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BERKSHIRE HATHAWAY INC.

To the S ockhol ders of Berkshire Hithaway Inc.:

(perating earnings in 1977 of $21,904, 000, or $22.54 per
share, were noderately better than anticipated a year ago. O
these earnings, $1.43 per share resulted fromsubstantial
realized capital gains by Bue Chip Sanps which, to the extent
of our proportional interest in that conpany, are included in our
operating earnings figure. Gapital gains or |osses realized
directly by Berkshire Hathaway Inc. or its insurance subsidiaries
are not included in our cal cul ation of operating earnings. Wiile
too nuch attention should not be paid to the figure for any
singl e year, over the longer termthe record regardi ng aggregate
capital gains or |osses obviously is of significance.

Textile operations cane in well bel ow forecast, while the
results of the Illinois National Bank as well as the operating
earnings attributable to our equity interest in Bue Chip Sanps
were about as anticipated. However, insurance operations, |ed
again by the truly outstanding results of Phil Liesche s
nmanagerial group at National |ndemmity Conpany, were even better
than our optimistic expectations.

Mbst conpani es define “record” earnings as a new high in
earnings per share. S nce businesses custonarily add fromyear
to year to their equity base, we find nothing particularly
noteworthy in a nanagenent perfornance conbi ning, say, a 10%
increase in equity capital and a 5%i ncrease in earni ngs per
share. After all, even atotally dornant savings account wl |
produce steadily rising interest earnings each year because of
conpoundi ng.

Except for special cases (for exanpl e, conpanies wth
unusual debt-equity ratios or those wth inportant assets carried
at unrealistic bal ance sheet val ues), we believe a nore
appropriate neasure of nmanagerial econonic perfornance to be
return on equity capital. In 1977 our operating earnings on
begi nning equity capital anounted to 19% slightly better than
| ast year and above both our own | ong-termaverage and that of
Anerican industry in aggregate. But, while our operating
earnings per share were up 37%fromthe year before, our
begi nning capital was up 24% naking the gain in earnings per
share considerably | ess inpressive than it might appear at first
gl ance.

V& expect difficulty in natching our 1977 rate of return
during the forthcoming year. Beginning equity capital is up 23%
froma year ago, and we expect the trend of insurance
underwiting profit nargins to turn down well before the end of
the year. Neverthel ess, we expect a reasonably good year and our
present estimate, subject to the usual caveats regarding the
frailties of forecasts, is that operating earnings wll inprove
somevhat on a per share basis during 1978.

Textile perations

The textile business again had a very poor year in 1977. ¢
have mistakenly predicted better results in each of the last two
years. This may say sonething about our forecasting abilities,
the nature of the textile industry, or both. Despite strenuous
efforts, problens in narketing and nanuf act uri ng have persi st ed.
Many difficulties experienced in the narketing area are due
prinmarily to industry conditions, but sone of the problens have
been of our own naki ng.

A few sharehol ders have questioned the w sdomof renai ni ng
inthe textile business which, over the longer term is unlikely
to produce returns on capital conparable to those available in
nmany ot her busi nesses. Qur reasons are several: (1) Qur nmills in
both New Bedf ord and Manchester are anong the | argest enpl oyers
in each town, utilizing a labor force of high average age
possessing rel atively non-transferable skills. Qur workers and
uni ons have exhi bited unusual understanding and effort in
cooperating wth nmanagenent to achieve a cost structure and
product mix which mght allowus to nmaintain a viabl e operati on.
(2) Managenent al so has been energetic and straightforward inits
approach to our textile problens. In particular, Ken Chace s
efforts after the change in corporate control took place in 1965
generated capital fromthe textile division needed to finance the



acqui sition and expansion of our profitabl e i nsurance operation.
(3) Wth hard work and sone i nagi nati on regardi ng nanuf act uring
and narketing configurations, it seens reasonabl e that at |east
nodest profits in the textile division can be achieved in the
future.

I nsurance Lhderwriting

Qur insurance operation continued to growsignificantly in
1977. It was early in 1967 that we nade our entry into this
industry through the purchase of National |ndemity Conpany and
National Fre and Marine | nsurance Gonpany (sister conpanies) for
approxinately $8.6 mllion. In that year their preniumval une
amounted to $22 mllion. |1n 1977 our aggregate | nsurance prenum
vol une was $151 million. No additional shares of Berkshire
Hat haway st ock have been issued to achieve any of this growt h.

Rather, this al nost 600%i ncrease has been achi eved t hrough
large gains in National Indemmity’ s traditional liability areas
plus the starting of new conpani es (Qornhusker Casual ty Gonpany
in 1970, Lakeland Fre and Casualty Gonpany in 1971, Texas Lhited
I nsurance Gonpany in 1972, The I nsurance onpany of lowa in 1973,
and Kansas Fire and Casualty Gonpany in |ate 1977), the purchase
for cash of other insurance conpani es (Hone and Aut onobil e
I nsurance Gonmpany in 1971, Kerkling Rei nsurance Qorporati on, now
nanmed Gentral Fre and Casualty Gonpany, in 1976, and Gypress
I nsurance Gonpany at yearend 1977), and finally through the
nmarketing of additional products, nost significantly rei nsurance,
wthin the National |ndemmity Gonpany corporate structure.

In aggregate, the insurance busi ness has worked out very
well. But it hasn't been a one-way street. Sone naj or mstakes
have been made during the decade, both in products and personnel .
V& experienced significant problens from(1l) a surety operation
initiated in 1969, (2) the 1973 expansion of Hone and
Autonobi | €' s urban auto narketing into the Mam, Horida area,
(3) astill unresolved aviation “fronting” arrangenent, and (4)
our Vrker’'s (onpensation operation in Galifornia, which we
believe retains an interesting potentia upon conpl etion of a
reorgani zation nowin progress. It is coniorting to be in a
busi ness where sone nistakes can be nade and yet a quite
satisfactory overal | performance can be achieved. In a sense,
this is the opposite case fromour textile busi ness where even
very good nmanagenent probably can average only nodest results.
ne of the | essons your nmanagenent has | earned - and,
unfortunately, sonetines re-learned - is the inportance of bei ng
i n busi nesses where tailwnds prevail rather than headw nds.

