a threat, w ill cause a rush of adrena

line in the human body, prompting faster and more 

cxucmc reaction. And everyone who has taken 

P<>yr.h 101 knows th ~Jt stress makes Social-Proof 

'1 endcncy more powerfu l. 

In a phenomenon less well recognize<.] but still 

widely known, light stress can slightly improve 

perfomu111ce-say, in examinations-whereas hea,·y 

stress causes dysfunction. 

But few people know more about really heavy 

stress than that it can cause depression. For 

instance, most people know that an "acute stress 

depression" makes thinking dysfunctional because 

it causes an cxucmc of pessimism, often extendeu 

in length and usually accoiTipanicd hy activity

stOpping fatigue. Fortunately, as most people also 

know, such a depression is one of mankind's more 

reve rsible ailments. Even before modern drugs 

were ava ilable, many people afflicted by depression, 

such as Winston Churchi ll and Samuel .J ohnson, 

gaincu great achievement in life. 

t\lost people know very little about nonde

prcssivc menta l breakdowns inAuenccd by heavy 

stress. But there is at least one exception, involving 

the work of Pavlov when he was in his seventies 

and e ighties. Pavlov had won a obe l Prize early 

in life by using dogs to work out the physiology 

of d igestion. · 1 'hen he became world-famous by 

work ing out mere-assoc iation responses in dogs, 

initial ly sal inning dogs-so much so that changes in 

behavior triggered by mere-association, li ke those 

caused by much modern auvercisement, are today 

often said to come from " Pavlovian" cond itioning. 

\ \'hat happened to cause Pavlov's last work was 

espec ially interesting. During the great L eningrad 

F lood of the 1920s, Pado\· had many dogs in cages. 



Their habits had been rran'iformed. by a combina

tion of hi'i "Pa' lo,·ian conditioning'' plus standard 

reward responses, inro distincr and different 

panerns. A~ the waters of the Hood came up and 

receded, man y dog~ reached a point where they had 

nlmo'>t no airspace between their noses and the tops 

of their <:age'>. This subjected them co maximum 

'>Ue'>'>. I mmediatel~ thereafter. f>a, lm noticed 

that man~ of the dogs were no longer beha\ ine; 

<.1'> the) had. The dog chat formerl) had liked his 

trainer no,,· disl iked him, for exam ple. T his result 

reminds one of mod<..:rn cogn ition r<..:n.:rsals in which 

a person's love of his parems '>uddenly b<..:comes 

hate, a<; ne'' lm-c has been shifted '>uddenly ro 

a cult. The unanticipated. e\.trem<..: changes in 

Padm \dogs '''Hild ha,·c dri' en any good expcri

m<..:ntal sc iemisr into a n<..: ar-fren;.~ of curiosity. That 

was intked Pavlov's reaction. Bu t nor manY scien

tists "ould ha\·e done what Pavlov next did. 

.\ nd that was co spend the rest of his long life 

gi' ing srrc'>'>-induced nen <>ll'> breakdowm to dogs. 

after" hi<:h he wou ld rry m re' er~e rhe break-

tim\ ns. all the \\·hile k<..:eping careful experimental 

records. li e found ( I ) th at he cou ld class ify dogs 

sons to predict how easily a particu lar dog wou ld 

breakdown; (2) cha r rhe dogs hardest to break 

do\\ n ''ere also the hardest to return to their pre

break do" n '>tate; (3) char any dog could be brokt:n 

do,,n; and (4) that he couldn't re,er'>e a breakdown 

except h: reimposing srrcs'>. 

row, practica lly everyone i:-; re,·o lted by such 

ex peri mental treatment of man 's friend, the dog. 

\loreon:r, Pa' lov was Ru'>sian and did his last 

work under the Communi'>t'>. ,\nd maybe chose 

fact~ accou nr for the pre-.em e'treme, widespread 

ignorance of Pavlov's last work. Th<..: two Freud ian 

psychiatrists with whom I tried many years ago 

to discuss this \\Ork had never hea rd ofir. And 

th<.: dean of a major medica l <>chool actually asked 

me, -.e\ era I years ago. if an~ of Pa\ lo\ \ experi

mem-. "ere "repeatable" in e'perimcnrs of other 

researchers. Obviously, Pavlov j., now a sort of 

forgotten hero in n1edica l science.:. 

I first found a description of Pa\"10\·'s last work 

in a popular paperback," rirren by -.ome Rock

efeller-financed psychiatrist, '' hcn I ,,·as crying 

to figure.: our ( 1) how cult'> "orkcd their horrible 

mischief and (.2 ) what -.hould the law say about what 

rnlrcnts could do to "dcprogram" chi ldren who had 

b<..:comc brainwashed zombies. aturally. main

sr re;tm ht,,. objected w rhe zombies being physica ll ~ 

captured b~ their parent'> and next subjected to 

'>tre'>'> that would help to deprogram the effects of 

the stress they had endured in cult com·ersions. 

I ne,·e r wamed w get in to the lega l eonrrm·ersy 

that cxisted about th is subject. But I diu conclude 

that the conrro,·c rsy cou ldn 't be hand leu with 

maximized ratic,nality without considering whcther, 

:1'> Pado,·'s lasr work suggests, rhc he<n~·-handcd 

imposition of -;cress might be the only re\ ersal 

method that would work co remed~ one of the wor ... r 

evils imaginable: a srolcn mind. I have included 

this d iscuss ion of Pavlov ( I ) r><trtly out of gencrnl 

antagonism coward taboos, (2) partly to tTwkc my 
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ta lk reasonably complete as it considers stress 

and (3) partly because I hope some listener may 

continue my inquiry with more success. 

Eighteen: 
Availability-Misweighing Tendency 

This memal tendency echoes the ,,·ords of the 

song: ''\\'hen I'm not near the girl I love, I love the 

girl I'm ncar." 1\lan's imperfect, lim ited-capac ity 

bra in easily drifts into v;orking with what's easily 

available to it. J\nu the brain can't usc what it can't 

remember or what it is blocked from recognizing 

because it is heav ily influenced by one or more 

psychological tendencies bearing strongly on it, as 

the fellow is influenced by the nearby girl in the 

song. And so the m ind o,·en,·eighs what is easily 

available and rhus displays Availability-~ l isweighi ng 

Tendency. 

The main antidote w miscues from Avai labil ity

Misweighing 'tendency often involve procedures, 

including usc of checklists, which are almost always 

he lpfu l. 

Another antidote is to behave somewhat like 

Darwin d id when he emphasized disconfirm ing 

evidence. \\'hat should be done is to especially 

emphasize factors that don't prod uce reams of easily 

availab le numbe rs, instead of drifting mostly or 

entirely inro cons idering factors that do produce 

such numbers. Sti ll another antidote is to find and 

hire some skeptical. art iculate people with far-

reaching minds w act as advocates for notions that 

are oppos ite to the incumbent not ions. 

One consequence of this tendency is that extra

vivid evidence, being so memorable and thus more 

avai lable in cognition, should often consciously be 

undcm·eighed whi le less vivid evidence should be 

overweighed. 

Still, the special strength of extra-vivid images 

in influenc ing the mind can be constructively 

used (l) in persuading someone else to reach a 

correct conclus ion or (2) as a de,·ice for impro1· ing 

one's own memory by anaching ,.i,·id images, one 

after the other, to many items one doesn't want 

to forget. Indeed, such use of vivid images as 

memory boosters is what enabled the great orators 

of classical Greece and Rome to give such long, 

organized speeches without using notes. 

The great algorithm to remember in ueal ing with 

this tendency is simple: An idea or a fact is not worth 

more merely because it is easi ly available to you. 

Nineteen: 
Use-It-or-Lose-It Tendency 

All skills <lttenuare with disuse. I was a whiz 

at calcul us until age twenty, after wh ich the skill 

was soon obliterated by rotal nonuse. The right 

antidote to such a loss is to make usc of the func-

tiona! equivalent of the aircraft simulator cmployeu 

in pi lot train ing. This allows a pilot to continuously 



practice all of the rarely used ski lls that he can't 

afford to lose. 

Throughout hi~ life, a wise man engages in 

practice of all his useful, rarely used ski lls, many 

of them outside his discipline, as a sort of duty to 

his better self. If he reduces the number of ski lls 

he practices and, therefore, the number of sk il ls he 

retains, he will naturally drift into error from man 

,,·ith a hammer tendency. His learning C;,lp;,lcity wil l 

also shrink as he creates gaps in the latticework of 

theory he needs as a framework for understanding 

new experience. It is also essential for a think ing 

man to assemble his skil ls into a checklist that he 

rourinc lv uses. Any other mode of operation will 

cause h im to miss much that is import<lllt. 

Sk ills of a , ·cry high order can be maintained 

on lv with daily practice. T he pianist Padcrcwski 

once said thnr if he failed to practice for a single day, 

he could notice his performance dcrerior<ltion and 

that. after n "·cek's ,gap in practice, the audience 

could notice it as well. 

The hard rule of Use-I r-or-1 ,osc-Tt Tendency 

tempers its harshn<.:ss for the di ligent. I f a skil l is 

raised to fluencY, instead of mere ly being crammed 

in brief!, to enable one to pass some rest, then the 

skill (l) will be lost more slowly and (2) w ill come 

back faster when refreshed with new learning. 

These are nor minor advantages, and a wise man 

engaged in le<Hning some important ski ll ,,·ill not 

stop unti l he is really fluent in it. 

Twenty: 
Drug-Misinflue nce Tendency 

This tendency's desrrucri,·e power is so widely 

known to be intense, "·irh frequent tragic conse

quences for cognition and the outcome of life, that 

it needs no discussion here to supplement that 

previously given unde r "Simple, Pain-Avoid ing 

Psycho logical Denial." 

T,venty-One: 
Senescence-Misinfluence Tendency 

With advanced <lgc, rhere comes a natural 

cognitive decay. differing among indi,·idua ls in the 

earliness of its arri,a l and the speed of irs progres

s ion. Practically no one is good ar learning complex 

new sk ills \vhen , ·cry old. B11t some people remain 

pretty good in ma intain ing intense ly practiced old 

skills unti l late in life, as one can noricc in many a 

bridge rournamcnr. 

Old peop le like me get pretty skilled, without 

working at ir. ar disgu ising age-related deteriora

tion because social con,·cntion, like clothing, hides 

much dec line. 

Cnn ri n11011S rhinking ~mel learning. done wirh 

joy, can somewhat help delay what is inevitable. 
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Twenty-Two: 
Authority-Misinfluence Tendency 

Li ving in dominance hie rarch ies as he docs, like 

al l his ancestors before him, man was born mostly 

to fol low leaders, with on ly a few people doing 

the leading. And so, human society is forma lly 

organ ized into Jominance hierarchies, with their 

culture augmenting the nawral follow-the-leader 

tendency of man. 

But automatic as most human reactions are,\\ ith 

the tendency ro follow leaders being no exception, 

man is often destined ro suffer greatly when the 

leader is wrong or w hen his leader's ideas don't get 

through rropcrly in the bustle of life and are misun

derstood. And so, we find much miscognition from 

man's Aurhority-l\Iisinftucnce Tendency. 

Some of the misinftucnces are amusing, as in 

a case described by C:ialdini. A phvsician left a 

written order for a nurse n·cating an earache, as 

fol lows: "T,,u JtuiJ:S, Lwicc a Jay, 'r. ~.;ar."' The 

nurse then directed the patient to turn ove r and put 

the eardrops in his anus. 

Other vers ions of confused instructions from 

authority figures are tragic. ln World War II, a 

new pi lot for a genera l, who sat beside him in the 

copi lot's scat, was so anxious to please his boss 

that he misinterpreted some minor shift in the 

genera l's rosition as a direction to do some foolish 

thing. The pilot cras hed the plane and became a 

paraplegic. 

\Ve il, naturally, cases like this one get the 

attention of careful thinkers like Boss Buffett, who 

always acts like an overquiet mouse around his 

pilots. 

Such cases are a lso g iven attention in the 

s inwlator training of cop ilots who have ro learn to 

ignore certain really foolish orders from boss pilots 

because boss pi lots w ill sometimes err disastrously. 

Even after going through such a rraining regime, 

however, copilots in s imulator exercises wi ll too 

ofte n allow the simulated plane to crash because of 

some extreme and perfectly obvious simulated error 

of the ch ief pilot. 

After Corporal Hitler had risen tO dominate 

Germany, leading a bunch of believing Lutherans 

and Catholics in ro orgies of g<;;noc iue and other 

mass destruction, one clever psychology professor, 

Stanley Milgram, decided tO do an expe riment to 

determine exactly how far authori ty figures could 

lead ordinary people into gross misbehavior. In this 

expe riment. a man posing as an authority figure, 

namely a professor govern ing a respectable experi 

ment, was able ro trick a great many o rdinary people 

into giving what they had every reason to believe 

were massive electric shocks that inAictcd heavy 

torture o n innocent fe llow citizens. This experi

ment d id demonstrate a terrible result contributed 

to by Authority-Misinfl ucnce T endency, but it also 

demonstrated extreme ignorance in the psychology 

professoriate right after World War II. 



Almost any intelligent person "ith my checklist 

of psychological tendencies in his hand would, by 

simply going do\\'n rhe checklist, have seen thnt 

\lilgram 's experiment invoh·ed about '>ix pO\\erful 

p'>~ chological tendencie~ acting in wnAuence to 

bring about his C'-treme experimental result. For 

instance, the person push ing ~ J ilgram' s shock 

It:' er "as gi\'en much social proof from presence 

of inacti,-e b~ -.randc r'> \\'hose c;ilc.:nce communi

cated that his bchm ior was okay. Yet it wok o,·er 

a thousand psychologica l papers, pub lished bt:forc 

I got to ~lilgram, for tht: professoriate.: to get his 

experiment onl~ ahout ninet~ pcrcenr a<; \\'ell 

underc;tood a<; it \\Ould ha'e immediate!\ been 11\' . . 
an) intelligent per\on who used (I) any scnsiblc.: 

organization of psychology along the li nes of this 

talk, plus (2) a checklist procedure. This outcome 

di.,playing the dy.,functional thinking of long-dead 

professors dcscn c' a bctter explanation. I \\'ill later 

deal with the subjcct in a very he~itant fashion. 

\\'e can he plcasccl that the psychology profes

'>oriate of a former e ra \\ asn 'r quite a'> d) sfuncrional 

as the angler in m) ncxt-ro-last illustration of 

t\ u thori ty-1\ I is in fi uenn: 'len dency. 

\\'hen I once fi:;hed in the Rio Colorado in 

C o'>ta Rica, my guitlc.:. in a state of shock, told me a 

'>tory about an angler who'd earlier come to rhe ri,·cr 

without ever h<.l\ in,g fished for tarpon. A fish ing 

guide like thc one I hnd runs the boat and gives 

fishing ad,·icc, cswhlishing himself in this context 

a., the ultimate authority figure. In thc case of 

this guide, hi-, nari' e language \\HS Spanish, while 

the angler's nati,·e language was English. The 

angler got a big tarpon on and began submitting w 

many directiom from this authority figure called a 

guide: tip up, ri p dm\ n, reel in, crc. Final h-.'' hen 

it was necc'isar~ to put more pressure on the fish 

by causin,g more benuing of the angler's rou, the 

guide said in En,glish: "Gi,·e him the rou, gi,·e him 

rhc rod.'' \\'cll, the angler tlue\\ hi., expensi' e rod 

at the fish, and'' hen last seen, it \\as going down 

the Rio Colorado toward the occan. T his example 

shows how powerful is the tendencY to go along 

with an authority ligurc and ho\\ it can turn one's 

brain into mu'>h. 

