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Buffett's Airlines Conundrum

Sometime in the 90s Warren Buffett was asked on why he made an investment 
in USAir given that airlines is a cut throat industry. What was Buffett’s 
response? Temporary Insanity. Click here to watch the video.

In his 2007 letters to shareholders he wrote about the characteristics of a Great, 
Good, and Gruesome businesses. He used airlines industry as an example for 
gruesome business.

The worst sort of business is one that grows rapidly, requires significant capital to 
engender the growth, and then earns little or no money. Think airlines. Here a durable 
competitive advantage has proven elusive ever since the days of the Wright Brothers. 
Indeed, if a farsighted capitalist had been present at Kitty Hawk, he would have done 
his successors a huge favor by shooting Orville down. The airline industry’s demand 
for capital ever since that first flight has been insatiable. Investors have poured money 
into a bottomless pit, attracted by growth when they should have been repelled by it. 
And I, to my shame, participated in this foolishness when I had Berkshire buy U.S. Air 
preferred stock in 1989. As the ink was drying on our check, the company went into a 
tailspin, and before long our preferred dividend was no longer being paid. But we then 
got very lucky. In one of the recurrent, but always misguided, bursts of optimism for 
airlines, we were actually able to sell our shares in 1998 for a hefty gain. In the decade 
following our sale, the company went bankrupt. Twice.

http://www.youtube.com/watch?v=5D6znniUbyY
http://www.berkshirehathaway.com/letters/2007ltr.pdf
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Couple of weeks back I was reading his 2016 letters to shareholders. 
Surprisingly I noticed that Berkshire Hathaway invested over $6 billion in four 
airlines.

These investments were made by Ted or Todd. And Buffett acknowledged that 
these were sensible investments. For almost 25 years Buffett didn’t like the 
airline industry. Commitment-and-Consistency is a powerful psychological bias. 
When you don’t like something for that long it’s really hard to change your mind 
to start liking it even when the facts change. How did Buffett overcome this 
bias? What were the evidences that made him change? I was reflecting on these 
questions for sometime. The answer to Buffett’s Airlines Conundrum is: Analysis 
of Competing Hypotheses.

Analysis of Competing Hypotheses

A hypothesis is a declarative statement that has not been established as true. For 
a long time humans were accepting the truth of a hypothesis by offering 
supporting evidences. Karl Popper, an Austrian-British philosopher in the 20th 
century, wrote that we can never really prove a hypothesis true. What we can do 
instead is to accept an hypothesis as true until they’re proven otherwise.

Consider the hypothesis: All swans are white. How do you prove this? Our 
proof will look something like this: (a) Recently I went to New York and saw a 
white swan. (b) I have been to a lot of zoo and only saw white swans. (c) I have 
seen a lot of movies and only saw white swans. We are proving a hypothesis by 
looking at confirming evidences. What’s the problem with this approach?

http://www.berkshirehathaway.com/letters/2016ltr.pdf
http://janav.wordpress.com/2013/05/27/commitment-and-consistency/
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Evidence All swans are 
white

Some swans are 
black

Recently I went to New York and 
saw a white swan.

Consistent Consistent

I have been to a lot of zoo and only 
saw white swans.

Consistent Consistent

I have seen a lot of movies and only 
saw white swans.

Consistent Consistent

In 1697, Dutch explorers saw black 
swans in Western Australia.

Inconsistent Consistent

All three confirming evidences are consistent (read it as true) for both the 
hypothesis (white and black swans). Confirming evidence doesn’t have any 
diagnosticity value. What does diagnosticity mean? Let’s understand 
diagnosticity from a medical analogy. A high temperature reading may have 
great value in telling a doctor that a patient is sick. But it has little value in 
determining the illness a person is suffering from. This is because high 
temperature is consistent with several illnesses.