In 1977 the winds in insurance underwiting were squarely
behind us. Very large rate increases were effected throughout
the industry in 1976 to offset the disastrous underwiting
results of 1974 and 1975. But, because insurance policies
typically are witten for one-year periods, wth pricing m stakes
capabl e of correction only upon renewal, it was 1977 before the
full inpact was felt upon earnings of those earlier rate
i ncreases.

The pendul umnow i s beginning to swng the other way. Ve
estimate that costs invol ved in the insurance areas in which we
operate rise at close to 1%per nonth. This is due to continuous
nonetary inflation affecting the cost of repairing hunans and
property, as well as “social inflation”, a broadeni ng definition
by society and juries of what is covered by insurance poli cies.
Lhless rates rise at a conparabl e 1%per nonth, underwiting
profits nust shrink. Recently the pace of rate increases has
slowed dranatically, and it is our expectation that underwiting
nmargins generally will be declining by the second hal f of the
year .

W nust again give credit to Phil Liesche, greatly assisted
by Roland MIler in Underwiting and B Il Lyons in Qains, for an
extraordi nary underwiting achi evenent in National |ndemmity’s
traditional auto and general Iliability business during 1977.
Large vol une gai ns have been acconpani ed by excel | ent
underwriting nargins fol l owng contraction or wthdrawal by nmany
conpetitors in the wake of the 1974-75 crisis period. These
conditions wll reverse before long. In the neantine, National
Indemmity’s underwiting profitability has increased dranatically
and, in addition, large suns have been nade avail abl e for
investment. As narkets | oosen and rates becone i nadequate, we
again wll face the challenge of philosophically accepting



reduced vol une. Uhusual nanagerial discipline wll be required,
as it runs counter to nornal institutional behavior to let the
other fellowtake away business - even at foolish prices.

Qur rei nsurance departnent, nmanaged by George Young,
inproved its underwriting perfornance during 1977. A though the
conbined ratio (see definition on page 12) of 107.1 was
unsatisfactory, its trend was dowward throughout the year. In
addi ti on, reinsurance generates unusual ly high funds for
i nvestnent as a percentage of prenium vol une.

At Honme and Auto, John Seward continued to nake progress on
all fronts. John was a battlefield promotion several years ago
when Hone and Auto’'s underwiting was awash in red ink and the
conpany faced possibl e extinction. Uhder his nanagenent it
currently is sound, profitable, and grow ng.

John R ngwal t’ s honest at e operati on now consi sts of five
conpani es, wth Kansas Fre and Casual ty Gonpany beconing
operational late in 1977 under the direction of Hoyd Tayl or.

The honest at e conpani es had net premiumvol une of $23 mllion, up
from$5.5 million just three years ago. Al four conpanies that
operat ed throughout the year achi eved conbi ned rati os bel ow 100,
w th Qornhusker Casualty Gonpany, at 93.8, the leader. In
addition to actively supervising the other four honestate
operations, John R ngwalt nmanages the operati ons of Qornhusker
whi ch has recorded conbi ned rati os bel ow 100 in six of its seven
full years of existence and, froma standing start in 1970, has
grown to be one of the |eading i nsurance conpani es operating in
Nebraska utilizing the conventional independent agency system
Lakel and Fre and Gasual ty Gonpany, nanaged by Ji m S odol ka, was
the w nner of the Chairnman's Qup in 1977 for achi eving the | onest
|l oss ratio anong the honestate conpanies. Al inall, the
honest at e operation conti nues to nake excel | ent progress.

The newest addition to our insurance group i s Gypress
I nsurance onpany of South Pasadena, CGalifornia. This Wrker’'s
Gonpensati on i nsurer was purchased for cash in the final days of
1977 and, therefore, its approximate $12.5 mllion of vol une for
that year was not included in our results. Gypress and National
Indermity’ s present California Vérker’s Gonpensation operation
w Il not be conbined, but will operate independently utilizing
somewhat different narketing strategies. MIt Thornton,
Presi dent of Gypress since 1968, runs a first-class operation for
pol i cyhol ders, agents, enpl oyees and owners alike. Ve | ook
forward to working wth him

I nsurance conpani es of fer standardi zed polici es which can be
copi ed by anyone. Their only products are promises. It is not
difficult to be licensed, and rates are an open book. There are
no inportant advantages fromtradenarks, patents, |ocation,
corporate longevity, raw naterial sources, etc., and very little
consuner differentiation to produce insul ation fromconpetition.
It is comonpl ace, in corporate annual reports, to stress the
difference that people nake. Sonetines this is true and
sonetines it isn't. But there is no question that the nature of
the i nsurance busi ness nagnifies the effect which individual
nanager s have on conpany perfornance. V& are very fortunate to
have the group of nanagers that are associated wth us.

| nsurance | nvest nent s

During the past two years insurance investnents at cost
(excluding the investnent in our affiliate, B ue Chip S anps)
have grown from$134.6 mllion to $252.8 mllion. Gowth in
i nsurance reserves, produced by our |arge gain in prenumvol une,
pl us retai ned earni ngs, have accounted for this increase in
mar ket abl e securities. Inturn, net investnent incone of the
I nsurance Goup has inproved from$8.4 nillion pre-tax in 1975 to
$12.3 nmillion pre-tax in 1977.

In addition to this incone fromdividends and i nterest, we
realized capital gains of $6.9 mllion before tax, about one-
quarter frombonds and the bal ance fromstocks. Qur unrealized
gain in stocks at yearend 1977 was approxinately $74 mllion but
this figure, like any other figure of a single date (we had an
unrealized loss of $17 million at the end of 1974), shoul d not be
taken too seriously. Mst of our |arge stock positions are going
to be held for many years and the scorecard on our investnent
decisions will be provided by business results over that period,
and not by prices on any given day. Just as it would be foolish



to focus unduly on short-termprospects when acquiring an entire
conpany, we think it equally unsound to becone nesnerized by
prospective near termearnings or recent trends in earnings when
purchasi ng snal | pi eces of a conpany; i.e., narketabl e cormon

st ocks.