~ly final example come!'> from business. ,\ 

psychology Ph. IJ. once became a CEO of a nl<ljor 

company and went'' ild, crearin,g an cxpensi\'e new 

headquarrcrc;, "irh a great winc cellar, at an isolated 

!'>itc. At some point, his underlin,gs rc;monsrrared 

that money wa:-; runn ing short. "' Etkc the money 

out of the depreciation resen·es," saiu the CEO. 

:'\ot roo ea<;~ bccau'ie a depreciation resen·e is a 

liabilit' account 

So stron,g is undue respect for authority that 

this CEO, and many e,·en worse c-xarnp les, have 

actually been all<l\\ ed to remain in control of 

important bu.,inC'>'> institutions for long periods after 

it ,,·as clear they ~hould be removed. The ob,·iou-; 

implication: Be carefu l whom you appoint ro power 

because a dominant authority figure \\'i ll often be 

harcl to remO\ c, aided as he will be by Authority

~ l isinfluenee ' lcndencY. 
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Twenty-Three: 
T"vaddle Tendency 

1\bn, as a social an imal who has rhe gift of 

language, is born ro pranlc and w pour OLI[ rwaddle 

that doc-; much damage when seriou~ \\Ork i!> being 

anempted. Some people produce copiou-; amounts 

of twaddle and others Yery link. 

A trouble from rhe hont:yb<.:e , ·crsion of rwaddlc 

was once demonstrated in an in teresting experi

ment. A honeybee normally r;m:s out and finds 

nectar and rhen comes back and doc!> a dance rhat 

communicate<> ro the other bee'" here th<.: nectar is. 

The other bee!> then go out and g<.:t it. \\'ell <>ome 

scit:nrist----clc,·er, like B. E Skinn<.:r- decided to 

sec how wdl a honeybee would do with a handicap. 

1-k put rhc nectar straight up. Way up. Wel l, in a 

natural sc..:ning, there is no nectar a long way straight 

up. and the poor honeybee doesn't ha\ c <I genetic 

program that i'> adequate ro handk what \he no" 

has w communicate. You might gucs<, that this 

hon<.:ybc..:c would come back to the hive and slink 

into a corner, but she doesn't. She comes into the 

hive and docs an incohe rent dancc. \\'e ll , a ll my life 

I've bc..:cn dealing with rhe human cquin1lenr of rhar 

hone~ bee . . \nd it's a very imporranr parr of wise 

admini-.rration ro keep pranling peoplc, pouring our 

t\\ addle, far away from rhe o;criou' "ork. . \ rightly 

famou:- Ca ltech cngineering professor, exhibiting 

m ore in sight rhan racr, once cxpn.:ssed his version 

of this idea as follows: "The principa l job of an 

academic administration is ro keep the people 

"ho don't maner from interf<.:ring "ith the work 

of the people thar do." I include this quorariun 

partly because I long suffcn.:d from backlash causcd 

by my version of rhis professor's convcrsntional 

manner. After much effort, l \\a\ able w impro,·e 

on I~ "lightly, so one of 111) rcasom for supplying the 

quotation i-; my hope that, ar lea'>t in comparison. I 

"ill appear tactful. 

Twenty-Four: 
Reason-Respecting Tendency 

T here is in man, particular!~ one..: in an ad\·anced 

culrurc, a naturaiiO\·e of accurate cognition and a 

joy in its exercise. This accounts for the wide~pread 

popularity o f crossword puzzlc\, othcr puzzles, 

and bridge and chess co lumns, as" ell as all games 

requiring mental skill. 

This tendency has an ol)\·iouo., implication. lr 

make-. man especial!~ prom: ro learn well "hen a 

\\ould -bc teacher gives correct rca<>ons for whar 

i:- taught, instead of s impl y laying out the desired 

belief ex cathedra with no reasons gi,·cn. Few 

practice-;, therefore. arc\\ iser than nor only thinking 

through rea-;ons before g i' ing order-. but also 

communicating these reason-. to the recipient of rhe 

ordcr. 

No one knew thi s better than Carl Rraun, who 

designed oil refineries \\ ith sp<.:crac1dar s kill a nd 



inregrity. He had a \'cry simple rule, one of many 

in his large, Teutonic company: You had ro tell \\'ho 

was to Jo \\'hat, Where, When, and \\'hy. And if 

you wrote a commun ication le<l\'ing out your expla

nation of why the addressee was to do wh<H was 

ordered, Rraun was likely to fire you because Braun 

well knew that ideas got through best when reasons 

for the ideas were meticulously laid out. 

In general, learning is most easi ly ass imi lated 

and used when, life long, peop le consistently hang 

their experience, acrual and vicarious, on a lattice-

work of theory answering the question: \Yhy? 

Indeed, the question "\\'hy?" is a sort of Rosen<\ 

stone opening up the major potenriality of n1ental 

life. 

U nfortunatc ly, Reason- Respecting Tendency 

is so strong that e\·cn a person's giving of mean

ingless or incorrect reasons will increase con1pli

ance with his orders and rcq ttcsts. This has been 

demonstrated in psychology experiments wherein 

"compliance practitioners" successfully jump co 

the head of the line:; in front of copying machines 

by explaining the ir reason: "I ha\'C ro make some 

copies." This sort of unfortunate byproduct of 

Reason-Respecting Tendency is a conditioned 

reflex, based on a widespread appreciation of the 

importance of reasons. And, naturally, the practice 

of laying ou t various claptrap reasons is much used 

by commercia l and cult "compliance practitioners" 

to help them get what they don't deserve. 

Twenty-Five: 
Lollapalooza Tendency-The 

Tendency to Get Extreme Conse
quences from Confluences of Psycho
logical Tendencies Acting in Favor of 

a Particular Outcome 

This tendency was nor in any of the psychology 

texts I once examined, at least in any coherent 

fashion, yet it dominates life. It accounts for the 

extreme resu lt in the \lilgram experiment and the 

extreme success of some cults that have stumbled 

through practice evolution into brin?;ing pressure 

from manv psychological tendencies to bear at 

the same time on conversion targets. The targets 

\'ary in susceptibi lity, like the dogs Pa\·lov \\Orkcd 

with in hi s o ld age, but some of the minds that are 

targeted simply snap into zo1nb iedom under cult 

pressure. Indeed, that is one cult's name fo r the 

conversion phenomenon: snapping. 

\Vhat are we to make of the extreme igno rance 

of the psychology textbook writers of yesteryear? 

fl ow cou ld anyone who had taken a freshman 

course in physics or chc tnistry not be driven to 

consider, abo\·c all, ho\\' psychologica l tendencies 

combine and \\'ith what effects? Why would anyone 

think his study of psychology was adequate without 

his having endured the complexity in volved in 

dea ling with intertwined psychological tendencies? 

\\'hat could be more ironi c than professors using 

ove rs implified notions while studying bad cogniti ve 
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effects grounded in the mind's tendency to use 

oversimp li fied algorithms? 

l will make a few tentative suggestio ns. 1\ laybe 

many of the long-dead professors wanted to create 

a whole science from one narrow type of repeat

ab le psychology experin1ent that was conduct-

ible in a university scning and that aimed at one 

psychological tendency at a rime. If so, these early 

psychology professo rs made a massive error in so 

restricting their approach to their subject. lt wou ld 

be like ph ys ics ignoring (1) astrophysics because 

it could n 't happen in a physics lab, plus (2) all 

compo un d effects. \Vhat psychological tenden-

cies could account for early psychology professors 

adopting an over-restricted approach to their own 

subject matrcr? One ca ndidate would be Avail

<lhili ty-l\ I iswe ighing Tl::ndcncy grounded in a 

preference for easy-to-control data. And then the 

restrictions wou ld eventual ly c reate an extreme 

case of man w ith a hammer tendency. Another 

candidate might be envy/jea lousy Tendency 

through w hich early psychology professo rs 

displayed some weird fo rm of em·y of a p hys ics 

that was misunderstood. And this possibi lity rends 

to demonstrate that leaving envy/jealousy out of 

academic psycho logy was never a good idea. 

1 now quitclaim all these hiscorical mysteries to 

my betters. 

\Vei l, that enus my brief description of psycho

logical tendencies. 

Questions and 
Answers: 

Now, as promised, I will ask and answer a few 

gene ral q uestions. 

l\fy fi rst is a con1pound question: Isn 't this list 

of psychological tendenc ies tautological to some 

extent compared to the system of Euclid?' rhat 

is, aren't there overlaps in the tendencies? And 

couldn 't the system he laid out just as p lausibly in a 

somewhat different way? The answers arc yes, yes, 

and yes, but this matters only moderately. Further 

refinement of these te nde ncies, wh ile desirable, has 

a limited practical potential because a Si!!;nifieant 

an10 unt of messiness is unfixable in a soft science 

like psycho logy. 

l\ ly second question is: Can you supply a real

world nwdel, instead ofc1 ~I ilgram-tvpe controlled 

psychology experiment, that uses yo ur system 

to iII ustrate mu l tiplc psychological tendencies 

interacting in a plausibly diagnosable way? The 

answer is yes. One of my favorite cases involves 

the McD onnell Douglas airliner evacuation test. 

Refore a new airl ine r can be so ld, the government 

requires that it pass an evacuation rest, during 

which a full load of passengers must get out in some 

short period of t ime. The government directs th at 

the test be rea I istic. So you can't pass by cvaCLt

ating only twenty-year-old ath letes. So ~ilcOonne l l 

D oug las scheduled such a test in a darkened 



hangar using a lor of old people a~ evtt<.:uccs. The 

passenger cabin was. say, twenty feet abo,·e the 

concrete floor of the hangar and was w be <.:Ya<:uatcd 

through moderate!) f-lims~ rubber chutes. T he fir<;t 

te.,r "as made in the morning. There "ere about 

twenty ,·ery scriOLI'I injuries. and the c,·acuation 

rook so long it fiunkcd the ti me test. So what did 

I\lcDonncll Oough1' ne't do? It rcpcat<.:d the rest 

in the afternoon, anti thi<> rime there'''"' another 

failure." ith about t\\cmy more 'icriou:, injuries, 

including onc <.:a'><.: of pcrmanent paralysis. 

\\'hut psyt:hologit:ul tendencies t:ontributed to 

rhi., terrible result? \\'ell, using my tendcn<.:~ list 

a'> a <.:hc<.:kli'>t, I come up \\'ith the folio\\ ing expla

nation. Reward-Superresponse ' J cnden<.:~ dro\'c 

l\ ld)onnel l Douglas to act fast. It couldn't sell 

it'> airliner until it pa-.-.ed the rest. \).,o pu-;hing 

the compan) \\a'> Doubr-.-\.\'oidancc 'Jcndency 

"ith its natural drin.: to arri,·e at a decision and 

run" ith it. Then the gon:rnmcnt's d irection that 

the t<.:st be realistic dron: Authorit)-1\ l isinftuence 

'Jcndcnc~ into the mischief of caw.ing \lcOonncll 

Douglas ro overreact b) using\\ hat \\a'l ob,·iously 

too dangerous a ((;sr method. By now the cou rse 

of act ion had been decided . so Inconsistency

t\\C>idancc 'lcndcnc) helped prcsen e the ncar

idiotic plan. \\'hen all the old people got to the 

dnrk hangar, " ·ith ib high airline cabin and concrete 

floor, the situation must have made ~kDonnel l 

Douglas employees very queasy, but they saw Other 

employees and -;upcn isors nor objccring. Social 

Proof Tendenc), therefore, swamped rhc q ueasi-

ne!)s. And th i-, allo\\'ed continued action as plannt.:d, 

a continuation that was aidt.:d by mort: Authority

l\ lisinfiuence ' lcndency. Then came the disaster 

of the morning te-.t with its failure, plu!) serious 

injuries . .\fcDonncll Dougla<> ignored rhe strong 

disconfirming <.:\ itknce from rhe failur~.: of the first 

test because confirmation bias, aided by the trig

gering of strong Dcprivai-Supem..:action Tendenc~, 

f<nored mainrainin~.?; the original plan . .\lcDonnell 

Douglas' Depri,al-Supcrreacrion Tendency \\a~ 

now like that\\ hich causes a gambler, bent on 

gcrring e\'C~n afrcr a huge loss, to make his final 

big bet. After all, I\lcDonnell Douglas was going 

to lo<>c a lot if it didn't pass irs te'>t a'> scheduled. 

1\ lorc psycho log)-based exp lanation can probably 

be made, but tht.: forego ing discussion is complete 

enough ro dcmon-.tratc the uri lit~ of my system 

,,·hen uo;ed in a checklist mode. 

:\ ly third <JlH..:'>tion is also compound: In the 

practical world, what good is the thought system 

laid our in this li-.t oftendencic'l? hn'r practical 

benefit prevented because the'><.: P'>~chological 

tendencies art.: so thoroughly programmed into tht.: 

human m ind by broad c\·ol tlt ion ltht.: combination 

of genetic and cultural evolution] Lhat we can't get 

rid of them? \Yell. the answer i'l that the tendencies 

an.: probabl) much more good rhan bad. Otherwi-,e, 

they \\·ou ldn'r lx: there, working prett) well for 

man, gi,·cn his condition and his limited brain 

cnpacity. So the Lcndencies can't be ~impl~ washed 

out auromaticall~. and shouldn't be. :\e,·errhc-
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less, the psychological thought system described, 

w he n prope::rly understood and used, enables the 

spre::ad of wisdom and good conduct and facilitates 

the avoidance:: of disaster. Tendency is not a lways 

destiny, an d knowing the tendencies and the ir 

antidotes can often help prevent trouble that would 

otherwise occur. I I ere is a s hort list of examples 

reminding us of the great utility of e lementary 

psycho logical knowledge: 

One: Ca rl Braun's communication practices. 

T wo: The use of simulators in pilot t ra ining . 

Th ree: The system of Alcoho lics Anonymous. 

F our: Cli ni ca l tra ining methods in medical 

sch ools. 

Five: The rules of the U.S. Constitutional 

Convention: tOta ll y secret meetings, no recorded 

vote by name until the flnal vote, HJtes reversible at 

any rime before th<.: end of the convention, then just 

one vote on the whole Constitution. These arc very 

clever psychology-re::spccting ru lcs. If the founders 

had use::d a different procedure, many people would 

have been pushed by l'arious psychologica l tenden

c ies into inconsistent, hardened positions. The 

ditc founders got our Constitution through by a 

w hisker only because they were psychologica ll y 

acute. 

Six: The use of G ranny's incentive-driven rule 

ro manipulate oneself tOW<Hd herrer pcrform<lncc of 

one's duties. 

Se,·cn: The I Iarvard Business School's 

emp hasis on decision trees. When I was young 

and foolish I used to laugh at the Harvard Business 

School. I said, "They're reaching twenty-eight

year-old people that high school a lgebra works in 

real life?" But later, I wised up and realized that 

it was very important that they do that to counter 

some bad effects fro rn psychological tendencies. 

Better late than never. 

Eight: T he use of autopsy equivalents at 

Joh n son & j ohnson. At most corporations, if 

yo u make an acquisition and it turns our robe a 

disaster, a ll the people, paperwork, and presenta

tions that caused the fool ish acquis ition are quickly 

forgotten. lobody wants to be associated wirh the 

poor outcome by n1emioning it. Bur at John son 

& Jo hnson, the rules make everybody revisit old 

acq uis itions, comparing predictions w ith outcomes. 

That is a very smarr thing ro do. 

Nine: The great example of Charles Darwin as 

he avoided confirmation bias, wh ich has morphcd 

in to the extreme anti-confirmation-bias method of 

the "double blind" studies wisely required in drug 

research by the F. O.A. 