On the other hand a single disconfirming evidence is enough to dismiss a 
hypothesis, however beloved it could be. The evidence that Dutch explorers saw 
black swans is more than enough to dismiss the hypothesis: All swans are white 
and accept the alternate hypothesis: Some swans are black. The key lesson to etch 
in our brain:

The favored hypothesis is the one with the least inconsistent evidence, not the one with 
the most consistent evidence. Let me say that again. The favored hypothesis has the 
least inconsistent evidence, not the most consistent evidence. Consistent evidence 
proves nothing, because evidence can, and usually does, support more than one 
hypothesis. This insight concerning the inherent, inescapable limitations of consistent 
evidence is profound but regrettably not widely known or applied outside scientific 
circles. Time and again, all around us, in every walk of life, people make judgments 
based on a preponderance of evidence consistent with (in favor of) a particular course 
of action only to be blindsided by unforeseen adverse circumstances (inconsistent 
evidence) that prevent a satisfactory outcome. Only inconsistent evidence has any real 
value in determining the credibility of a hypothesis and in ranking hypotheses by the 
degree of their credibility. - The Thinker's Toolkit

Let’s look at another example to understand this concept deeply. Some of my 

http://www.amazon.com/Thinkers-Toolkit-Powerful-Techniques-Problem/dp/0812928083
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friends have money managers to manage their assets. There are thousands of 
money managers in the US. I was curious to know the criteria they used to pick 
their money manager. Their answer surprised me: (a) Did the manager generate 
an alpha over the last 3 - 5 years? (b) Did they have 4-5 star ratings given by 
trusted sources?

Evidence Accept the Money 
Manager

Reject the Money 
Manager

The manager generate an alpha 
of 5 percent over the last 3 - 5 
years.

Consistent Consistent

The manager got 5-star rating 
for the last 4 years.

Consistent Consistent

These evidences don’t have any diagnosticity value as they are consistent with 
both the hypothesis. Stock market is a probabilistic machine and it’s hard to 
separate luck and skill in the short term. Sometimes it’s hard to separate it in the 
long term. Bill Miller generated alpha well over a decade and finally got caught 
on the wrong side of the trade during the financial crisis. Tom Gayner’s mentor 
once told him that to be successful in investing you need to survive for 30 years.

Recently I gave a presentation to my friends titled: choosing-a-money-manager. 
The table below shows the key criteria I look for. I evaluated a money manager 
for my friend and we rejected the manager as it had least inconsistent 
evidence(2-vs-4) against it.

Evidence Accept the Money 
Manager

Reject the Money 
Manager

Did the manager generate an 
alpha over the long term without 
taking a lot of risks?

Consistent Inconsistent

How did his portfolio perform 
during the 2008 financial crisis?

Inconsistent Consistent

Does he invest substantial 
portion of his net worth along 
with his clients?

Inconsistent Consistent
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How does his fee structure look? 
I prefer variable fees with a 
decent hurdle rate and high-
water mark.

Inconsistent Consistent

How do you know that the 
manager is not running a Ponzi 
scheme like Bernard Madoff? 
Reference from trusted sources is 
helpful.

Consistent Inconsistent

Does his investing style align 
with your inner core?

Inconsistent Consistent

Armed with the knowledge of competing hypotheses let’s find out the solution to 
Buffett’s Airlines Conundrum.

Learnings from USAir

In 1989 Warren Buffett invested $358 million in a 9.25% preferred stock of 
USAir. What factors did he consider before making this investment? To find this 
out I searched for “USAir” on my Kindle.

Evidence Invest in USAir Don’t Invest in 
USAir

USAir had a long history of 
profitable operations.

Consistent Consistent

By the protection that ownership 
of senior preferred security offered 
him.

Consistent Consistent

Buffett liked and admired the 
management of USAir; Ed 
Colodny

Consistent Inconsistent

Effects of deregulation in the 
airline industry.

Inconsistent++ Consistent

The 1st and 2nd evidence, doesn’t add any diagnosticity value. Having a long 
history of profitable operations would have got diagnosticity value if the 
structure of the airline industry remained the same. But the structure got 
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changed due to airline deregulation act. Buffett himself acknowledged it by 
telling: If history supplied all of the answers, the Forbes 400 would consist of librarians.

Having an able and honest management is a definite plus. But as Buffett himself 
said: When management with a reputation for brilliance tackles a business with a 
reputation for bad economics, it is the reputation of the business that remains intact. I am 
sure that Buffett was aware of the airline deregulation act. But he overlooked 
the detrimental effects it can have during his preferred stock holding period of 
10 years.