Alittle digressionillustrating this point may be
interesting. Berkshire H ne Spinning Associ ates and Hat hanay
Manuf act uring were nerged in 1955 to formBerkshire Hat hanay | nc.
In 1948, on a pro forna conbi ned basis, they had earnings after
tax of alnmost $18 million and enpl oyed 10,000 peopl e at a dozen
large mlls throughout New England. In the business world of
that period they were an econonic powerhouse. For exanple, in
that sane year earnings of IBMwere $28 nillion (now $2.7
billion), Safeway Sores, $10 nillion, Mnnesota Mning, $13
mllion, and Ting, Inc., $9 mllion. But, in the decade
fol lowng the 1955 nerger aggregate sal es of $595 million
produced an aggregate | oss for Berkshire Hat hanay of $10 nillion.
By 1964 the operation had been reduced to two nills and net worth
had shrunk to $22 million, from$53 million at the tine of the
nerger. So nmuch for single year snapshots as adequate portrayal s
of a busi ness.

Equity hol dings of our insurance conpani es wth a narket
val ue of over $5 mllion on Decenber 31, 1977 were as foll ows:

No. of Shares onpany Qost M ket
(000" s omtted)
220, 000 CGapital dties Gommunications, Inc. ..... $ 10,909 $ 13,228
1, 986, 953 Gover nnent  Enpl oyees | nsurance
Qonpany Gonvertible Preferred ........ 19, 417 33,033
1, 294, 308 Gover nnent  Enpl oyees | nsurance
Gonpany Gomon Sock ... 4,116 10, 516
592, 650 The Interpublic Goup of Conpanies, |nc. 4,531 17, 187
324,580 Kai ser Al uminun& Chemical Qorporation ... 11,218 9, 981
1, 305, 800 Kai ser Industries, Inc. ................. 778 6, 039
226, 900 Kni ght - R dder Newspapers, Inc. .......... 7,534 8, 736
170, 800 Qilvy & Mather International, Inc. ..... 2,762 6, 960
934, 300 The Véishi ngton Post Gonpany Qass B ..... 10, 628 33,401
Total ... $ 71,893  $139, 081
Al Gher Holdings ...................... 34, 996 41,992
Total Equities ............. ... ..., $106, 889  $181, 073

¢ sel ect our narketabl e equity securities in nuch the sane
vay we woul d eval uate a business for acquisitioninits entirety.
V¢ want the business to be (1) one that we can understand, (2)
with favorabl e I ong-termprospects, (3) operated by honest and
conpetent people, and (4) avallable at a very attractive price.
V¢ ordinarily nake no attenpt to buy equities for anti ci pated
favorabl e stock price behavior in the short term In fact, if
their busi ness experience continues to satisfy us, we wel cone
| ower market prices of stocks we own as an opportunity to acquire
even nmore of a good thing at a better price.

Qur experience has been that pro-rata portions of truly
out st andi ng busi nesses sonetines sell in the securities narkets
at very large discounts fromthe prices they would conmand i n
negotiated transactions involving entire conpani es.
onsequent |y, bargai ns in busi ness ownership, which sinply are
not available directly through corporate acquisition, can be
obtained indirectly through stock ownership. Wen prices are
appropriate, we are wlling to take very large positions in
sel ected conpanies, not with any intention of taking control and
not foreseeing sell-out or nerger, but with the expectation that
excel l ent business results by corporations will translate over
the long terminto correspondi ngly excel l ent narket val ue and
dividend results for owners, ninority as well as mgjority.

Such investnments initially nay have negligible inpact on our
operating earnings. For exanple, we invested $10.9 nillion in
Gapital dties Gommuni cations during 1977. Earnings attributabl e
to the shares we purchased total ed about $1.3 nillion |ast year.
But only the cash dividend, which currently provi des $40, 000
annual |y, is reflected in our operating earnings figure.

CGapital dties possesses both extraordinary properties and
extraordi nary managenent. And these nanagenent skills extend



equal |y to operations and enpl oynent of corporate capital. To
purchase, directly, properties such as Gapital dties ows woul d
cost inthe area of twce our cost of purchase via the stock
nmarket, and direct ownership woul d offer no inportant advantages
tous. Wiile control woul d give us the opportunity - and the
responsibility - to nanage operations and corporate resources, we
woul d not be abl e to provi de managenent in either of those
respects equal to that nowin place. In effect, we can obtain a
better managenent result through non-control than control. This
i s an unorthodox view but one we believe to be sound.

Banki ng

In 1977 the Il1linois National Bank continued to achi eve a
rate of earnings on assets about three tines that of nost |arge
banks. As usual, this record was achi eved whil e the bank pai d
maxi mumrates to savers and nai ntai ned an asset position
conbining lowrisk and exceptional liquidity. Gene Abegg forned
the bank in 1931 with $250,000. Inits first full year of
operation, earnings anounted to $8,782. Snce that tine, no new
capital has been contributed to the bank; on the contrary, since
our purchase in 1969, dividends of $20 million have been paid.
Earnings in 1977 anounted to $3.6 mllion, nore than achi eved by
nmany banks two or three tines its size.

Late last year Gene, now 80 and still running a banki ng
operation wthout peer, asked that a successor be brought in.
Accordingly, Peter Jeffrey, fornerly President and Chi ef
Executive Oficer of Awerican National Bank of Qvaha, has joi ned
the Illinois National Bank effective Mrch 1st as President and
Chi ef Executive Gficer.

Gene continues in good health as Chai rman. V¢ expect a
continued successful operation at Rockford s | eadi ng bank.