' len: The Warren Buffett rule for open-outcry 

auctions: D on 'r go. 

l\ I y fourth q ue::stion is: \\'hat specia I knowkdgc 

problems lie buried in the thought system demon

strated by your list? 



\\ 'ell. one an ... wer i<> parado\\. In social 

p<i) cholo~y. the more people learn about th<.: system 

the le!->!'1 it is true, and this is\\ hat gi' <.:!'>the system 

its great va lue as a prevc nrer of bad outcomes and a 

dri,·er of good outcomes. This n.:s ult is paradoxical, 

and doc-,n 't rt:mind one of elementary phy-;ics, but 

'>O what. One can't I?:et all the parado' 011t of pure 

math. '>O "h) ... hould psycholog) he '>hocked by 

'><>me parado:-..? 

Then.; is also some pamdo;... in cogn ition change 

that works en:n when the manipu lated person 

kno\\!'1 he is being manipulated. This creates a sort 

of parado' in a parado'\, but, again, '>0 \\hat. r once 

much enjoyed an occa-;ion of thi-, '>ort. l drew this 

beamif'ul \\Oman as my dinner partner many years 

ago. I'd ne'er seen her before. She "as married 

to a prominent I ,os t\ngeles man. She sat <.lown 

ne-.:t to me, turned he r beautiful face up, and sa id, 

"Charlie, what one word accounts for) our remark

able '>Uccess in life?'' I kne\\ I "as being mani pu

l:trcd h) a practiced rominc. and I ju'>t lm eel it. T 

ne,·cr !'ICC this woman" ithout a link lift in nw 

-.p iri ts. {\nd. by the wtl), I told her I was rational. 

You' ll ha,·c to judge yo urse lf whether that's tnte. 

may be demonstrating some psychological tendency 

r hadn't planned on demonstrating. 

\I ) fifth question is: Don't we need more recon

ciliation of p'>ychology and economic'>? ~ l y answer 

is )CS, and I suspect that some s light progress is 

being made . I have he<Hd of nne '>llC'h exam ple. 

Colin Camerer ofCaltech, who work!-> in "cxpcri-

mcnral economics." devised an interesting experi

ment in which he caused high I.Q. ~rudents, playing 

for real money, to pay price A+B for a "securiry" 

rhcy knew wou ld turn in to A dollars at the end of 

the Jay. This foo lish action occum:d because the 

swdcnts were allowed ro trade with each other in a 

liquid market for the securit~ . . \nd some students 

then paid price .\+B becaust.: tht.:) hoped ro unload 

on other Mudents ar a higher price before the da) 

\\'a!'> O\er. \\'hat l will now confidently predict is 

that, tkspite Camerer's exrerimenm l outcome, 

most t.:conomics and corporate finance professors 

"ho '>ti ll believe in the "hard-form efficient market 

h) pothcsis" wi ll retain their original belief. ff so, 

rhi'> will be one more indication of ho" irrational 

-.man people can be when inA uenccd by psycho

logica l tendencies. 

\ J) sixth question is: Don 't mora l and pruden

rial problems come with kn owledge of these 

P'>~ chological tendencies? The am\\ er is yes. 

F or instance. psychological kno" ledge impro\e!> 

persua'i ivc power and, like other power, it can be 

used for good or ill. Ca ptain Cook once played a 

psychology-based trick on hi s seamen to cause rhcm 

to cat sa uerkraut and a,·oid scun·y. In my opinion, 

rhis action was both ethical and "ise under rhe 

circum.,rances. despire rhe deliberate manipulation 

im oh cd. But ordi narii)," hen you try ro usc your 

kno\\ ledge of psychological tendencies in the artfu l 

manipulation of someone whose trust you need, you 

will be making both a mora l and prudential error. 
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"Peter, you and 

Warren sucked 

T he moral e rror is obvious. The prudential error 

comes because many intelligent people, targeted for 

conscious manipulation, are li kely to figure out'' hat 

) ou arc trying to do and resent your action. 

\ I y final question is: Aren't there factual and 

reasoning errors in this ralk? T he answer is ye-;, 

almost surely yes. The final re' ision \\'a:- made from 

memory o\·er about fifty hours by a man eighty-one 

yea rs o ld, who never took a cour~c in psychology 

and has read none of it, except one book on dr..:l·cl

opmental psyc hology, for nearly fifteen yea rs. l ~ven 

so, I think the totality of m y talk " ·ill sta nd up 1 cr) 

me into rewriting 

this thing, and it's 

taken over my life." 

(February 2005) 
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we ll, and I hope all my descendant-. and friend'>\\ ill 

care full) consider what I have said. I en:n hope 

that more psychology professors'' ill join me in: 

( I ) making hea,·y usc of inversion; (2) driving for a 

complete description of the ps) chologica l '>Y'>tem -.o 

that it works better as a checklist; and (3) espcciall) 

emphasizing effects fron1 combinations of pc;~cho

logical tendencies. 

\\'el l that ends my ta lk. If in cons ide ring what I 

havt.: said you had ten percent the fun I had saying 

it, yo u were lucky recipients. 



Talk Eleven Revisited 

I 
n this Talk, made in 2000, I ga,·e favorahlc mention w Judith Rich Harris' 

strong-selling book The .\'utture Assumprio11. 'You will recall that this work 

demonstrated that peer pressure on the young is far more important, and 

parental nurture is much less important, than had been common lv recogn ized. The 

success of the book, with its vast practical implications, has an interesting story 

behind it: Long before the book was published, Ms. Harris, now 67, was kicked out 

of H arvard's Ph. D. program in psychology because Harvard believed that she lacked 

qual ities ideal in psychological research. Then, later, ou t of illness and obscurity, as 

she was pretty much housebound throughout adult life by unfixable autoimmune 

disease, she publ ished an academic paper on which her subsequent book was based. 

And for th at paper she won a prestigious mcual, named after the man who signed 

her dismissal notice from Harvard, awarded annually by the American Psychological 

Association for distinction in published writing. 

When I learned from her impressi,·e book that this ironic result had occurred, 

I wrote to H arvaru, my alma mater, urging it tO award Is. Harris, w hom I did not 

know, an honorary Ph. 0 .. or. better yet, a real Ph. D. I cited the example of Oxford. 

That g reat uni,·ersiry once allowed its best student, Samuel Johnson, to lca\'C 

without a degree because he ,,·as roo poor to continue paying tuition. Bur Oxford 

later made gracious amends. lt gave Johnson a doctorate after he conque red s ickness 

and became famous in a rough climb o nce described in his own 'n>rds: "Slow rises 

worth, by po,·erry oppressed." I failed utterly in my effort to convince Harvard to 

imitate Oxford in this way. But Harvaru did later recruit from liT one of the most 

fanwus living psychology professors, Steven Pinker, and Pinker is a big admirer of 

1\[s. Harris. From this step, we can sec one reason why irs liberal arts division is 

more highly regarded than most others. The d ivision's extreme depth often allows 

partial correction of bonehead errors that would flourish unopposed elsewhere. 

J U DIT H RICII HARRIS 
~•'""' •• Tttf Nl'.Rrl' Kf A\'il t..IPTIO ' 

~0 T\VO 
ALIKE 

H U,\.1A~ NATURE A~D 

H UMAN 1.-.:DI\' IDUALITY 

Judith Rich Harris 
(b. 1938) 

Judith Rich Harris is an 
independent investigaror 
and author. Her significam 
professional accomplishments 
include a mathemarical model 
of visual speech, textbooks in 

developmental psychology, and 
many influential professional 
articles. She is best known for 
The Nurture ksmnption ( 1998} 
and No liuo Alike (2006). Ms. 
Harris lives with her husband 
in New Jersey. 

Talk Eleven: The Psychology of Human Misjudgment 49i 



"And with that, 
1 have nothing 1nore to add." 

March 7, 2006 
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In 2006, Ms. Ilarris, struggl ing further through her unfixabk illness, has 

published another book, No T'lJJ'O Alike. The title is apt because one central question 

the author assaults is why identical rwins rurn our robe so different in important 

aspects of personality. Jler dogged curiosity and rigor in dea ling with this question 

remind me of both Darwin and Sherlock I Iolmes. And her so lution is very plausible 

as she collects and explains data from professional literature, including an interesting 

case wherein one of two identical twins became a success in business and fami ly life 

whi le the other twin went to Skid Row. I won't here disc lose ~ J s. H arris' desirably 

generalized answer ro her central question, because it would be better for rllmtlllttri' 

readers to first guess the answer, then read her book. If t-.ls. Harris is roughly right, 

wh ich seems very likely w n1c, she has twice, from a very handicapped position, 

produced academic insights of great practical importance in ch ild rearing, education 

and much e lse. 

How could this rare and desirable result happen? Well, by Ms. I Iarris' own 

account, she was "impertinent and skeptical , C\'Cn as a chi ld ," and these qualities, 

plus patient, determined sk ill , have obviously served her truth-seeking well, all 

the way through to age 67. o doubt, she was also assisted by her enthusiasm in 

destroy ing her own ideas, as she now demonstrates by apologizing for her former 

work as a rexrbook writer who repeated wrong notions, now outgrown. 

In this Talk T displayed some impertinency of my own by delivering an extreme

sounding message. Ir cla ims nothing less than (l) that academic psychology is 

hugely important; (2) that, even so, it is us ually ill thought out and ill presented by 

irs Ph. D. denizens; and (3) rhar my way of presenting psychology often has a large 

superiority in practical utility, compared to most textbooks. awrally, I believe 

these extreme claims arc correct. After all, T assembled the material contained in this 

Talk ro help me succeed in practical thinking and not to gain aclvanta~e by making 

public any would-be-c lever notions. 

If I am even partly ri~hr, the world wi ll eventually sec more psychology in 

roughly the form of this 'lalk. If so, I confidently predict that the change in practice 

"ill impruve genera l competency. 



Charlie Munger's 
Recollllllended Books 
"In my whole life, I have known no wise people (over a broad subject matter area) 

who didn't read all the time-none, zero. You'd be amazed at how much Warren 

reads-and at how much I read. My children laugh at me. They think I'm a book 

with a couple of legs sticking out." 

• Deep Simplicity: 
Bringing 01-der to 
Chews and Complexity 
John Gribbin, Random 
House (2005) 

• F. l .A.S.C.O.: 
The Inside Story of a 
Wall Street Trader 
Frank Partnoy, 
Penguin Books (1999) 

• l ee Age 
John & Mary Gribbin, Barnes & Noble (2002) 

• H ow the Scots Invented the Modern World: 
The True Story of H ow Western Europe's Poorest Nation 
Created Our World & EveTything in It 
Arthur H erman, Three Rivers Press (2002) 

• Models of My Life 
Herbert A. Simon, The liT Press (1996) 

• A Matter of Degrees: 
What Tempemture Reveals About the 
Past and Future of Our Species, Planet, and Universe 
Gino Segre, Viking Books (2002) 
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• Andrew Carnegie 
Joseph Fraz ier Wall, 
Oxford University Press 
( 1970) 

• Guns, Germs, and Steel: 
The Fates of Human 
Societies 
Jared M. Diamond, W. 
\\'. l orron & Company 
( 1999) 

• The Third Chimpanzee: 
The Evolution and Future of the Human Animal 
Jared ~1. Diamond, Perennial (1992) 

• Influence: 
The Psychology of Persuasion 
Robert B. Cialdin i, Perennial Currents (1998) 

• The Autobiography of Benjamin Franklin 
Benjamin Franklin, Yale Nota Bene (2003) 

• Living Within Limits: 
Ecology, Economics, and Population Taboos 
Garren Hardin, Oxford University Press (1995) 

• The Selfish Gene 
Richard Dawkins, Oxford University Press (1990) 

• Titan: 
The Life of John D. Rockefeller, Sr . 
Ron Chernow, \'image (2004) 

• The Wealth and Poverty of Nations: 
Why Some Are So Rich and Some So Poor 
DavidS. Landes, W. W. Norron & Company (1998) 
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• The Warren Buffett Portfolio: 
Mastering the Power of the Focus Investment Strategy 
Robert G. Hagsuom, \.Viley (2000) 

• Genome: 
The Autobiography of a Species in 23 Chapters 
!'dan Ridley, 1-Iarpe rCollins Publishe rs (2000) 

• Getting to Yes: 
Negotiating Agreement Without Giving In 
Roger Fishe r, \\'illi am Ury, and Bruce Patton, Pe ng uin Books 
(1 99 1) 

• Three Scientists and Their Gods: 
Looking for Meaning in an Age of Information 
Robert Wright, H arpe rCollins Publishe rs (1989) 

• Only the Pamnoid Survive 
Andy Grove , Curre ncy ( 1996) 

And a few from your editor ... 
• Les Schwab: 

Pride in Pe1/ormance 
Les Schvva b, Pacific Northwest Books (1986) 

• Men and Rubber: 
The Story of Business 
Harvey S. Firestone, Kessinger Publishing (2003) 

• ill/en to JV!atch My JV!ountains: 
The Opening of the Far West, 1840-1900 
Irving Stone, Book Sales (2001) 
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Pg. 503 1. " If Standard Oil Is Trying to be Greedy, It's Doing a Poor Job of It 
(A Tribute to the Good Gray Engineers)," 
Charles T. Munger, Los Angeles Times, October 1, 1978. 

Editor's Note: Charlie specifically requested that we state that this piece was written 
at the time "to irritate my left-leaning children. " 

Pg. 504 2. "Buffett's Right-Hand M an ... 
Charlie Munger Thinks Like Berkshire's Chairman," 
Robert Dorr, Omaha World-Herald, August 10, 1986. 

Pg. 506 3. "Mutual S avings and Loan Association letter of resignation," 
Charles T. Munger, vVesco Financial Corporation Annual Report to Shareholders, 
1989. 

Pg. 507 4. "A Perverse Use of Antitrust L aw," 
C harles T Mu nger, The Washingtort Post, Septe mber 1, 2000. 

Pg. 508 5. "Munger Science Center Nearly Complete," 
Harvard-Westlake Life, Spring 1995. 

Pg. 511 6. "The Not-So-Silent-Partner," Robert Lenzner and David Fondiller, 
Forbes, January 22, 1996. 

Pg. 519 7. "Optimism Has No Place in Accounting," 
Charles 1-: Munger, The vVashington Post, April 4, 2002. 
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s..n O<t • tll~ Put VI ;s 

If Standard Oil Is Trying to Be Greedy, It's Doing a Poor Job of It 
BY CHARLES T. MUNGER 

I am increasingly baffled by the current wave of crili. 
CISm of the Standard Oil Company of California (and other 
"B1g OJ!" comparoes) F~ullimders accuse them of greed. 
of anUSOClal conduct, and of huge profits. 

I keep track of the fortunes of Standard 011 bccau.•e 
some years ago my mother gave my v.'lfe $300 a~ a wed
ding gifL My wife invested the money in Standard's com
mon stock. As a result. I have become a regular reader of 
Standard's annual reporu. although my reading has never 
prompted me to purchase more Standard shares. There is a 
reason for my reticence. 

lf Standard Oil is trymg to be a greedy ohgopohst. tt 1S 
certamly doing a poor JOb of IL Smce the end of 1965, the 
market pnce per present share has mcreased about 22%. 
Meanwlu!e, inflauon ha& mcreased consumer pnces by 

Charles T. Mu1l{ler, a Loli Angeles attontey, ~~ tht cluur
man of the board of Blue Ch1p Sromps. 

about 102%. Dividends have increased, to be sure, from 
$1.03 per share in 1965 to an expected $2.55 per share m 
1978. But although thiS d:vidend increase has exceeded the 
inflauon rate by about one percentage point per year. 1t1s 
considerably Jess than the average wage increase durmg 
the same penod. 