When deregulation came along, it did not immediately change the picture: The 
capacity of low-cost carriers was so small that the high-cost lines could, in large part, 
maintain their existing fare structures. During this period, with the longer-term 
problems largely invisible but slowly metastasizing, the costs that were non-sustainable 
became further embedded. As the seat capacity of the low-cost operators expanded, 
their fares began to force the old-line, high-cost airlines to cut their own. The day of 
reckoning for these airlines could be delayed by infusions of capital (such as ours into 
USAir), but eventually a fundamental rule of economics prevailed: In an unregulated 
commodity business, a company must lower its costs to competitive levels or face 
extinction. This principle should have been obvious to your Chairman, but I 
missed it. - 1994

Buffett took the pain and held onto USAir preferred for almost a decade. In less 
than 5 years he wrote down the investment to 25 cents on a dollar. At the end he 
got lucky and sold USAir preferred for a hefty gain. We learn from failures, not 
from success. Buffett learnt a deep lesson: Don’t invest in a business when its revenues 
are based on market factors and costs aren’t based on market factors.

Airlines fly high after a bad century

I attended Berkshire Hathaway annual shareholders meeting for the first time in 
2013. You can read about my experience here. In that meeting, Becky Quick, on 
behalf of Bill Miller, asked an excellent question about the improving economics 
of US airline industry. Buffett was skeptical about it. But Munger was spot on 
[link].

US airline industry, historically terrible. But now, top 4 carriers will have 
90% of traffic. Substantial free cash flow. Will economics persist? NetJets 
synergies?

http://www.berkshirehathaway.com/letters/1994.html
http://janav.wordpress.com/2013/05/06/berkshire-hathaway-annual-meeting-2013/
http://www.rbcpa.com/Berkshire_Hathaway_Annual_Meeting_Notes_2013.pdf
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Warren Buffett: NetsJets - no. Industry - yes industry interesting. But in some 
industries, two competitors can compete with each other and do stupid things.. 
Freddie Mac and Fannie Mae - they drove prices for insuring loans down to 
improper levels. You see it in certain industries. If you take Coke and Pepsi, 
there are only two colas people can name. But if you go into supermarket on 
weekend you will see them pricing at very low prices and competing vigorously. 
It is industry specific. Airline industry, very low incremental cost per seat, with 
enormous fixed costs. Temptation to sell last seat is very high, and hard to 
distinguish between which is the last seats and others. Labor intensive, capital 
intensive, largely commoditized. It has been a deathtrap for investors, a capitalist 
should have shot down Orville Wright. If it ever gets down to one airline and no 
regulation, it will be a good business. Is it a good business yet? I don't know 
answer but I'm skeptical.

Charlie Munger: The last time we were presented with an opportunity like this 
was in railroads where you had consolidation and the industry improved. We 
missed it and came back to it late. It’s conceivable that Bill Miller is right.

Clearly both Buffett and Munger were observing the consolidation (read it as 
new evidence) that’s happening in the airline industry. There were few other 
new evidences that made Buffett to change his mind. It wasn’t clear which 
airline will be a winner over the longterm. So they took a basket approach and 
bought all the major airlines.

Evidence Invest in Airlines 
Industry

Don’t Invest in 
Airlines Industry

Fuel prices might never reach its 
previous high. If it does then US 
being a non-regulated swing 
producer might produce more oil to 
keep the price in check. On top of 
this better fracking technologies will 
keep the fuel prices low.

Consistent Inconsistent
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The industry is getting consolidated 
with only 5 or 6 players of 
meaningful size. The top players 
have oligopolistic positions as they 
control the hubs and gates in some 
states. This gives them pricing 
power. 

Consistent Inconsistent

The players are behaving rationally 
by focusing on profit share and not 
market share.

Consistent Inconsistent

Air travel is growing and there are 
no empty seats. Load factor is high 
and fares are not cheap even though 
fuel prices are cheap. Airlines are no 
longer competing on prices for the 
last few seats.

Consistent Inconsistent

By now it should be clear how Buffett was able to overcome commitment-and-
consistency bias. Analysis of Competing Hypotheses allows you to consider all 
possible outcomes. It frees your mind from getting stuck to a single beloved idea. 
Evidences are used for evaluating several hypothesis. The favored hypothesis is 
the one with the least inconsistent evidence, not the most consistent evidence. If 
new evidences favors an earlier rejected hypothesis, then you are free to switch.

This is what great thinkers like Charles Darwin do: I have steadily endeavored to 
keep my mind free so as to give up any hypothesis, however much beloved (and I cannot 
resist forming one on every subject), as soon as facts are shown to be opposed to it. Recent 
tweet from Elon Musk shows how he switches his mind from AC to DC.
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