B ue Chip Sanps

W agai n increased our equity interest in B ue Chip S anps,
and owned approxi mately 36 1/ 2%at the end of 1977. B ue Chip
had a fine year, earning approximately $12.9 nmillion from
operations and, in addition, had realized securities gains of
$4.1 mllion.

Both Wsco F nancial Gorp., an 80%owned subsi diary of B ue
Chip Sanps, nanaged by Louis Mncenti, and See’s Candies, a 99%
owned subsi di ary, nmanaged by Chuck Huggi ns, nade good progress in
1977. Snce See’s was purchased by Bue Chip Sanps at the
begi nni ng of 1972, pre-tax operating earnings have grown from
$4. 2 nmllionto $12.6 mllion with little additional capital
investnent. See’s achieved this record while operating in an
industry experiencing practically no unit growth. Sharehol ders
of Berkshire Hathaway Inc. nay obtain the annual report of B ue
Chip Sanps by requesting it fromM. Robert H Brd, Bue Chip
Sanps, 5801 South Eastern Avenue, Los Angel es, California 90040.

Vdrren E Buffett, Chairnan
March 14, 1978
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BERKSHIRE HATHAWAY INC.

To the Sharehol ders of Berkshire Hithaway Inc.:

Frst, a fewwords about accounting. The nerger wth
Dversified Retailing Gonpany, Inc. at yearend adds two new
conplications in the presentation of our financial results.
After the nerger, our owership of B ue Chip Sanps increased to
approxi natel y 58%and, therefore, the accounts of that conpany
nust be fully consolidated in the Bal ance Sheet and Satenent of
Earnings presentation of Berkshire. 1In previous reports, our
share of the net earnings only of B ue Chip had been incl uded as
asingle itemon Berkshire's Satenent of Earnings, and there had
been a simlar one-1ine inclusion on our Bal ance Sheet of our
share of their net assets.

This full consolidation of sales, expenses, receivables,
inventories, debt, etc. produces an aggregation of figures from
many di verse busi nesses - textiles, insurance, candy, newspapers,
trading stanps - with dramatically different economc
characteristics. In some of these your ownership is 100%but, in
t hose busi nesses which are owned by Bue Chip but fully
consol i dated, your ownership as a Berkshire sharehol der is only
58% (QOnnership by others of the bal ance of these businesses is
accounted for by the large minority interest itemon the
liability side of the Balance Sheet.) Such a groupi ng of Bal ance
Sheet and Earnings itens - sone whol |y owned, sone partly owned -
tends to obscure econonic reality nore than illumnate it. In
fact, it represents a formof presentation that we never prepare
for internal use during the year and which is of no value to us
in any nanagenent activities.

For that reason, throughout the report we provi de nuch
separate financia information and conmentary on the various
segnents of the business to hel p you eval uate Berkshire's
performance and prospects. Mich of this segnented infornation is
nmandat ed by SEC di scl osure rul es and covered i n “Mnagenent’ s
O scussion” on pages 29 to 34. And inthis letter we try to
present to you a view of our various operating entities fromthe
sane perspective that we viewthemnanagerially.

A second conplication arising fromthe nerger is that the
1977 figures shown in this report are different fromthe 1977
figures shown in the report we nmailed to you | ast year.
Accounting convention requires that when two entities such as
D versified and Berkshire are nerged, all financial data
subsequent |y nust be presented as if the conpani es had been
nerged at the tine they were forned rather than just recently.
So the enclosed financial statenents, in effect, pretend that in
1977 (and earlier years) the D versified-Berkshire nerger already
had taken pl ace, even though the actual nerger date was Decenber
30, 1978. This shifting base nakes conparative commentary
confusing and, fromtine to tine in our narrative report, we wll
talk of figures and perfornmance for Berkshire sharehol ders as
historically reported to you rather than as restated after the
O versified nerger.

Wth that preanble it can be stated that, with or wthout
restated figures, 1978 was a good year. (perating earni ngs,
excl usive of capital gains, at 19.4%of begi nning sharehol ders’
investment were within a fraction of our 1972 record. Wiile we
believe it is inproper to include capital gains or losses in
eval uating the performance of a single year, they are an
i nportant conponent of the longer termrecord. Because of such
gains, Berkshire's long-termgrowth in equity per share has been
greater than woul d be indicated by conpounding the returns from
operating earnings that we have reported annual | y.

For exanpl e, over the last three years - generally a bonanza
period for the insurance industry, our |argest profit producer -
Berkshire's per share net worth virtual ly has doubl ed, thereby
conpoundi ng at about 25%annual 'y through a conbi nation of good
operating earnings and fairly substantial capital gains. Neither
this 25%equity gain fromall sources nor the 19.4%equity gain
fromoperating earnings in 1978 is sustai nabl e. The insurance
cycl e has turned dowward in 1979, and it is al nost certain that
operating earnings neasured by return on equity will fall this
year. However, operating earnings neasured in dollars are likely
to increase on the nuch larger sharehol ders’ equity now enpl oyed
in the business.



In contrast to this cautious view about near termreturn
fromoperations, we are optinmstic about prospects for long term
return fromnajor equity investnents held by our insurance
conpanies. V¢ nake no attenpt to predict how security narkets
w Il behave; successfully forecasting short termstock price
novenents i s sonething we think neither we nor anyone el se can
do. Inthe longer run, however, we feel that nany of our naj or
equity hol dings are going to be worth consi derabl y nore noney
than we paid, and that investnent gains will add significantly to
the operating returns of the insurance group.

Sour ces of Earni ngs

To give you a better picture of just where Berkshire's
earnings are produced, we show bel ow a tabl e which requires a
little explanation. Berkshire owns close to 58%of B ue Chip
vhich, in addition to 100%ownershi p of several busi nesses, owns
80%of Ve¢sco FHnancial Qorporation. Thus, Berkshire's equity in
Wsco's earnings is about 46% In aggregate, businesses that we
control have about 7,000 full-tine enpl oyees and generate
revenues of over $500 ml | ion.