A Standard Otl shartholder who purchased at the end of 
1965, and paid income tates of 10% on d!Vldends rece1ved 
smce then has actually lost purchasing power. The com
bined effect of mflatton and income taxes on the overall in
vestment return (considering both capital value and in. 
come l has produced a negative real return. There has been 
an average overall 2% loss per year in the purchasing 
power of the 1965 dollars commnLed. 

That in itself ts dlscouragmg, but what kept me from 
addmg to my wife's small stake over the years was Stan
dard's poor earrungs from the only assets I conSidered to 
be safely located-those m the United States 

In the five years between 1968 and 1972, before the 
foreign countries of the OPEC 011 cartel increased the pnce 
of oil by more than 400%, Standard's annual return on net 
assets located in the Untted States was very low. Even In 
1973 Its $184 million in reported U.S. earnings amounted to 
a return of only about 6% per year on net U.S. assets. The 
<~Ubstandard return from US. assets was compensated by 
fir-above-average eam.ngs abroad. By 1973, Standard. 
controlling ocearts of cheap oil m Saudi Arab1a and else
where, was earning $529 milhon, or well over 30% per 
year, on the SJ.6 billion invested in the eastern hemts· 
phere. The combination or very htgh !ore1gn earnings and 
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very low U.S. earnings made the average return on world
wide net assets approximately 10% per year between 1968 
and 1972-a substandard overall return fer a healthy cor· 
poration. 

outth1s SJtuauon changed in Standard's favor after 1972 
when OPEC, the oil cartel, made dramatic pr1ce mcreases. 
As a result. owners of oil located in the United States made 
higher profits. At the same time, Standard was forced to 
sell maJOr parts or tt.s foreign assets at low pnces to host 
governmen\8. In 1977, Standard earned about 10% on 1t.s 
net U.S. assets. whtle foreign earnings, although they had 
decltned greatly tn relauve sigruf1cance. 3Ull produced a 
h~gh return of about 19% on net fore~gn assets. Average 
return on worldwide net assets was about H%. compared 
to only 10% m the 1968· 72 penod. 

Should I as a consumer be annoyed because Standard 
Otl's profits are now a little higher? Or because It now 
earns 10% on net U.S. assets instead of the lower return it 
used to earn? 

I think not. Too often. because Its subnormal U.S. earn· 
ings have been masked by its htgh proftts from the pro· 
ducuon and sale of huge amounts of cheap Arabian o1l, 
Standard has been cnuc:zed as a profiteer. Once the com
pa1y d!d earn extraordmary-but now decreaSing- re
turns from fore1gn mvestmenL Rtsky p1oneertng 011 e.~
ploration projects undertaken by Standard Otl eventually 
led to the d1scovery of large amounts of oil in the Middle 
EasL Since thiS 011 IS cheap to produce. Standard realized 
large earnings, mostly from foreigners. 

My whole acquaintance with Standard 011, though ca
sual. irregular and remote, has left me wtlh a favorable 
ifl1>reasion or the company -al lc:~st compared to other 
large msututtons I have dealt With Standard's products 
have never gtven me any trouble. As a customer at its 
wholly owned gas stations. when I have negouaLed tranS· 
acuons I have been dealt wtth promptly and fatrly. In my 
30 years m California, Standard has not irntated me by 
causing maJOr scandals. When I dealt wnh Standard a few 
til:les as a young lawyer represenung Olher interests. l 
found it ponderous and bureaucrauc (as it probably had to 
be to maintain internal control and avo1d scandals at Its 
sire l but the soul of honor and essentially rational on all 
pants. 

Over the decades I have observed Standard's personnel 
palic1es. l found 1t to be a paternalisttc mentocracy-pro
moung 1ts workers based on ability. and separating them 

only occastonally and then w1th !manc1al compassiOn. 
My wue regularly rece1ves proxy statements from Stan· 

dard Otl-J)OSlUon papers wrmen by management to sollcn 
shareholder's votes. The statements mdicate that the 
board of directors feel a mgh degree of responsibility to 
shareholders, ordinary employes and consumers. Execu
tive pay and perquisites are quite modest compared to 
those m other companies of similar size. 

So far as I can observe, Standard IS dommated by en
gineering executtves, and 1ts engmeenng record Is excel· 
lent-precisely what I as a cittzen des1re from the control· 
ler of necessary but complex and dangerous assets like gas 
wells. refmenes, p1peltnes and tankers. 

For all these reasons. I don't begrudge Standard 1ts re
cent 10% annual return on U.S. assets. 

The 011 business has always been an intensive user or 
capital; nevertheless, its capital needs will soon increase 
~ubstantially. Our futu:e energy requirements. particularly 
tn the face of domestic-reserve exhausuon, will demand 
extensive research and development programs. And tn· 
vestments made m these areas are wtse ones. 

Consumers stand to suffer more 1! corporauons 1Jm1t 
remvestment tn energy development than they would 
from mmor gasohne pnce mcreases. I. personally. advocate 
the. h1gher pnces and Standard's h1gher earnmgs because 1 
beheve that they lead to h1gher remvestment and subse
quent consumer benefits. There is deftmtely such a thmg 
as a pro-consumer price increase, when the supplier's 
long· t.erm vitality is requ1red to support the consumer's 
long-t.erm vitality. And. as demonstrated by the htstory or 
my Wife's mvestment. consumers as yet need not worry 
that they are causing any unfatr bonanza for Standard 01l 
shareholders. 

As a busmessman. I have learnM (and have some assets 
and scars to prove It) tnat what1s work1ng well. 1f nour
Ished and support~ can usually meet add!Uonal demands. 
Conversely, what IS workmg poorly 1s usually e1ther un
correctable or 10 times harder to correct than you might 
thtnk. 

My business experience makes me react with horror 
from proposals by politicians to break up Standard Oil and 
1ts counterparts m "Big Otl." or turn many of thetr rune
lions over to the governmenL I thtnk we should reserve 
our ttnkenng for those insmuuons wh1ch are pllllnly de
tenorattng. r. for one, am qu1te sausf1ed wtth the work or 
the good grey engmeers at the Standard 01l Company of 
Cahforn1a. 
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~unday OOlorld--]jerald 0:11AHA. NEBRASKA AUGUST 10. 1986 
SECTION M,8 PAGES 

Buffett's Right-Hand Man . . . 
Charlie Munger Thinks Like Berkshire's Chairman 

By Robert Dorr 
World-Herold Stall Writer 

Los Angeles - Warren Buffett's closest business associ
ate says he and Bullett think so much alike that they usually 
agree instinctively on whether to go ahead with a major 
investment. 

Decisions involving many millions of dollars sometime.~ 
are reached in minutes, said Charles T. Munger, vice-<:hair· 
man of Omaha-based Berkshire Hathaway Inc. 

The tendency to think alike isn't always a plus, he said. 
"If a mistake goes through one filter, it is likely to go tnrough 
both." 

During an Interview In the modest downtown ol!ice where 
he works a.'l Duffett's 
right-hand man, 
Munger talked about 
his longtime associa· 
tion with the Omahan 
who head~ Berkshire 
Hathaway and is re
garded as one of the 
nation's top Inves
tors. 

Muaser. who ~ 
grew up in Omaha, 
worked as a yooth at 
the former Buffett M Buff tt 
and Son grocery \llger e 
store at 5015 Underwood Ave. operated by Warren Buffett's 
grandfather and uncle. 

But Munger, now 62, didn't meet Buffett until the two 
were adults. By then, Munger had graduated magna cum 
laude from Harvard Law School and had started a Los Ange
les law practice. 

Mutual friends arranged a meeting during a visit by 
Munger to Omaha in 1959, three years after Buffett began the 
investment partnership that he operated through the l960s. 

Sun Porch 
Buffet! and Munger, who had investment interests of his 

own. had dinner at JohMy's Cafe and talked about securities 
and the investment proces.~. 

Munger said he was amused when Buffet! described how 
he ran his investment business "from the sun porch at his 
hoose" with the help of a part-time bookkeeper. 

He was quickly Impressed "with the way his head 
worked," Munger said of Buffett. "We hit it off from the very 
beginning." 

In a ~ep.1rate interview in Omaha, Buffett said he first 
heard Munger's name during a 1957 conversation with an 
Omaha couple who became early investors in his part· 
nership. 

The investors were Dr. and Mrs. Edwin Davis, both now 
dead. Buffett had gone to the Davis home to explain his 
investment ideas. Dr. Davis asked few questi.ons during Buf· 
lett's presentation, but at the end a~reed to invest SIOO,OOl. 

Buffett said he asked Dr. DaVIs whv he had decided so 
quickly to invest that amount of money. "Because you re-
mind me of Charlie Munger ," he replied. · 

Even today, Bullett's and Mw1ger's voices sound alike. 
and although Buffett is the y0\ll1ger man at 5~. they even 
resemble each other somewhat in physicalllppearance. 

Two years after Buffett's investment presentation to the 
Davises, Mrs. Davis arranged for Buffett to meet Munger. 

Investment Expert 
The two gradually developed a close working relationship. 

In 1965. at Bullett's urging, Munger quit his law practice and 
turned to full-time investing. 

Munger invested on behalf of family members and former 
legal chents, as well as with Buffett. 

AJthough he is a lawyer, Munger contributes investment 
expertise rather than legal expertise to Berkshire Hathaway, 
Buffett said. 

Like Buffett. Munger is a generalist rather than a spe
cialist in one or two types of investments. "Charlie can ana· 
lyze and evaluate ;,ny kind of deal faster and more accu
rately than any man alive," said Bullell. " He sees any vahd 
weakness in 60 seconds. He's a perfect partner." 

The two partners haven't found it necessary to move to 
the same city. "Warren is happy where he is and I'm happy 
where lam." Mungl'r sa1d. 

They talk by phone about eight times a week on average. 
When it comes time to close a deal, they get togetht>r rn the 
same place. 

When one of the two is unavailable, the other has the 
authority to act, Buffett said. "We know so much about how 
each other thinks that we may move pretty far along even if 
the other isn't available." , . 

Their business relationship Isn't spelled oot m any con
tract. "It's more like a brother act," Buffett said. 

What You Get 
Most of the investment ideas are Buffett's, Munger said. 
He dC"..cribed Buffett :.s the s::~me in private or public -

open, pleasant and straight forward. No side of his person.~lity 
il. hidden, he said. "What you see Is exactly what you get. 

Buffett's natural manner "helps enonnously" in business, 
Munger said. 

"When yoo behave that way, people t rust you. 1l1ey ought 
to teach that in business school." 

Munger said he thinks business schools should require 
students to read the writings of Benjamin Franklin on human 
behavior before proceeding to technical courses. . 

Dealings based on mutuol admiration produce gOOd bust· 
ness results and few lawsuits, he said. " Think how much 
better your life would work if yoo coold do that." 

There's no doubt that Buffett has fun while working, 
Mw1ger said. 

" I have fun working. too, but he's off the wall," he said, 
Buffett's tenn for his office, Munger said, is "the pleawre 
palace." 

The lawyer said he couldn't recall Buffett getting angry. 
"Even when I took him fishing in Minnesota and upset the 
ooat and we had to swim to shore, he didn't scream at me." 

Mw1ger said he enjoys fishing; Buffett does not. They 
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have a common love of playing bridge. 
Munger owned 22,710 shares of 

Berkshire Hathaway str>ek as of lnst 
Mnrch 18. according. to information sent 
to stockholders before this year's an
nual meeting. Those shares would be 
worth $63.8 million at F1iday's closing 
bid price of $2,810 a share. 

During the interview. Munger said 
that more than half his assets consist of 
Berkshire Hatl1away stock. 

Munger has eight children and step
children from 18 to 38 in age. A sister, 
Mrs. Robert Estabrook, lives in Omaha. 

He is a supporter of the Harvard 
School. a private secondary school in 
Los An~eiPs. :md is longtime chief fi
nancial officer of Planned Parenthood 
of Los Angeles. 

Berkshire Hathaway's growth is "100 

percent certain" to slow after last 
year's spectacular results, Munger 
said, echoing a view voiced by Buffett. 

The divprsified company. with 
holdings in television, newspapers. in
surance and fumiture retailing, had a 
gain of S6t3.6 million, or 48.2 percent, in 
net worth during 1985. 

Buffett has said that if he were to die 
suddenly. Munger would take the reins 

of Berkshire Hathaw;w until a long
term successor could !xi found. 

If Buffett died now, the relationship 
between Berkshire Hnthawav and thP 
compnnies it p~11i ly or ft;lly owns 
wouldn't chnnge. Munger said. 

"People h~we sold (thei r businesses) 
to us expecting to operate in ::1 certain 
kind of culture. and that would con
I inue." 
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Reproduced on this page is a copy of the May 30, 1989 1etter of resignation of Mutual Savings and Loan Association from the 
United States league of Savings Institutions. 

JAtl= 
AND LOAN ASSOCIATION 

315 EAST COLORADO BLVD. • PASADENA, CAUFORNIA 91101·186ol 

United States League of Savings Institutions, 
1709 New York Avenue N. VI., 
Washington, D. C. 20006 

Gentlemen: 

May 30, 1989 

This letter is the formal resignation of Mutual Savings and Loan Association from the United States League of Savings 
Institutions. 

Mutual Savings is a subsidiary of Wesco Financial Corporation, listed ASE, and Berkshire Hathaway Inc., listed NYSE, 
which are no longer willing to be associated with the League. 

M utual Savings does not lightly resign after belonging to the League for many years. But we believe that the League's 
current lobbying operations are so flawed, indeed disgraceful, that we are not willing to maintain membersh ip. 

Our savings and loan industry has now created the largest mess in the history of U. S. firnmcial institutions. W hi le the 
mess has many causes, which we tried to summarize fairly In our last annual report to stockholders, it was made much worse 
by ( 1) constant and successful inhibition over many years, through League lobbying, of proper regulatory res~nse to 
operations of a minority of insured institutions dominated by crooks and fools, (2) mickey-mouse accounting whtch made 
many insured institutions look sounder than they really were, and (3) inadequate levels of real equity capital underlying 
insured institutions' promises to holders of savings accounts. 

it is not unfair to liken the situation now facing Congress to cancer and to liken the League to a significant carcinogenic 
agent, And, like cancer, our present troubles will recur if Congress lacks the wisdom and courage to excise elements which 
helped cause the troubles. 

Moreover, despite the obvious need for real legislative reform, involving painful readjustment, the league's recent 
lobbying efforts regularly resist minimal reform. For instance, the Lea!Jue supports ( 1 ) extension of accounting conventions 
allowing " goodwill" (in the financial institutions' context translate "atr'') to count as capital in relations with regulators and 
( 2) minimization of the amount of real equity capital required as a condition of maintenance of full scale operations relying 
on federal deposit insurance. 

In the face of a national disaster which league lobbying plainly helped cause, the League obdurately persists in 
prescribing continuation of loose accounting principles, inadequate capital and, in effect, inadequate management at many 
ansured institutions. The league responds to the savings and loan mess as Exxon would have responded to the oil spill from 
the Valdez if it had insisted thereafter on liberal use of whiskey by tanker captains. 

It would be much better if the League followed the wise example, in another era, of the manufacturer which made a 
public apology to Congress. Because the league has clearly misled Its government for a long time, to the taxpayers' great 
detriment, a public apology is in order, not redoubled efforts to mislead further. 