The tabl e shows the overall earnings of each naj or operating
category on a pre-tax basis (several of the busi nesses have | ow
tax rates because of significant anounts of tax-exenpt interest
and dividend incone), as well as the share of those earni ngs
bel ongi ng to Berkshire both on a pre-tax and after-tax basis.
Sgnificant capital gains or |osses attributable to any of the
busi nesses are not shown in the operating earnings figure, but
are aggregated on the “Realized Securities Gain” line at the
bottomof the table. Because of various accounting and tax
intricacies, the figures in the table should not be treated as
holy wit, but rather viewed as cl ose approxi nati ons of the 1977
and 1978 earnings contributions of our constituent businesses.

Earni ngs Before | ncone Taxes

Net Earnings
Ater Tax

Tot al Berkshire Share Berkshire Share
(in thousands of dollars) 1978 1977 1978 1977 1978 1977
Total - all entities ......... $66, 180 $57,089 $54,350 $42,234 $39,242  $30, 393
Earni ngs from operati ons:
I nsurance @ oup:
Uhderwriting ............. $3001 $5802 $3000 $5802 $1,560 $ 3017
Net investnent incone .... 19,705 12, 804 19, 691 12, 804 16, 400 11, 360
Ber kshi re- Vunbec textiles 2,916 (620) 2,916 (620) 1,342 (322
Associ ated Retail
Sores, Inc. ............ 2,757 2,775 2,757 2,775 1,176 1,429
See’s Gandies .............. 12, 482 12, 840 7,013 6, 598 3, 049 2,974
Buffalo Bvening News ....... (2,913) 751 (1,637) 389 (738) 158
Bue Chip Sanps - Parent .. 2,133 1,091 1,198 566 1,382 892
Il'linois National Bank
and Trust Conpany ....... 4,822 3,800 4,710 3, 706 4,262 3,288
VWésco H nanci al
Qorporation - Parent .... 1,771 2, 006 777 813 665 419
Mit ual Savi ngs and
Loan Association ........ 10, 556 6, 779 4,638 2,747 3,042 1, 946
Interest on Debt ........... (5,566) (5,302) (4,546) (4,255) (2,349 (2,129
aher ... . 720 165 438 102 261 48
Total Earnings from
perations ............ $52,384 $42,891 $40,955 $31,427 $30,052  $23, 080
Real i zed Securities Gain ..... 13, 796 14,198 13, 395 10, 807 9,190 7,313
Total Earnings ........... $66, 180 $57,089 $54,350 $42,234  $39,242  $30, 393

Blue Chip and Wsco are public conpanies with reporting
requirenents of their own. Later inthis report we are
reproducing the narrative reports of the principal executives of
bot h conpani es, describing their 1978 operations. Sone of the
figures they utilize will not natch to the penny the ones we use
inthis report, agai n because of accounting and tax conpl exities.
But their comments shoul d be hel pful to you in understandi ng the
under | yi ng econonic characteristics of these inportant partly-
owned busi nesses. A copy of the full annual report of either



conpany w Il be nailed to any sharehol der of Berkshire upon
request to M. Robert H Bird for B ue Chips Sanps, 5801 South
Eastern Avenue, Los Angeles, Galifornia 90040, or to Ms. Bette
Deckard for Vésco Hnancial Gorporation, 315 East (ol orado

Boul evard, Pasadena, California 911009.

Textil es

Earnings of $1.3 nillion in 1978, while much inproved from
1977, still represent a lowreturn on the $17 nmillion of capital
enployed in this business. Textile plant and equi pnent are on
the books for a very snall fraction of what it would cost to
repl ace such equi pnent today. And, despite the age of the
equi pnent, nuch of it is functionally sinilar to new equi prent
being installed by the industry. But despite this “barga n cost”
of fixed assets, capital turnover is relatively lowreflecting
requi red high investment |evels in receivables and i nventory
conpared to sales. Sowcapital turnover, coupled with | ow
profit nargins on sales, inevitably produces inadequate returns
on capital. (bvious approaches to inproved profit nargins
involve differentiation of product, |owered nanufacturing costs
through nore efficient equipnent or better utilization of people,
redirection toward fabrics enjoyi ng stronger narket trends, etc.
Qur nanagenent is diligent in pursuing such objectives. The
problem of course, is that our conpetitors are just as
diligently doing the sane thing.

The textile industry illustrates in textbook styl e how
producers of relatively undifferentiated goods in capital
i ntensi ve busi nesses nust earn i nadequate returns except under
conditions of tight supply or real shortage. As long as excess
productive capacity exists, prices tend to reflect direct
operating costs rather than capital enpl oyed. Such a supply-
excess condition appears likely to prevail nost of the tine in
the textile industry, and our expectations are for profits of
rel atively nodest amounts in relation to capital.

V& hope we don't get into too nany nore busi nesses with such
tough econonic characteristics. But, as we have stated before:
(1) our textile businesses are very inportant enpl oyers in their
communi ties, (2) managenent has been strai ghtforward in reporting
on probl ens and energetic in attacking them (3) labor has been
cooperative and understandi ng i n faci ng our common probl ens, and
(4) the busi ness shoul d average nodest cash returns relative to
investnent. As long as these conditions prevail - and we expect
that they will - we intend to continue to support our textile
busi ness despite nore attractive alternative uses for capital.

I nsurance Lhderwriting

The nunber one contributor to Berkshire's overal | excel | ent
results in 1978 was the segnent of National |ndemmity Gonpany’ s
i nsurance operation run by Phil Liesche. n about $90 nillion of
earned premuns, an underwiting profit of approxinately $11
mllion was realized, a truly extraordi nary achi evenent even
agai nst the background of excellent industry conditions. Under
Phil’s | eadership, with outstandi ng assi stance by Roland MI | er
in Uhderwiting and Bill Lyons in dains, this segnent of
National | ndemmity (including National Fre and Marine | nsurance
Gonpany, whi ch operates as a running nate) had one of its best
years in a long history of perfornances which, in aggregate, far
out shine those of the industry. Present successes reflect credit
not only upon present nanagers, but equal |y upon the busi ness
talents of Jack Rngwalt, founder of National |ndemity, whose
operating phil osophy remains etched upon the conpany.

Hone and Aut onobi | e | nsurance Gonpany had its best year
since John Seward stepped in and strai ghtened things out in 1975.
Its results are conbined in this report with those of Phil
Li esche’ s operation under the insurance category entitled
“Specialized Auto and General Liability”.

Vdrker’s onpensation was a nmixed bag in 1978. Inits first
year as a subsidiary, Gypress Insurance Gonpany, nmanaged by M1t
Thornton, turned in outstanding results. The worker’s
conpensation |ine can cause | arge underwiting | osses when rapid
inflation interacts wth changi ng social concepts, but MIt has a
cautious and highly professional staff to cope wth these
problens. Hs perfornmance in 1978 has reinforced our very good
feelings about this purchase.



Frank DeNardo cane with us in the spring of 1978 to
straighten out National Indemmity’s Galifornia Wrker’s
Gonpensat i on busi ness whi ch, up to that point, had been a
disaster. Frank has the experience and intellect needed to
correct the major problens of the Los Angel es office. Qur vol une
inthis departnent nowis running only about 25%of what it was
eighteen nonths ago, and early indications are that Frank is
nmaki ng good progress.

George Young' s rei nsurance departnent continues to produce
very large suns for investnent rel ative to preniumvol une, and
thus gives us reasonably satisfactory overall results. However,
underwiting results still are not what they shoul d be and can
be. It is very easy to fool yourself regarding underwiting
results in reinsurance (particularly in casualty lines involving
long delays in settlenent), and we believe this situation
prevails with nany of our conpetitors. UWWnfortunately, self-
del usion in conpany reserving al nost al ways | eads to i nadequat e
industry rate levels. |If ngor factors in the narket don't know
their true costs, the conpetitive “fall-out” hits all - even
those wth adequate cost know edge. George is quite willing to
reduce vol une significantly, if needed, to achi eve satisfactory
underwiting, and we have a great deal of confidence in the |ong
termsoundness of this business under his direction.

The honest at e operati on was di sappoi nting in 1978. Qur
unsatisfactory underwiting, even though partially explained by
an unusual incidence of Mdwestern storns, is particularly
worri sone agai nst the backdrop of very favorable industry results
in the conventional lines witten by our honestate group. Ve
have confidence in John Rngwalt’s ability to correct this
situation. The bright spot in the group was the perfornance of
Kansas Fre and Gasualty inits first full year of business.
Uhder Hoyd Taylor, this subsidiary got off to a truly renarkabl e
start. { course, it takes at |east several years to eval uate
underwiting results, but the early signs are encouragi ng and
H oyd' s operation achi eved the best |oss ratio anong the
honest at e conpani es in 1978.

Al though sone segnents were di sappoi nting, overall our
i nsurance operation had an excel lent year. But of course we
shoul d expect a good year when the industry is flying high, as in
1978. It is avirtual certainty that in 1979 the conbi ned ratio
(see definition on page 31) for the industry wll nove up at
least a few points, perhaps enough to throwthe industry as a
vwhol e into an underwiting loss position. For exanple, in the
auto lines - by far the nost inportant area for the industry and
for us - (P figures indicate rates overal |l were only 3%hi gher
in January 1979 than a year ago. But the itens that nake up | oss
costs - auto repair and nedi cal care costs - were up over 9%
How different than yearend 1976 when rates had advanced over 22%
in the precedi ng twel ve nonths, but costs were up 8%

Margins will remain steady only if rates rise as fast as
costs. This assuredly will not be the case in 1979, and
conditions probably wll worsen in 1980. Qur present thinking is
that our underwiting perfornance relative to the industry wll
i nprove sonewhat in 1979, but every other insurance nmanagenent
probably views its relative prospects with sinilar opti msm-
soneone i s going to be disappointed. BEven if we do i nprove
relative to others, we may well have a higher conbined ratio and
| oner underwiting profits in 1979 than we achi eved | ast year.

V¢ continue to ook for ways to expand our i nsurance
operation. But your reaction to this intent should not be
unrestrained joy. Sone of our expansion efforts - largely
initiated by your Chairnman have been | ackl uster, others have been
expensi ve failures. Ve entered the business in 1967 through
purchase of the segnent which Phil Liesche now nanages, and it
still remains, by a large nargin, the best portion of our
i nsurance business. It is not easy to buy a good i nsurance
busi ness, but our experience has been that it is easier to buy
one than create one. However, we wll continue to try both
appr oaches, since the rewards for success inthis field can be
exceptional .

| nsurance | nvest nent s
V& confess consi derabl e opti mismregardi ng our insurance

equity investnents. O course, our enthusiasmfor stocks is not
uncondi tional . Uhder sone circunstances, common stock



investnents by insurers nmake very little sense.

V& get excited enough to conmt a big percentage of
i nsurance conpany net worth to equities only when we find (1)
busi nesses we can understand, (2) with favorabl e | ong-term
prospects, (3) operated by honest and conpetent people, and (4)
priced very attractively. V& usually can identify a snmall nunber
of potential investnents neeting requirenents (1), (2) and (3),
but (4) often prevents action. For exanple, in 1971 our total
common stock position at Berkshire's insurance subsidiaries
amounted to only $10.7 million at cost, and $11.7 mllion at
market. There were equities of identifiably excellent conpanies
available - but very fewat interesting prices. (Anirresistible
footnote: in 1971, pension fund managers invested a record 122%
of net funds available in equities - at full prices they coul dn't
buy enough of them |In 1974, after the bottomhad fallen out,
they coomitted a then record | ow of 21%to stocks.)