We know that there is a school of thought that trade associations are to be held to no high standard, that they are 
supposed to act as the League is acting. In this view, each industry creates a trade association not to proffer truth or reason or 
normal human courtesy following egregious fault, but merely to furnish self-serving nonsense and political contributions to 
counterbalance, in the legislative milieu, the self-serving nonsense and political contributions of other industries' trade 
associations. But the evidence is now before us that this type of trade association conduct, when backed as in the League's 
case by vocal and affluent constituents in every congressional district, has an immense capacity to do harm to the country. 
Therefore, the League's public duty is to behave In an entirely different way, much as major-league baseball reformed after 
the "Black Sox" scandal. M oreover, just as client savings Institutions are now worse off because of the Increased mess caused 
by league short-sightedness in the past, client Institutions will later prove ill-served by present short-sightedness of the 
League. 

Believing this, Mr. W arren E. Buffett and I are not only causing Mutual Savings to resign from the U.S. League of Savings 
Institutions; we are also, as one small measure of protest, releasing to the media, for such attention as may ensue, copies of 
this letter of resignat ion. 

Truly yours, 

MUTUAL SAVINGS AND LOAN ASSOCIATION 

~M:~ 
Chairman of the Board 



Sqlcnb.Y I, 2000 

AJf IHDEPE:CDE.IfT Jli tWSP'Al'[fl 

Charles T. Munger 

A Perverse Use of Antitrust ·Law 
As best I can judge from the Microsoft an

titrust case, the JU8tice Department beUeves 
the following: that any seller of an ever-evolv
ing, many-featured product-a produd that is 
constantly being imp~ by adding new fea
tures to every new model-will automatically 
violate antitrust law if: (I) it regularly sell~ its 
product at one all-features-included price; (2) it 
bas a dominant market share and (3) the seller 
plays "cat.ch-up" by adding an obviously e& 

sential feature that has the same function as a 
product first marketed by someone else. 

If appellate courts are foolish enougb to go 
along with the trial courtruUngin the Microsoft 
case, virtually every dominant higb-tecb busi
ness in the United States will be forced to re
treat from what is &andard competitive prnc
tice for firms all over the world when they are 
threatened by better technology first marketed 
elsewhere. 

No other country so ties the hands of its 
strongest busineslles-We can see why by taking 
a look at America's own history. Consider the 
!lord Motor Co. When it was the dominant U.S. 
automaker in 1912, a small firm-a predecessor 
of General Motors-invented a self-6tarter that 
the driver oould use (rom inside the car instead 
o( getting out to crank the c~. What Ford 
did in response was to add a self-starter of its 
own to its cara (its "one-price" package)-thus 
bolstering ita dominant business and limiting 
the inroads of ita small competitor. Do we really 
want that kind of coodud to be illegal? 

Or consider Boeing. Assume Boeing is sell
ing 90 percent of U.S. airUners, always on a one
price ba.'lis despite lhe continuous addition of 
better features to the planes. Do we really want 
Boeing to stop trying to make its competitive 
position stronger-as it also helps tl'llvelers and 
improves safety by adding these desirable fea
tures-just because some of these features were 
first marketed by other manufacturers? 

The questions po6ell by the Microooft C<ll>e 
are (1) What constitutes the impermissible and 
illegal practice of •tying" a separate new prod
uct to a dominant old product and (2) what con
stitutes the pennissible and legal practice of im
proving an exiaing one-price product that is 
dominant in the market. 

The solution, to avoid ridiculous results and 
arguments, is easy. We need a simple, imp~ 
ment-friendly rule that a new feature is always a 
permissible improvement if there is any plausi
ble argument whatever that product users are 
in some way better off. 

It is the nature or the modem era that the 
higbest standards or living usually come where 
we find many super~ccessful corporations 
that keep their high market shares mostly 
through a fanatical devotion to improving one
price products. 

The Microsoft 
prosecution threatens 
our best high-tech 
businesses. 

In recent years, one mlcroeconomic trend 
has been crucial in helping the United States 
play catch-up against foreign manufacturers 
that had developed better and cheaper prod
ucts: Our manufacturers learned to buy ever
larger, one-price pa~ of features from few
er and more-t.nJsted suppliers. Thi, ~tial 
modem trend is now threatened by the Justice 
Department. 

Microsoft may have some peculiarities of cul
ture tl]at many people don't like, but It could 

wtll be U1at good sollwar~ is now best devel
oped within such a culture. Microsoft may have 
been unwise to deny that it paid attention to the 
<:ampctitiveeffe<:t&of it&actioos. But this is the 
'course legal advisers <'ften recommend in a case 
such as this one, where motives within individ
uals at Microsoft were mixed and differed from 
person to person. A proper antitrust policy 
should not materially penalize defendants who 
make the government prove iL~ case. The in
cumbent rulers of the Justice Depar1ment are 
not fit to hold in trust the guidance of antitrust 
policy if they allow such considerations of litiga
tion style to govern the development of an
titrust law, a serious business with serious con
sequences 0\ltside the case in question. 

While I have never owned a share of MicrC>
soft. I have long watched the improvement of its 
software from two vantage points. First, I am an 
officer and part owner of Berkshire Hathaway 
Inc., publisher of the World Book Encyclopedia, 
a product l much admire because I know bow 
hard it was to create and because I grew up with 
it and loundthatithelped me throughout a long 
Ute .. 
l,_~ut despite our careful stewardship of World 
F"k. the value of its encyclopedia business was 
grossly and pennancntq impaired wbro Mlcro
jlOft started including a whole encyclopedia. at 
virtually no addition in price, in its software 
Package. Moreover, I beUeve Microsoft did this 
hoping to improve its strong business and 
knowing it woold hurt ours. 

Even so, and deapite the h~ dsmage to 
World Book, I believe Microsoft was entitled to 
Improve its aoltw.u-e as it did, and that our soci
ety gains greatly-despite some dsmage to 
some companies-when ita strong businesses 
are able to improve their producta enough to 
~ystrong. 

Second, I am chairman and part owner of 
Daily Journal Corp., publisher of many small 

newspapers mu.ch read by lawyers and judges. 
Long ago, this corporation was in thrall to ffiM 
lor its highly computerized oper111ion. Then it 
WM in thrall to DEC for an even more comput
erized operntlon. Now it uses, on a virtually 100 
percent basis, amazingly cheap Microsoft 90ft
ware in personal computers, in a atili more higb
ly computerized operation including Internet 
access that makes use of Microsoft's browser. 

Given this history of vanished once-domi
nant supplieB to Daily Journal Corp., Micro
soft's business position looks precarious to me. 
Yet, for a while at least, the pervasiveness of Mi
crosoft products in our business and elsewhere 
helps us-es weU as the courts that make use of 
our publications-in a huge way. 

But Microsoft software woold be a lousy 
product for us and the courts if the company 
were not always improving it by adding features 
such as Explorer, the Internet bi'OW!II!r Micro
soft was forced to add to WUidowa on a catch-up 
basis if it didn't want to strut moving backward 
instead of forward. 

The Justice Department could hardly have 
come up with a more hannfu1 set of demands 
than those it now makes. If it wins, our country 
will end up hobbUng its best-performing high
tech busincsacs. And this will be done in no at
tempt to gct public benefits that no one can ra
tionally predicL 

Andy Grove of Intel, a company that not long 
ago was forced out or a slllcon chip business In 
which it was once dominant, bas been widely 
quoted as describing his business as one in 
which •only the paranoid~: If this is so, 
as seems llkely, then Microeort should get a 
medal, not an antitrust prosecution, for being 
so fearful of being left behind and so passionate 
about improving its products. 

The writer is vice chairman of &rllshire 
HathawajJ Inc. 
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HARVARD-WES T LAKE 

S PRING 1995 

MUNGER 

SCIENCE 

CENTER 

NEARLY 

COMPLETE 

he Munger Science Center, scheduled for occupancy by the 

beginning of the 1995-96 school year, has been designed to serve 

Harvard-Westlake's Upper School science classes for the next century 

or so. 

The state-of-the-art facility, nestled below Seaver on the hillside 

overlooking Coldwater Canyon, includes a dozen customized laboratory· 

classrooms, a conference room, a computer center and a theater-style 

lecture hall with each of the 110 seats wired to accommodate laptop 

<:omputers.. All of the rooms will have the most 
up-to-date audiovisual teehnology and the whole 
building will be eomputer·networked. 

'"The problem with most buildings is that 
they don't build enough flexibility inlO them. Wetr~ 
to a55ure that it will .... 'Ork, and work well, for the 
better part of a century. I see no reason why it should 
btcome obsolete," says trustee Charles T. Munger, 
who, with his wife. Nancy, ha.s donated over $7 li 
million to date lor the new building. 

While the old adence d.usrooms in Harvard 
Hall were not e><adly obsolete. having been updated 
and remodeled periodically over the years. they were 
0\'tr-aowded and the eventual need to replace them 

had been obviouJ for more thAn a decade. 
"We were already short of science fadlitits 

before the merger. and then when we doubled up 
on the advanced grades. we had an enormous need. 
It was basically a no-brainer;· Munger says. "It would 
have been educational malpractice not to ha'e 
improved the Kience faciJities." 

Munger was involved in every aspect of ne 
planning from the onset, but he and Nancy did not 
initially expect to be quite to generous. pledging evtr 
larger and larger amounts as planJ lor the lacilily 
became more ambltiou.L 

"We sort of drifted Into It," he chuckled. 
CMtMUIHIIM'f"l 
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lunins bae' In his chair In the downtown Los 
Anaeleslaw ol~ol Munser. lbll .. & OltOn, where 
he no lonser practlc .. law, but oversee• wldeopread 
buslnHa end ln~ttment lnte'"'a. 

" It It th<l i&'1tlt donallon that Nancy and 
I have ever 1u1de.." 

Mu.,-bpattlcul&rlyproudof th<l~ 
tlon of th<l aclenco llculty Into the delian. 

"There b not!Uns in tlu buildinathat haon' 
been tusaed owr~ he oays. "I doubt U any RCOtld&ry 
acbool haJ ...,r had more lnputlrom the people who 
aro golna to do the teachina. They have been 
Jntlmotdy l"""ved In the pl&nnina; 

Mu.,- bellevn the belt buildinp ...,..k 
from a collatcratlon belweon a peal an:hitect and 
an inte:ltfaert owner, and MYI that Headmaster 
Thomoa C. H.odnu~ Dftctor ol Flnanoal Allain Rob 
Levin and Corutructlon Manaaer F'rank Hedtle tunc· 
tloned on beloall olthe acboolu "uceUent own.,.; 

""We were alJo tonunate 10 hll-w: the a.rcbi
toct, 10 Suh Puk. and the builder, Kurt F'ranzm, botb 
OJ JCbool ~nta," he hOIH. 

In the ut1y pl&nnina uaea. Upper School 
Science Chall John l'eulner wasdllpatched to inJpect 
Jdenee tadl~leo at public and private secondary 
tchool• and colleg .. a<7011lhe country. He, Levin 
and Heda• vJJited lar· ftung Khools lrom the .Ute 
ol Waohlngton to New Jertey, but Feulner says they 
were disappointed b)l much ol what they saw. 

"We were -Ina a lot olrepellllon, and the 
deciJion was made 10 ltop looklna and design our 
own:· Feulntt uld. "'We learned more about the 
proceu and what mlllake• o thers had made than 
diJc:overed aaythlna 10 copy. HarvaJ'CI.Welllake haa 
always been a leader. JO we decided Just to IAI<ethe 
best of what we'd-nand incorporate that and u .. 
the oxpertb< of our own facu~y:· 

Once tl\t tl1e wa• chosen. the architect 
worked with the varlou• ideu to til them into the 
avall&blo opace. 

"It lu ~ry difficult conltJ'\Jdlon, on • tight 
hillside olle, and we had 10 build rlahtln the middle 
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ofo JChoolyoar." MunserPOinuoot. "We had to make 
tOme el\ang<s during the coune ol construction. !be 
road- bad to be cbanaed:· 

In tile new buildinC. Feulner says. "We will 
hove olmosl tripled our usable ~ -. wbat we 

"""""""'The laboraiOr)l~combol. wit
countinaprq>~~rationA~ea.wiUbe 1.700~1-. 

Mony pooplt's- A~en'l thot blC. The prepar&

tion aru wil be the length of the buildins and aU 
cllemiltry lai>s will open into the same prep space. 
Tile same tiling soes lor all the sub dloclpllnes:· 

There will be twel"" laboratory-<:lawoonu, 
four more Uan in Harvard Ha.ll, with lour specl.aJJy 
equipped 10< bioloiiY. lour lor chemiJIJy. two lor 
physics and two multidloclpltnary lobs. 

Feuber poinu outtbat In Harvard Hall. there 
Is one fume hood. The Mul\l<f ~Center will 
hove two doo-lume hoodspor chemistry lab. 

"Some ochools hove none,-he~. 

Tht student work areas have been 
expanded. which is delirable bolh lor effiCiency and 
safety, and every clauroom will have a full 
audiovisuaJ and computer •yttem. 

l<achen' desks """" been cuotom deligned 
in an L shape. providlna room lor each teocber to 
work with two students. In tile fully equipped com
puter """"""center. tbere will be 29 computen. up 
from 12 in Harvard Hall 

OM laboratory wiU ba"" molorced beams 
to honB I.OO).pound welghu lor mechonk:s clemon
atrationa wlich feulner says •os rully cool." 

Teo<hers-.., COI\Milted on JUCh detoib u 
where to p<~the electrical outleu and whottinds 
of tables tt.ey wanted. Different benches were 
des.lgned lorbio iOIIY than lor chemistry and phys.lc:s. 

"Welrled to build In flexibility lor the future. 
and I can't soy enough pooitive things aboot Kurt 
Franzen. He tried to give us what we wanted and ...e 
bad abtoh.tely marvelous cooperation from 
everyone.- feulnet SIO)'I. 

-r1zy buically leflus alone 10 deoign in our 
way. unUte other ICbools I sow wbere the tudlers 

had little to say about what they needed. Tbert were 
no llmUAtlons or constraints. The considtratJon wu 
always whot was right 10< our needs. On behalf of 
the ac:lence departmeot. we art thtitled.-

-we art thrilled to hoft a donor who wantJ 

the -of iiJtlnd." -.,., SIO)'I. "Heal-.yspushed 
to makt ~ rllbl:" 

He said Munger felt the plannln1 ol the 
.science t.dlities to !be teachen. but was oelle"""'t 
about llrst·rate ventilation and heatina. and that the 
bulldlna far OJ<ceed current earthquake standards. 

"'We're a school built where there are e.arth
quakea.· Munser says. "It is the right way to hehaVO:' 

Munger himself Is a product of public JChoob 
in OmAha. Net>.asko. wbere ~was bom on January 
I. 1924 from Om.tho Central. he enrolled at 1~ 
Unlvenity ol Michigan. but cl>opped out after a year 
and a ball to Join the Army Air~ in Jarnwy 1943. 
While h the miliWy, he atlended the Unl..,rsity of 
New Nexico and the California lnttltute of 
TtchnoloiiY, graduating u a Second Ueutenant. 
Meteorologist. In June 1944. Aller his dlacbarge. he 
urned o low degree '""8na cum laii<M from Harvard 
law School. 

He practiced low at Musldt, Peeler &t Garmt 
in Loa Angeles. where be was a partner until leaving 
in 1962 to help esW>I1Jh Munger, 1bllea. HiUs &t 
~'*-.-tnownasMunger,1bla&tObon. 

In 1965 he gsve up pnctldng bw to-e 
mort ll:ne to his buslt>esslnterests. He Is 'lice choir· 
man of Berk&hire Hathoway. the lnve•...,nt firm 
headed by his longtime personal friend. War~n 
Bullelt. He bas been chalrman oft he board ol Blue 
Chip S"'mps, Ditedor of the New America fund, 
Chairman of the Board of the l.IJs Anstlts Doily 
Journal, and part owner oft he BuHolo /Vtwr. 

His community involvement oltO Includes 

servlna as Cbiel Finaocial Officff and lhlllee of 
Planned l'amltbood of Los Angelft. Thostee oft he 
HoopluJ of tbe Good Samaritan, and Pretideftt and 
foundes of !be Alfred c. Munger foundatloo 

Hos and Nancy's interest in tcklcabon has 

included her servke as atruttee to the Marlborough 
School and Stanford Univers.lty. and the Munaers 
donated a 40 x 80 loot swimming pool and shOwer/ 
changing facility to the YMCA <:..mp Whittle near 
Big Bear. Mrs. Munfltt 11 aloogtime mernher of the 

YMCA's Board of O.tedon. 
ChoriH and Nancy Munger"s involoement 

with Harvafli.Wettloke beaan u parents. E.Kh bas 
two children from prior manlageJ. and lour tovet her, 
and oil fi"" of their oons (Hal Borthwick '66, David 
Borthwick 70, Charl•s T. Munger. Jr. 74, Barry A. 
Munger '80, Philip R. Mung•r '86) are fll'Odualeo of 
Harvard School. Their three daughtero allended 

Marlborough and the Wettrldse School in Puadena 
··1 like the place. and I think we've made 

enormous,...,_. Munaer says. comparing his-. 
ings about ~Wettla.ke to a quotAtion born 
Daniel Weboter. who said ol Dartmouth Colleae· • tt 

b a small achool, but there ..., those who love ot " 

Munser became atruslee in 1969andserved 
as chairman of the boord of trustees from 1974 to 
1979. His quarter or a century u a member ol the 
Harvard and flarvard·Welllake boord o ltrullees sets 
a record for the longest aervice of any trustee. But 
if• not out oft he ordinary lor Munser himsell. who 
basse~ thotlona on the boord of I'Wlned Parent· 
hood of Los Angeles as well 

-1 am very pooud olthe school in~ way. 
It is outatandins ln tcklcation and In morol tone. It 
bas improved~ the yeor1.the laculty has steadily 
been upgn.ded. and there wu nothing wrong with 
it bdore. I regard It 1..1 one of u~ best institutions 
of ito type in the -ld. 

.. Many of the lludents have ....,r exper~ 
•need anything else. 10 they don't know what on 
unusual prlvil•se they ha~ but we trustees ma""'l 
at it ... 

Munser says he belieYes that '"I~ best way 
to set whot you want in file is to deservoo wbat you 
wont. and Harvard-Wettlalte deserYesthis bulldlna-
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Thartn~r 
Meet Charlie 
Munger, the Los 
Angeles lawyer who 
converted Warren 
Buffett from an old
fashioned Graham 
value investor to the 
ultimate buy-and-hold 
value strategist. 
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512 P oor Charlie's Almanack 

WARRE1' BUFFETT, probably the greatest inves
tor in modern American history, did not do it 
alone. He never claimed he did, bur so over· 
whelming has his public presence become that 
few people realize that for more than .iO y<•ar.< 
Buffett has had a not-so-silent partner who is as 
much the creator of the Berkshire Hathaway 
investment philosophy as is the master himself. 

Charles Munger is a 72-year-old lawyer and 
investor, a curmudgeon who lives in Los Ange
les, I ,300 mi les and a rwo-hour time difference 
from Buffett's headquarters in Omaha, Ncb. 
Munger and Buffett complement each other 
beautifully. Munger comes on more arrogant 
and cmdirc, while Buffett comes on modest and 
folksv. But that's the surface in both cases. 
Und~rneath, these arc rwo minds in almost 
uncanny sync. 

"1 probably haven't talked to anyone on Wall 
Street one hundredth of the times I speak to 
Charlie," says Buffett. Charlie Munger is the 
quintessential realist against whom Buffett tests 
his ideas. "Charlie has the best 30-sccond mind 
in the world. He goes from A to Z in one move. 
He sees the cs.1cnce of everything before you 
C\'en finish the sentence." In 1978 Munger was 
named vice chairman of Berkshire Hathawav 
and in 1983 chairman ofWesco Financial Corp:, 
a finance company that's 80% controlled by 
Berkshire. He is also a director of Salomon Inc. 

To understand Munger's influence on Buffett 
you ha,·c ro recall the gradual evolution of the 
latter's in\'esrment philosophy. The Omaha 
phenomenon began as pure Ben Gral1arn-buy 
cheap stocks at giveawa)' prices if possible and 
sell them when they arc no longer cheap. You 
figure out when they arc cheap by careful bal
ance sheet analvsis. Buffen still follows d1e 
Gral1am precepts of careful analysis, but it's 
been years since Buffett has bought stocks that, 
by Graham's standards, arc cheap in terms of 
assets, earnings or cash flow. Nor does he, in 
classic Graham sryle, look to sell holdings when 
they catch up with the market. 

o,·cr the years, especially in the 1980s and 

Forbes • January 22, 1':1':16 

I 990s, Buffett has mo,•cd closer to the concept 
of one-decision growth stocks-buy 'em and 
hold 'em fore\'er, or at least until their funda 
mentals deteriorate. 

l.o~a -Cola wa.~n 't c-heap hy convenrinnal 
standards when Berkshire Hathaway first 
bought it in 1988. On The Street it was regard
ed as an excellem but fully valued stock. Coca
Cola has since appreciated by close to 600%, or a 
compound annual rare of return of some 25%, 
but Berkshire has taken not a penny in profits 
and has sold not a single share. 

What distinguishes Buffett and Munger from 
the herd that went to its doom in I 974 with the 
Nifty 50 one-decision growth stocks is this: In 
true Ben Graham f."lshion Buffett and Munger 
do their homework. Berkshire Hathaway's one
decision picks- Coca-Cola, Washington Post 
Co., Geico, Gillette, Wells Fargo, Buffalo News 
and Dexter Shoes- were chosen only after ex
haustive analysis of balance sheets and of social 
and economic trends. Where most analysts saw 
only good bur fully valued properties, Buffen 
saw fTanchises that were priceless, virtually im
mune from inflarion and capable of continued 
growth compound interest 1nachines, in 
short. None of the flashes in the pan here like 
Avon Products or Xerox that passed as bu}•-and
hold-forever stocks 20 years back. 

In that gradual synthesis of Graham and one· 
decision theory, Charlie Munger played rhe 
creative role. Bufiett says: ''Charlie shoved me 
in the direction of not just buying bargains, as 
Ben Graham had taught me. This was the real 
impact he had on me. lt took a powerful force to 
move me on from Graham's limiting views. It 
was the power of Charlie's mind. He expanded 
my hori1..ons ." 

As if completing Bufii:n's thought-though 
in a separate interview- Munger explains fur
ther: "We realized that some.company that was 
selling at two or three times book value could 
still be a hell of a bargain because ofmomcmums 
implicit in its position, sometimes combined 
with an unusual managerial skill plainly present 
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Should Berkshire go for all 
Disney stock? Or choose half 
stock and half cash? Maybe 
with the Dow over 5000, it 
should cash in all its chips. -

The OPM factor 

You rRORAKLY never 
thought of it this way, but 
buying Berkshire Hatha 
way stock is a way of buying 
on margin a portfolio of 
inv~tmcnts assembled b)• 
Warren Buffett and his 
longtime partner, Charles 
Munger. On m;ugin! 
Yep, even if you pay a I cash, 
n~th Berkshire Hath~nay 
~ou get the lc1 eragc 11ith· 
out the risk of margan 
c.tlls. Best of .tll, the bor· 
rowed money C05ts Bcrk 
shin= nc't to nothin11-so all 
of the profit made from u 
accrue~ to shareholders. 
Thus Bcrkshan= ll~tha 

I 
way ~han=holders ha1e 
working for them .tll the 
ad' amagcs of lcverase 
11ithout all of the risks. 
Selling at a prcmaum of35' 
over asset value, the stock 
loolu grouly 01crpnced. 
But f.tctor in the lc1erage, 
and the prcmaum looks a lor 
less in1posing. Says Buf 
fen: "There i~ lc~ of a pre· 
mium in the stock than it 
appears." 

Expl,tin~ Munger: 
"Warren and I an= chicken 
about buying stocks on 
margin. There's ahv:~ys a 
slight chance of catamo· 
phc when you own sccuri· 
tics pledged to others. 
The ideal is to borro11 in a 
way no temporal') thing 
can dasturb you." 

Which is pn=md}' what 
Berkshire Hathawaydocs: 

8 0 

I r im esrs nor only irs 
\hare holders' equity but 
also $13.4 billion-
S 11 ,700 per shar~f cs· 
senrially intercsr·frcc, 
borrowed money. 

T h at'> why Buffett can 
say that the premium on 
Berkshire stock is less 
than it appears. By the pub· 
lished figures, this 
$32,050 srock has a per 
share book 1'3luc of 
$23,780. Roughly speak· 
mg, for ~VC:I')' S I ,000 in 
Berkshire assets, share hold· 
~rs get another $500 in 
orM as its sla1c. Add 111 that 
Other People's Money 
(Ht tl111n~which works 
JUSt as hard for sharehold· 
crs as the asscrs-and much 
of the premium l'anishcs. 
Som~ of th~ OrM de· 

ri\'eS from the Buffi:tt· 
Munger buy·and·rarcly· 
sell strategy: Thus hefty 
capital gains taxes arc ac
crued but scam few arc 
p:Ud; by October 1995, 
Berkshire had a $5.1 billion 
deferred tali liability but 
paid onl)• $155 million to 
the IRS. 

Munger: "The object 
is ro buy a non-dividend· 
paying stock rhnr com· 
pounds for 30 years at 15% 
a year and pay only a sin· 
gle rax of 35% at the end of 
the period. After taxes 
this works out to a 13.4% 
annual rate of return." 

Next comes the insur· 
ance comp~ny "float." 
Float is ~ technical term 
referring to the pro,isions 
for unpaid churns and the 

in some indh·idual or o ther, or some \\~rem or orhcr " 
Coca-Col~ fits that pattern So do S~c's Candtc\ and the 

Washington Post Co. Mun~cr >a\) "1\ 'c amend to hold 
Coca-Cola fore1er." 1-orc,·cr? Thar·, a 11orJ not to be 
found in Ben Graham's amcstmcnt lcxl(un. 

Com em tonal wa~dom >3H that no nne C\ cr "cnt 
b roke taking profits Munger Jocsn't thmk that \\J\', 

"There arc huge ad1 a mage~ ti1r an mdt11dual to get 
into a position " here you m.1kc a few great 1111 eqmcnrs 
and just )It back. You're pann~ lc)) 10 brokers You' re 

premiums paid in ad,•ancc 
by the insured," hich arc , 
of course, held and u>cd by 
the insurance company 
pending the payment of 
claims. 

T his is virrually free 
money for the insurer, 
though sometimes it 
must be dipped into for 
paying out claims. The 
Berkshire Hathaway insur· 
ancc company "Hoar" is 
53.8 billion, soon to be 
$6.8 billion, with the am 
minenr absorption of auto 

Berkshire's 
secret 
weapon 

insurer Gcico. 
Then there's Berkshire 

Hatha,Hy's debt of$ 1.5 
billion, the on I~· part of 
Ot'M thai costs any money 
at all. Big deal: The inter· 
est rare i; a paltl')' 6.5%. 

"We regard our float as 
a vcrr >i~~:nificanr a~o;cr," 
says Bufli:tt. "We proba· 
bl)' hai'C as large an amount 
of float wmparcd ro our 
premium volume as 1irrual· 
ly any propcrt)' and casu 
alty compan} there: is-and 
that'~ intentional " 

The Other People's Money headquarters 
Berkshire H•tbaw•y •cqulreclltllntu,. 
•nee oper.tlon for 58.5 million In 1917. 
Now It hu $19 billion In aurplue. But the 
heeclq~~•rters h•SD't ch•n•ecl. -

l"or~' • J,.nu.ar" 22 . 191)6 
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listening ro less nonsense." 
Bcsr ofall, Mungersa1-s, vou don't ha1e wpa1•offthc ta' 

collector e1 cry year. "If 1t "ork$, the go1 crnmental rax 
S}"Stem 191es 1·ou an ntn one, 1"\IO or three percenragc 
poinrs per annum with compound effccn " Munger is 
referring ro "hu most mvcstors kno" in theory bur •snore 
in practice: that the !>O·callcd capual gams ta\ IS no capnc.ll 
gains r:ax ar all. It i~ a transaction ta~ ~o mnsacrion, no 
rax. Since profit·uking tmohe~ transawons 1t obliges you 
to take the IRS mas a panncr. With pro·its not u ken, there 

Had Berkshire had to 
borrow that money at pre· 
vailing interest rates, the 
cost would have been close 
ro $800 million a year. 

All insurance compa· 
nics have Aoat. Berkshire 
H athaway's is different. 

What makes ir different 
is that a portion ofir is in so· 
called super car policies. 
lr all staned back in early 
1967, when Berkshire 
Hathaway paid SS.S mil· 
lion for rwo small Omaha 
insurance companies, Na-

Forbes • Janual) 22 , 1996 

tionallrdcmniry:~nd Na· 
tional Fire: & MJrinc. The 
two uny underwriters 
had $17.3 million in so· 
called Aoat-or double 
the companies' acquisition 
CO~t. 

Around this small ac· 
quisition, Bcrk~hire dcvcl· 
oped a big business ln 
writing super catastrophe 
insur:~nce-which is rein· 
surance on reinsurance . lr 
works like this: An insur· 
ance company is heavily ex
posed, let's say, to homes 
in southern California. 

f \Vhat if an eanhquake 
, de1"35Utes the place? The 

msurance company lays 
off some of 1ts nslt to Bcrk
shuc Hathaway or anoth· 
cr company, which agrees 
to pay pm of its claims 
over a certain amounr- re
insur.~nce. Sometimes the 
reinsurer wants to by otf 
some ofits risk. So it buys 
super cat insurance. Berk· 
shire H~thaw.ay seUs it to 
them, too. 

This is oicky business 
bur immensely profitable. 
When Berkshire Hatha
way writes a super cat poli
cy, ir takes the entire pre
mium, say 15% of the f.tcc: 
value, as a reserve for the 
first year. At the end of the 
year, if the horrendous 
eJnhqu:tke or wind srorm 
d1dn't happen, "we've 
made the money," says 
Munger. Berkshire Hath· 
away then books the fuU 
premium as income. 

You can view the whole 
thmg as a sophisticated 

"Warren and I are thitken 
about buying stotks on 
margin. There's always a 
£Ugbtthanteofeatutropbe 
when you own seturities 
pledged to others." -

kind of gambling: A hur· 
ricane could sweep away 
much of southern Flori
da. Berkshire is, in effect, 
betting that ir won't hap· 
pen, and sets the odds in irs 
FJvor by charging a pre· 
mium of15% of the policy's 
fuce value. 

Tfrhe sky doesn't full 
that year, Berkshire wins 
the entire bet. Tfit loses? 
The odds of another major 
earthquake in the Los 
Angeles basin in any single 
year arc 20-to-l, in Buf
fett's opinion. An canh
qu:tkc ausing $30 billion 
in damage would cost Berk
shire up to Sl billion; 
spread over 20 years that's 
SSO million a year. The 
1'\onhridgc quake, which 
cost insurers about Sl2 
billion, cosr Berkshire 
hardly anything. 