The past fewyears have been a different story for us. A
the end of 1975 our insurance subsidiaries hel d common equities
with a nmarket val ue exactly equal to cost of $39.3 million. A
the end of 1978 this position had been increased to equities
(including a convertible preferred) with a cost of $129.1 million
and a narket value of $216.5 mllion. During the intervening
three years we al so had real i zed pre-tax gai ns from conmon
equities of approxinately $24.7 mllion. Therefore, our overall
unreal i zed and realized pre-tax gains in equities for the three
year period cane to approximately $112 million. During this sane
interval the Dow Jones Industrial Average declined from852 to
805. It was a narvel ous period for the val ue-oriented equity
buyer .

W continue to find for our insurance portfolios snall
portions of really outstandi ng busi nesses that are avail abl e,
through the auction pricing nechani smof security narkets, at
prices dramatical |y cheaper than the val uations inferior
busi nesses command on negoti at ed sal es.

This programof acquisition of snall fractions of busi nesses
(conmon stocks) at bargain prices, for which little enthusi asm
exists, contrasts sharply wth general corporate acquisition
activity, for which nuch enthusi asmexists. It seens quite clear
to us that either corporations are naking very significant
m stakes in purchasi ng entire busi nesses at prices prevailing in
negotiated transactions and takeover bids, or that we eventual |y
are goi ng to nake consi derabl e suns of noney buyi ng snal |
portions of such businesses at the greatly discounted val uations
prevailing in the stock market. (A second footnote: in 1978
pensi on nanagers, a group that logically should nai ntain the
| ongest of investnent perspectives, put only 9%of net avail abl e
funds into equities - breaking the record low figure set in 1974
and tied in 1977.)

¥ are not concerned wth whether the narket quickly
reval ues upward securities that we believe are selling at bargain
prices. In fact, we prefer just the opposite since, in nost
years, we expect to have funds available to be a net buyer of
securities. And consistent attractive purchasing is likely to
prove to be of nore eventual benefit to us than any selling
opportunities provided by a short-termrun up in stock prices to
level s at which we are unwilling to continue buying.

Qur policy is to concentrate holdings. Ve try to avoid
buying a little of this or that when we are only | ukewar mabout
the business or its price. Wen we are convinced as to
attractiveness, we believe in buying worthwhile anounts.

Equity hol dings of our insurance conpanies with a narket val ue of
over $8 mllion on Decenber 31, 1978 were as fol | ows:

No. of
Shar es onpany Qost M ket
(000s omtted)
246,450 Anerican Broadcasting Gonpanies, Inc. ... $ 6,082 $ 8,626
1,294,308 vernnent Enpl oyees | nsurance Gonpany
Gmon Sock ... 4,116 9, 060
1,986,953 vernnent Enpl oyees | nsurance CGonpany
Qonvertible Preferred ................ 19, 417 28, 314
592,650 Interpublic Goup of Gonpanies, Inc. .... 4,531 19, 039
1,066,934 Kaiser Alunminumand Chemcal Gorporation 18, 085 18, 671



453,800 Knight-H dder Newspapers, Inc. .......... 7,534 10, 267

953,750 SAFEQO @Qrporation .............c.oovveenn. 23, 867 26, 467
934,300 The Wdshington Post Gonpany ............. 10, 628 43, 445
Total ... $ 94, 260 $163, 889
Al Qher Holdings ...................... 39, 506 57,040
Total EQUities ...........ooiiiiiinaaann. $133, 766 $220, 929

In some cases our indirect interest in earning power is
beconing quite substantial. For exanple, note our hol dings of
953, 750 shares of SAFEGO Qorp. SAFEQO probably is the best run
large property and casual ty | nsurance conpany in the Uhited
Sates. Their underwiting abilities are sinply superb, their
| oss reserving is conservative, and their investnent policies
nmake great sense.

SAFEQO is a nuch better insurance operation than our own
(al though we believe certain segnents of ours are nuch better
than average), is better than one we coul d devel op and,
simlarly, is far better than any in which we night negotiate
purchase of a controlling interest. Yet our purchase of SAFECO
was nade at substantially under book value. W& paid |ess than
100 cents on the dollar for the best conpany in the business,
when far nore than 100 cents on the dollar is being paid for
nedi ocre conpani es in corporate transactions. And there is no
way to start a newoperation - wth necessarily uncertain
prospects - at |less than 100 cents on the doll ar.

d course, with a mnor interest we do not have the right to
direct or even influence nanagenent policies of SAFEGQ But why
shoul d we wish to do this? The record would indicate that they
do a better job of nanaging their operations than we coul d do
oursel ves. Wiile there nay be | ess excitenent and prestige in
sitting back and letting others do the work, we think that is all
one | oses by accepting a passive participation in excell ent
managenent. Because, quite clearly, if one controlled a conpany
run as well as SAFEQQ the proper policy al so would be to sit
back and | et nanagenent do its job.

Earnings attributable to the shares of SAFEQO owned by
Berkshire at yearend anounted to $6.1 million during 1978, but
only the dividends recei ved (about 18%of earnings) are reflected
in our operating earnings. Ve believe the bal ance, although not
reportable, to be just as real interns of eventual benefit to us
as the anount distributed. In fact, SAFEQO s retai ned earni ngs
(or those of other well-run conpanies if they have opportunities
to enpl oy additional capital advantageously) may wel |l eventual |y
ga?/le a val ue to sharehol ders greater than 100 cents on the

ol | ar.

VW are not at all unhappy when our whol | y-owned busi nesses
retain all of their earnings if they can utilize internally those
funds at attractive rates. Wiy should we feel differently about
retention of earnings by conpani es in which we hold snal | equity
interests, but where the record indicates even better prospects
for profitable enpl oynent of capital ? (This proposition cuts the
other way, of course, in industries with | ow capital
requi renents, or if managenent has a record of plow ng capital
into projects of lowprofitability; then earnings shoul d be paid
out or used to repurchase shares - often by far the nost
attractive option for capital utilization.)

The aggregate | evel of such retained earnings attributabl e
to our equity interests in fine conpanies is becoming quite
substantial. It does not enter into our reported operating
earnings, but we feel it well nay have equal |ong-term
significance to our sharehol ders. Qur hope is that conditions
continue to prevail in securities narkets which allow our
i nsurance conpani es to buy |arge amounts of underlying earni ng
power for relatively nodest outlays. A sone point narket
conditions undoubtedy wll again preclude such bargai n buyi ng
but, inthe neantine, we wll try to nake the nost of
opportunities.