Munger says that Berk
shire's worst-case annual 
loss from super cat insur
ance would be 5600 miJ
hon after taxes. 1 h1s 
would lvipe out a year's pre
miums, but that's aU. The 
biggest single policy Berk· 
shire ha.~ written is S400 
million, for 20th Century 
Insurance, which lost its 
entire capital because of the 
destruction of homes 
during the Nonhridge 
canhquake. Usually, 
though, Berkshire H atha· 
way spreads the risk 
among oil platform explo
sions, wind storms, canh
quakes and other disasters. 
With a diversified book it 
spre;~ds irs risk "idely. 

Berkshire has done so 
wcU bc:caw.c ir has avoided 
the asbestos and environ· 
mcnral hazard policies that 
SJnk so many other insur· 
crs. Its largest underwriting 
loss ever was Sl20 m il· 
lion in 1991. 

The bottom line: For 
the last three years, Berk· 
shire has made under· 
writing profits. So, its cost 
of funds is less than zero, 
which means the return on 
the float is pure profit. 

Investing the float, 
Buffett and Munger have 
been able to get a com· 
pound rate of rerum of 
23". Now you know why 
FORBES calls Berkshire 01 

wonderful compound 1n 
tcrest machine. 

Meanwhile, the a1cr· 
age float ~"S geometri· 
cally. It has more than 
doubled, &om Sl.6 billion 
in 1990 to S3.8 billion io 
1995. Berkshire'sonce tiny 
insurance operation h.IS 
become the secood·best 
capitAilizcd insurance 
company in the U.S. Itisan 
A++·rated comp01ny with 
SI 9 billion in policy
holders' surplus-second 
only to State Farm, 1vith 
$24 billion, more than 
double the size of Allsrnte 
or AJG. 

But don't bother look· 
ing for limousines or an
tiques in Nuiooalln· 
demniry's office. It still op
erates 11ith :1 riny stall' out 
of its nondescript Omah;a 
headquancrs. 

- R.L. and D.S.F. • 
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"I probably haven't 
talked to anyoae 
on Wall Street 
one hundredth 
of the times 
I speak to Charlie," 
says Buffett. -

Bert<shlre 
Hathaway 
Cha1rman 
Warren Buffett 
and Munger 
"YOII know tile 
dldlitut 
oppoeiWs 
.ttnoct?" ............ 
"W.a,~ 
.... llttrllct." -

remains a theoretical tax liability, but the 
money is still working for you. 

Besides, if you sell stock in a great 
company, where can you find a compara· 
ble investment? As the poet Omar Khay
yam put it: "Oft I wonder what the vintner 
buys half so precious as the stuff he sells." 

Buffett and Munger share a deep respect 
for the awesome, mysterious power of 
compound interest. Charlie Munger loves 
to quote his hero, Benjamin Franklin, on 
the subject. Wrote Franklin of compound 
ing: " ... 'tis the stone that will tum all 
your lead into gold. . . . Remember that 
money is of a prolific generating nature. 
Money can beget money, a.nd its offspring 
can beget more." 

Munger is rarely without a compound 
rate of return rable. He illustrates its magic 
by raking an investment of$ 1 and demon
strating that a rerum of 13.4% a year, after 
taxes, over 30 years. will make that S I 
worth $43.50. To Munger it's much bet· 
ter to depend on compounding than on 
market timing. 

What few people realize is that Buffett 
and Munger wring cttra power from the 
compounding principle through usc of 
leverage. Take thatSl compounded for 30 
years at 13.4%.Supposc in the first year you 
borrow 50 cenrs at 8% and invest that, too. 
The ncr effect is to raise your rate of rerum 
from 13.4% to 18.8%. Repeat that process 
every year, and over the full 30 years your 
Sl will beget irs way to $176. 

"Understanding both the power of 
compound return and the difficulty get· 
ring it is the heart and soul of understand· 
inga lot of things," says Munger in typical· 
ly grandiose terms. (To see how Berkshire 
Hathaway leverages its capital with other 
people's money, see box, p. 80.) 

Munger persuaded Buffett to buy I 00% 
of See's Canclics for Berkshire in 1972 for 
S25 mimon, net of SUiplus cash. This was 
no Ben Graham stock. But it has turned 

Port,.< a J•nn>ry n , I QQI'i 
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"Understanding 
both the power of 
compound return 
and the diftimlty 
getting it is the 
heart and soul 
of understanding 
a lot of things." -

Forbes • January 22, I 996 

out to be a compound interest machine. 
Last year Sec's made about $50 miUion 
pretax, putting a value on the company of 
SSOO million. That's a 13.3% compound· 
ed tate of return for 24 years. Add in pretax 
retained earnings over this period- which 
were reinvested-and you get a total pre· 
tax return of over 23% annually. 

At any time in these 24 years Berkshire 
Hathaway could have cashed in all or part 
of See's through an initial public offering. 
Why didn't it? Answers Munger: "The 
number of acquisitions making 23% pretax 
is very small in America." Better to leave 
the money compounding in a relatively 
sure thing. 

In Roger Lowenstein's insightful and 
highly readable biography, Buffett: The 
Making of an American Capitalist, 
Munger gets relatively few pages of his 
own. Yet Buffett would be the first to 
admit that without Charlie Munger he 
probably would not have become one of 
the richest men in the world. 

Lowenstein doesn't ignore Munger's 
role but, perhaps because it is less dramatic 
than Buffett's, he underplays it. Once a 
year Warren and Charlie sit side·by·sideon 
the stage of an auditorium in Omaha on 
the day of the Berkshire Hathway annual 
meeting. They often meet in New York 
and California, and recently spent the 
weekend in Seattle with Buffett's close pal, 
Microsoft's Bill Gates. Bur for most of the 
year they are connected only by the tele· 
phone wires. 

In the exchanges carried over those 
wires, Buffett is the stock picker while 
Munger is the doubter, the skeptic, the 
devil's advocate, against whom Buffett 
tests his ideas. The simple fact is that you 
can't tell whether an idea is likely to work 
unless you consider all the possible nega· 
rives. Not that Munger is a sour puss. Their 
verbal exchanges are larded \vith jokes. For 
all their surface differences, these two men 
have similar minds. "Everybody engaged 
in complicated work needs colleagues," 
explains Munger. "Just the discipline of 
having tO put your thoughts in order with 
somebody else is a ''cry useful thing." 

"You know this cliche that opposites 
attract? Well, opposites don 't attract. Psy· 
chological experiments prove that it's peo· 
pie who a.re alike that are attracted to each 
other. Our minds work in very much the 
same way." 

Where and how do their minds work 
together? "On the close calls," Munger 
replies. Okay, it's a good company. But is 
the price low enough? Is the management 

made up of people Munger and Buffett arc 
comfortable \vith? If it is cheap enough to 
buy, is it cheap for the wrong reason orthe 
right reason? As Munger puts it: "What's 
the flip side, what can go wrong that I 
haven't seen?" 

Right now the two men are matching 
\vits about Berkshire Hathaway's 20 mil· 
lion shares, or 13% stake, in Capital 
Cities/MIC, wotth $2.5 billion. By early 
this year, when shareholders vote on the 
takeover of Capital Cities by Walt Disney 
Co., Munger and Buffett will have to 
decide whether they want to become one 
of the two largest shareholders in what 
would be the biggest entertainment con· 
cern in the nation. 

Should they go for all Walt Disney stock 
in the deal? Or compromise by choosing 
half stock and half cash? Maybe with the 
Dow over 5000, they should cash in all 
their chips. 

Don't be surprised if Buffett and 
Munger go for a good-sized chunk of cash. 
"We have huge admiration for what Dis· 
ney has achieved. But the stock is very 
high, and the market itself is ncar record 
levels," Munger tells FORBES. Disney is 
selling at 22 times earnings and 5 times 
book value. It's good but is it that good? 
Munger and Buffett arc keeping the wires 
burning talking about it. 

In a tie vote, Munger says, Buffett wins. 
Mer they have kicked around a subject, he 
is willing to let Buffett make the final 
decision. "A lot of dominam personalities, 
like me, can never play the subservient role 
even to Warren, who is more able and 
dedicated than I am," Munger says. 

That last sentence explains a lor about 
both men. Munger is immensely opinion· 
a ted. Yet he is willing to play second fiddle. 
To subordinate strong views and a power· 
ful personaliry requires a high degree of 
self-discipline and objectiviry. Objectiviry 
is the key word here. It means stripping 
decisions of emotions, of hopes and fears, 
of impatience and self-delusion and all 
purely subjective elements. Few people 
have this strength. Munger does. Giving in 
sometimes to Buffett requires, in Mun· 
ger's own words, "objectiviry about where 
you rank in the scheme of things." 

Another word for objectiviry is "cold· 
blooded." Most of us mere humans get 
dizzy when a stock we hold goes up and 
up. Acrophobia sets in. We fear losing our 
paper profits. So we sell and sometimes we 
are sorry. At the other extreme, we like an 
investment but shy away because the con· 
sensus says we are wrong. Munger and 
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"Charlie has the best 
30-seeond mind in the 
world," says BnffeU. 
''He goes from A to Z 
in one move. He sees 
the essenu of 
everything before 
you even finish the 
sentenu." -
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Buffett ~rrivc ro suip out emotion. Like· 
wise, when things start to go wrong, most 
of us keep hoping they will soon get better. 
Munger and Buffett try nor ro hope bur to 
coldly analyze rhc possibilities. This hard· 
nosed objectivity had a recent demonstra
tion in the joint decision to redeem $140 
million worth of preferred shares in trou· 
bled Salomon Inc. rather than convert 
them into common shares. Emotionally, 
Buffett and Munger had a lot tied up in 
Salomon. Objecn,ely, they could find bet· 
rcr places to pur the money. Salomon just 
had ro go. 

Munger backed up Buffett on one of the 
most cold blooded decisions at Salomon: 
to refuse to pay all of the deferred and 
vested compensation former chairman 
John GutfTcund claimed he was owed. 
Contrast this with the rich payolfs recently 
given to ousted executives at Time 
Warner. In Munger's view, GutfTeund let 
the company down and descned no huge 
golden handshake. 

Gutfrcund is bitter toward Munger. For 
the sake of keeping the peace most execu
tives would have paid GutfreUIJd off. Bur 
in Munger's ' 'iew that would !lOt be an 
objective deCISIOn. 

More often than they disagree, Munger 
and Buffett see things exactly alike. It cook 
them only about tJuce hours to decide 
about accumulating a 4% posir.on in the 
Federal Home Loan Mortgage Corp. for 
Berkshire Hatl1away in 1989. That posi
tion, for which Berkshire paid only $72 
million, is today worth O\'er half a billion 
dollars. 

It was a no· braincr, says Munger. "Only 
savings and loans could own it And no· 
body could own more than 4%. Here was 
the perfect mefficient market. You've got 
something that makes hundreds of mil 
lions of dollars. It was obvious." 

For Buffett and Munger maybe. But not 
for everyone. 

Buffett is by far the wealthier of the two. 
Buffctt- who got there first-with his wife 
owns 43.8% of Berkshire Hathaway, worth 
517 billion. Munger's 1.6% is currently 
worth $610 mi llion. 

Where Buffett says he can't remember 
ever selling a share of Berkshire stock, 
Munger has given away scvera: hundred 
shares as charitable gifts. He has given 
heaps of money to Los Angeles' Good 
Samaritan Hospital . He has contributed 
liberally to Planned Parenthood and the 
Stanford University Law Schoo., and was 
the major donor of a new science center at 
the Harvard-Westlake School, a private 

day school in Los Angeles. 
It's not a question of relative greed: 

Buffett does not live an especially lavish life 
and plans on leaving almost everything ro 
hb "~fe, Susan, who in turn has promised 
to leave it ro the best endowed foundation 
in the world. It's as if the two men, on this 
point, have different time spans: Munger 
wants the satisfaction of seeing his money 
do good things now; Buffett sees his role as 
piling up more chips for his heirs to do 
good thmgs with. 

Apparently Buffett figures that the long· 
er he has tO work. his compound interest 
magic, the more money his heirs wtll have 
tO do good with. While a lor of people 
criticiz-e Buffett for nor being more gener· 
o us, Munger stoutly defends his friend: 
"It's more useful for Warren to be piling it 
up than to be giving it away." It was 
Munger, nor Buffett, who initiated the 
designated contributions plan under 
which Berkshire shareholders get to do
nate $13 for each of their shares to their 
favorite charity. 

One thing on which Munger and Buf· 
fen do not exactJpgree is politics. Munger 
who, \\ith his second wife Nancy, has eight 
chtldren, is a registened Republican. Buf· 
fen is a Democrat who has enjoyed rub
bing elbows \vith the Clinrons. "I'm more 
conservative bur I'm not a typical Colonel 
Blimp," says Munger. 

While he has less passion than Buffett for 
civil rights, Munger does agree with Buf· 
fett on population control and abortion 
rights. During the 1960s Munger helped 
California women obtain abortion~ in 
Mellico by paring for their trips. Later, he 
was a driving force in help.ng persuade the 
Cahforma Supreme Court to make the: first 
deci~1nn nvt"m1rning., on constitucion-a.l 
grounds, a law prohibiting abortions. Re· 
caJJs Buffett: "Charlk rook O\'er the case. 
He solicired rhe deans ofleading medical 
and law schools to enter amicus briefs. 
Charlie did all the work on it night and day, 
even writing some of the briefs himself." 

There must be something in the ai r or 
the water in Omaha. Though the pair 
mer only in the late 1950s, the house 
Munger grew up in is only 200 yards 
from Buffett's current home. As a young 
man Munger also worked in Buffett's 
grandfather's grocery store. After ar· 
tending the University of Michigan and 
the California Institute of Technology 
without getting a degree, Munger served 
as meteorological officer in the Air Force: 
in World War II. He gainc:d entrance to 
Harvard Law School without an under· 

Forbes • J~nu.,y 22, 1996 
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5 18 Poor Charlie's Almanack 

''Pve tried to 
imitate, in a poor way, 
the life of Benjamin 
Franklin. When he 
was 42, Fra.nldin 
quit business to focus 
more on being a 
writer, statesman, 
philanthropist, 
inventor and scientist. 
That's why I have 
diverted my lnteftst 
away from 
business." -

F.,.t..Q • J•uuary 22, 1996 

graduate degree, and graduated in 1948. 
He was only 22 when he entered Har· 

vard. but even by the standards of that 
arrogant institution Munger was noted as a 
brainy but somewhat pompous and con· 
ceited fellow. Unprepared for a lesson one 
day, he calmly told his professor, "Give me 
the facts and l'U give you the law." 

Unlike Buffett, Munger has never de· 
voted full time to investing. After gradua· 
tion he shunned his home town, plying for 
the richer prospects in Los Angeles where 
he joined Musick Peeler & Ga.rrett, the law 
firm which represented wealthy local en· 
trepreneurs including J. Paul Getty. 

Later, Munger formed his own firm, 
Munger, Tolles & Olson, which still car· 
ries his name first. It is one of the leading 
California firms, representing Southern 
California Edison and Unocal, as well as 
Berkshire Hathaway. In 191S!> he <r~pp<'cl 
down as an active partner of the firm, 
though he keeps his office there and still 
lectures the partners on the importance of 
choosing clients like friends, and not going 
for the last doUar. 

Munger began his investment career 
independent of Buffett. From 1962 until 
1975 he managed Wheeler Munger & 
Co.,an investment counseling firm, !Tom a 
grungy office in the Pacific Coast Stock 
Exchange building. Munger's investment 
record did not match Buffett's in those 
yean, bur he earned a highly respectable 
compound rerum of 19.8% a year before 
fees and mer expenses. 

Munger did not bt!come a large Berk· 
shire Hathaway shareholder until the late 
1970s when two of his holdings, Diversi · 
lied Retailing, and later Blue Chip Stamps, 
were merged into Berkshire. After that, 
Buffett Qnd Munger got to know each 
other better-and Buffett moved into his 
most productive period. 

The two live VCI)' different lives. Oflatc 
Buffett has begun to enjoy his popularity, 
while not neglecting his investing. 
Munger, as always, pursues a wide range of 
activities . " I've tried tO imitate, in a poor 
way, the life of Benjamin Franklin. When 
he was 42, Franklin quit business to focus 
more on being a writer, statesman, philan· 
thropist, inventor and scientist. That's why 
I have diverted my interest away from 
business." 

Remarkably, neither Munger nor Buf· 
fett has much regard for Wall Street, 
though it has made their fortunes. "On a 
net basis the whole invesnnent manage· 
mem business together gives no value 
added to all stock portfolio owners com· 

bined," Munger says. "That isn't tn1e of 
plumbing and it isn't true of medicine. 
Warren agrees with me 100%. Wr: shake 
our hr:ads at th<: brains that havr: bt!r:n 
going into mo ney managem<:nt. What a 
wast<: of talent." 

Munger likr:ns th<: mark<:t to th<: race 
track, whr:r<: it's notoriously hard to bt!at 
the odds bt!cause the track takes a 17% cut 
on each dollar bet. Add in commissions, 
management charges, underwriting prof· 
its, and the whole fee structure, and the 
financial community's take, while less than 
that of a race track, can still be quite 
material. 

"Beating the markr:t averages, after pay· 
ing substantial costs and fees, is an against· 
the· odds game; yet a few people can do it, 
particularly those who view it as a game full 
of craziness 'vith an occasional mispriccd 
something or other," Munger says. 

He adds: "Personally, I think that if 
security trading in America were to go 
down by 80%, the civilization would work 
better. And if I were God, I'd change the 
rax rules so it ·would go down by 80"-in 
fact, by more than 80%." Munger once 
proposed a I 00% rax on gains taken in less 
than a year from securities trading. 

Is there a contradiction bt!twecn this 
disdain for professional investing and Buf· 
fett and Munger's brilliant practicr: of the 
art? You can tell by his answr:r that Munger 
has givc:n a great deal of thought to that 
qucstion. 

"I join John Maynard Keynes in chuac· 
terizing investment management as a low 
calling," he responds, "because most ofit 
is just shifting around a perpcn1al universe 
of common stocks. The people doing it 
just cancel each other out. You \vill not<: 
that none o f my children is in investment 
management. Warren and I arc a litde 
diffr:rent in that we acrually run businesses 
and allocate capital to thr:m. 

"Keynr:s atoned for his 'sins' by making 
money for his college and serving his na · 
tion. I do my outside activities to atone and 
Warren uses his investment success to be a 
great teacher. And we love to make money 
for the people who trusted us early on, 
when we were young and poor." 

ln FoRBES' ,;r:w, th<: social conseit!nce 
Mungr:r r:xpresscs is part and parcel of his 
investm<:nt success, as is Buffett's. And so 
these compkx, aging prodigies carefully 
tend their compound interest machine, a 
joint creation of two exceptional personal· 
itics. Others may try to duplicate Berkshire 
Hathaway but they won't be able to dupli · 
cate these two r:xceptional minds. • 
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Optimism Has No Place in Accounting 

By Charles T. Munger 

Thursday, April4, 2002; Page A17 

The fiasco at Enron had two causes: ( 1) perverted "financial engineering" that portrayed 

failure as progress and (2) generally accepted accounting principles that practically 

invited delusion and fraud. 

The faults of those who misled now get much attention and create demands for greater 

criminal penalties. But the faults of generally accepted accounting principles are more 

important, because changing accounting rules, and the way they are adopted, has a 

greater potential for preventing Enron-type disasters. 

Fools and knaves, like those at En ron, will always be with us ?nd will be particularly 

active where big money can be made -for instance, in reporting ever-higher earnings. 

Therefore, accounting rules must make it very difficult for fools and knaves to fake 

profits and net assets. Every retailer knows that his "shrink rate" from stealing depends 

on his maintaining a system that makes it hard for anyone to get away with theft. 

Similarly, sound accounting must make it difficult for corporations to get away with 

presenting failure as success. 

A rule-making system that instead makes misuse of numbers easy operates like a 

retailing system without cash registers. Troubles are sure to come in each instance. no 

matter what the criminal penalties, because neither system insists on the margin of 

safety demanded by, say, eng ineering, which seeks to prevent damage from inevitable 

human foibles. For instance, engineering, reacting to many avoidable deaths in surgery, 

created anesthesia machines that do not permit operators to reduce oxygen delivery to 
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zero. Wise accounting rules must display similar shrewdness in preventing undesirable 

accounting. 

The way to get ma.Y.imum safety from accounting rules is to force a pessimistic outlook. 

In the long term, huge public benefits are to be gained, with almost no public dangers, 

from pessimistic accounting, while optimistic accounting is a public menace. 

Seldom has this been better demonstrated than in the case of En ron, where optimistic 

accounting of its derivatives trading resulted in a "front-ending" of too much dubious and 

uncollected revenue into earnings. In the first part of this charade, generally accepted 

accounting principles allowed "marked to market" valuations, based on defective 

information about market prices and inadequate allowance for the risks of clearing 

trades. Later, hundreds of turgid pages of accounting rules were used to justify 

determining earnings on a "mark to model" basis, in which "model" prices were 

calculated by the very traders subject to audit while they were paid bonuses based on 

reported profits. 

The system of gene·ally accepted accounting principles is defective because the 

desires of accounting firms and the wishes of their clients make it so. Moreover, 

because significant parts of the system are rotten to the core, the trouble will not be 

limited to firms that engaged in derivatives trading or hired the accounting firm Arthur 

Andersen. Huge vested interests love misleading accounting. And the Securities and 

Exchange Commission, even under a would-be reformer like Arthur Levitt, can't bring 

about much reform because it is deterred by politicians serving the vested interests. 

To so state the problem suggests a solution: placing the control of accounting much 

farther away than it now is from the influence of accounting firms, corporations and 

politicians. 

Thus, our model for accounting rule-making should be, first, some new control body 

similar to but even more independent than the Federal Reserve System. Second, the 

SEC must be required to enforce the standards established by the new rule-setters. 

520 Poor C harlie's Almanack 

These rule-makers should be at least as expert, determined and virtuous as Paul 

Volcker was when he lamed inflation. They should also be less removable than the 

head of the Fed. After all, folly often is not appraised as such by those who profit from it, 

and eliminating it will be painful for some. 

Some people think that, to correct accounting, we merely need some new committee or 

some increase in power for the SEC. But these ideas have failed, lime after lime, 

because they are equivalent to trying to influence an elephant with a peashooter. We 

need a stronger remedy. 

The writer is vice chairman of Berkshire Hathaway Inc. 

0 2002 The Washington Post Company 



One Final 
I Have Nothing to Add ... 

-
0 

We conclude with this final question: 

Question: " In your Harvard speech on 'The 

Psychology of H uman Misjudgment,' you mention 

the strange case of the Latin American country, 

where some very clever reformers used psychology, 

not economic remedies, ro fix an enormously corrup[ 

market system. Can you tell us what country that was 

and provide more details?" 

Answer: "Oh, yes-I ran across that fascinating 

story not in an Economics book, b ut in a Psychology 

paper. I could dig it out of my fi les for you, but it's roo 

m uch effort, so I won't . " 

Editor's note: Sometimes we remain in the dark. ... 

[ 
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Charles T. Munger-Chronology 
/924 Charles Thomas Munger born january 1 in Omaha, Nebraska, ro AI 

and Toody Munger. 
1941-42 Charlie anends the University of Michigan a.~ a mach major. Does 

not graduate. 
1943 Charlie joins the U.S. Army Air Corps and ~crv:' a~ a mewornlogical 

officer. 
1943- 44 While serving in the Army Air Corps, Charlie attends the C;.~lifnrnia 

1946 
1948 

1949 
1950 

1953 
1955 
1956 
1959 

196() 

1961 

1962 

196.5 

1967 

1968 

1969 

Institute ofTeehnnlogy in Pasadena, Culiforniu. 

Charlie marries Nancy lluggins. 

Charlie grJduatcs from Harvard Law School, magna cum laude. He 

begins practicing law in Los Angeles at Wright & Garrett, which 

later became \1usick Peeler & Garren. 

Charlie admitted to the California Bar. 

Charlie build~ a relationship with Ed HIJskins and eventually 

joins him in ownership and operation ofTransformer Engineers 

Company. 

Charlie and Nancy Huggins divorce. 
Charlie's son Teddy dies of leukemia. 
Charlie marries Nancy Barry Borthwick, his wife of forty-nine years. 

Warren Buffett and Charlie meet at a dinner in Omaha hosted by 

children of their mutual friend Dr. Edwin Davis. 

Charlie demolishes a family mansion on rwo lots in the Hancock 

Park area of Los Angeles. He sells one lot to finance the project and 

moves bis family into a bouse he builds on the other lor. 

Charlie and partner Ed Hoskins sell Transformer Engineers 

Company. Ocis Booth and Charlie begin their fi rst real estate 

development. 
On February 1, Wheeler, Munger & Company. a limited 

partnership, i~ established in Los Angeles, with Charlie and Jack 

Wheeler as partners. The law firm of Munger, Tolles is launched 

with seven attorneys, including Roy Tolles, Roderick H ills, who 

later became chairman of the SEC, and his wife, Carla Anderson 

H ills, who among other top government posts, became U.S. 

Trade Representative. Warren starts buying shares in Berkshire 

Hathaway, later acquiring control of the beleaguered New Bedford, 

Massachusetts, textile manufacturer. 

Charlie steps down as an active member of Mun~er, ' Iblles & Olson, 

ceasing his practice of law. Charlie, Warren, and Rick Guerin begin 

buying shares in Blue Ch ip Stumps. \Varren accumulates enough 

shares of Berkshire to take comrol of the company. 

Charlie and Warren go to New York to buy Associated Cotcon Shops. 

Warren has earlier acquired National I ndemniry Com pan) and 

National Fire and Marine Insurance Company fnr $8.6 million. 

Warren convenes a group of friends and fellow investors, including 

Charlie, to travel to Coronado, California, to meet with Benjamin 

Graham and discuss the flagging stock market.Warren scans ro 
liquidate Berkshire's assets and restructure it 11-~ o holding company. 

C harlie and Warren provide financial and legal support for the 

appeal to the California Supreme Court of Dr. Bclous, a physician 

who referred a patient to an abortion clinic. Charlie becomes a 

trustee of I Iarvard School in Los Angeles, which later merged with 

1972 

197.1 

1974 

1975 

1976 

1977 

1978 

1979 
1980 

1983 

1984 
1985 

1986 

1987 

Westlake School. The one-hundred-member Bufferr Parrnership is 

terminated at the end of the year. lnvc!>Wf~ had multiple choices

take cash, rake shares in Berkshire, or follow Warren's recommendation 

to invest in rhe Sequoia Fund. Previou~ly, Berk~hirc ha' purchased 

the Illinois Narionul Bank. 
Through Blue Chip Smmps, Warren and Charlie.: buy Scc's Candy for 

$25 million. Rick Gucrin and Chctrlie aLquire controlling interest in 

the New Amerit.a Fund. 

Berkshire\ Om(l/itl S11t1 ncw~paper, under the tli recrion of Smn Lipsey, 

wins a Pulitzer Prize for irs expose of Boys Town. 

Berkshire begins inve'>tin~ in The Washington Post Company, 

becoming the largest shareholder outside rhe family of Katharine 

Graham. 
Charlie becomes chairman of the board of l larvard School, serving 

until 1979. Warren and Charlie buy Wesco Financial, the parent 

company of a Pasadena .. avings and lottn association. 

Charlie steps down as head of Wheeler, ~Iunger & Company, and the 

partnership i' liquidated in 197f>. 1ts compounded annual p;rO\\ rh rare 

from 1962 to 1975 W1ts 19.8 percent vs. 5.0 percent fur the.: Orm. 
The Securities and Exchange Commission completes an investigation 

of the relationship of Blue Chip Swmps, Wesco Finam;ial. and 

Berkshire, Blue Chip Stamps settles. Warren and Charlie settle 

without claiming innocence or admitting guile and pays $115,000 co 

Wesco shareholders whu may have.: bcen damaged by their business 

practices. Charlie becomes chairman of Blue Chip Scamps. 
Through Blue Chip Stamps, Warren and Charlie purchase the Bujjfllo 
Evettill{; News for $32 million. Berkshire's equity interest in Blue Chip 

Stamps increases w 36.5 percent b) the end of the year. Berkshire 

invcs~ $10.9 million in Capital Cities Communications. 

Charlie becomes Berkshire's vice chairman. Berkshire's stake in 

Blue Chip Stampli inl'rcascs to fifry-eighr percent, requiring that rhc 

company be fully consolidated intn Berkshire\ financial statements. 

Charlie's vision problems begin. 

\Vesco Financial acquires Precision Steel Warehouse. 
Charlie loses vision in his left eye after failed cataract surgery and 

exrrcmely painful compliemions. Vision in his right eye becomes 

lim ired, bur is fixed by an upcration, followctl by wearing of thick 

cataract glasses. 
Blue Chip Stamps becomes fully merged into Berkshire. Acquires 

Nebraska FurnitUre 1\lart. 

Chari ic becomes chairman and president of Wc!>CO Financial. 
Wcsco-Financiallnsurance Co. (Wes-FIC) is incorporated, wirh 

headquarters in Omaha. Berkshirc's textile mill\ •He permanent!) 

closed. Acquires Hclzbcrg'~ Diamond Shop. 

Charlie and Rick Guerin close our the Ne\~ Amcrica Fund ar a large 

profit and disuibutc irs as~ers tO the fund investors. The Los \n~elcs 

Daily j ournal Corporution is spun our and become~ a puhl cl~ trJded, 

over-the-counter company with Charlie as chairman. Warren and 
Charlie acquire Scott & Fetzer, parent of \\'orld Book Encyclopedi<i, 

Kirby vacuum cleaners, and other companies, fcir $315 million. 

Acqu ires Fechheimer Brothers. 
Berkshire invests $700 million to buy a mclvc percent sta''e in 
Salomon Brothers. Warren ;tnd Charlie arc: elected m the board. 



• 
he model for Poor Charlie's Almanack is, of course, Ben Franklin's Poor Richard's 
Abnanack. Franklin, as many know, "vas a polymath. Born in Boston and a 
leader of the American Revolution, he was a journalist, publisher, author, 

philanthropist, abolitionist, public servant, scientist, librarian, diplomat, and inventor. 

Using the pseudonym of "Poor Richard," Franklin published his Almanack from 
1733 to 1758. Its content varied, including not only many Franklin aphorisms that 
became farnous but also ca lendars, weathe r forecasts, astronomical information, and 
astrological data. rfhe Almonack was hugely popular in the American colonies, selling 
about 10,000 copies per year. 

Poor Richard's maxims ranged widely in topic and were 
typically laced with humor. Some samples include: 

• "No nation was ever ruined by trade." 
, 

• "Drive thy Business, or it will drive thee.'' · 
• I • 

• "He that foils in love with himself will hove no rivals." 

• "lVhere there's Alarriage without Love, there will be 
~<"' Love fJJ)ithout il!arriage." 

. , • ! "Necessity never made a good br11gai1l." ' . 
• • ~ I 

' • . "Three may keep a seoY!t, if lm'O of them are dead." 

• "There is 110 little e77emy." 

" • "It's difficult for an empty sark to stand upright." 
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