Banki ng
Lhder Gene Abegg and Pete Jeffrey, the Illinois National

Bank and Trust Gonpany in Rockford continues to establish new
records. Last year’'s earnings amounted to approxi nately 2. 1% of



average assets, about three tines the | evel averaged by najor
banks. In our opinion, this extraordinary level of earnings is
bei ng achi eved while naintai ning significantly | ess asset risk
than prevails at nost of the |arger banks.

V& purchased the Illinois National Bank in March 1969. |t
was a first-class operation then, just as it had been ever since
Gene Abegg opened the doors in 1931. S nce 1968, consuner tine
deposi ts have quadrupl ed, net incone has tripled and trust
departnent i ncone has nore than doubl ed, while costs have been
closely control | ed.

Qur experience has been that the manager of an al ready high-
cost operation frequently i s uncommonly resourceful in finding
new ways to add to overhead, while the manager of a tightly-run
operation usual ly continues to find additi onal nethods to curtail
costs, even when his costs are already well bel owthose of his
conpetitors. Nbo one has denonstrated this latter ability better
than Gene Abegg.

W are required to divest our bank by Decenber 31, 1980.
The nost likely approach is to spinit off to Berkshire
sharehol ders sone tine in the second hal f of 1980.

Retailing

Lpon nerging with Dversified, we acqui red 100% owner ship of
Associated Retail Stores, Inc., a chain of about 75 popul ar
priced wonen's apparel stores. Associated was | aunched in
Chi cago on March 7, 1931 with one store, $3200, and two
extraordi nary partners, Ben Rosner and Leo Snon. After M.

S mon's death, the business was offered to Dversified for cash
in 1967. Ben was to continue running the business - and runit,
he has.

Associ ated s busi ness has not grown, and it consistently has
faced adverse denographic and retailing trends. But Ben's
conbi nati on of nerchandi sing, real estate and cost-contai nnent
skills has produced an outstanding record of profitability, wth
returns on capital necessarily enpl oyed i n the business often in
the 20%after-tax area.

Ben is now 75 and, like Gene Abegg, 81, at Illinois National
and Louie M ncenti, 73, at Wésco, continues daily to bring an
al nost passionately proprietary attitude to the business. This
group of top nanagers nust appear to an outsider to be an
overreaction on our part to an CGEObull etin on age
discrimnation. Wiile unorthodox, these relationshi ps have been
exceptional ly rewarding, both financially and personally. It is
areal pleasure to work with managers who enj oy coning to work
each norning and, once there, instinctively and unerringly think
like owners. V¢ are associated with sone of the very best.

Vdrren E Buffett, Chairnan
March 26, 1979
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BERKSHIRE HATHAWAY INC.

To the Sharehol ders of Berkshire Hithaway Inc.:

Again, we nust |ead off with a fewwords about accounting.
S nce our last annual report, the accounting profession has
decided that equity securities owned by insurance conpani es nust
be carried on the bal ance sheet at narket value. Ve previously
have carried such equity securities at the | ower of aggregate
cost or aggregate narket value. Because we have | arge unreal i zed
gains in our insurance equity hol dings, the result of this new
policy is to increase substantially both the 1978 and 1979
yearend net worth, even after the appropriate liability is
established for taxes on capital gains that woul d be payabl e
shoul d equities be sold at such nmarket val uations.

As you know B ue Chip Sanps, our 60%owned subsidiary, is
fully consolidated in Berkshire Hathaway’ s financial statenents.
However, Bue Chip still is required to carry its equity
investments at the lower of aggregate cost or aggregate narket
val ue, just as Berkshire Hathaway’ s i nsurance subsidiaries did
prior tothis year. Should the same equities be purchased at an
identical price by an insurance subsidiary of Berkshire Hat hanay
and by B ue Chip Sanps, present accounting principles often
vwoul d require that they end up carried on our consolidated
bal ance sheet at two different val ues. (That shoul d keep you on
your toes.) Market values of Bue Chip Sanps’ equity hol di ngs
are given in footnote 3 on page 18.

1979 perating Results

W continue to feel that the ratio of operating earni ngs
(before securities gains or |osses) to sharehol ders’ equity wth
all securities valued at cost is the nost appropriate way to
neasure any single year’s operating perfornmance.

Measuring such results agai nst sharehol ders’ equity wth
securities valued at market could significantly distort the
operating perfornance percentage because of w de year-to-year
narket val ue changes in the net worth figure that serves as the
denoninator. For exanple, a large decline in securities val ues
could result inavery low“nmarket val ue” net worth that, in
turn, coul d cause nedi ocre operating earnings to | ook
unrealistically good. Aternatively, the nore successful that
equity investnents have been, the larger the net worth base
becones and the poorer the operating perfornmance figure appears.
Therefore, we will continue to report operating perfornance
neasured agai nst begi nning net worth, wth securities val ued at
cost .

O this basis, we had a reasonably good operating
performance in 1979 - but not quite as good as that of 1978 -
W th operating earnings anounting to 18.6%of begi nni ng net
worth. Earnings per share, of course, increased sonewhat (about
20% but we regard this as an inproper figure upon which to
focus. V@ had substantially nore capital to work with in 1979
than in 1978, and our performance in utilizing that capital fell
short of the earlier year, even though per-share earnings rose.
“BEarnings per share” will rise constantly on a dornant savi ngs
account or on a US Savings Bond bearing a fixed rate of return
sinply because “earnings” (the stated interest rate) are
continuously pl oned back and added to the capital base. Thus,
even a “stopped clock” can look like a growh stock if the
di vi dend payout ratiois low

The prinary test of nanagerial economc performance is the
achi evenent of a high earnings rate on equity capital enpl oyed
(w thout undue | everage, accounting gi mmickry, etc.) and not the
achi evenent of consistent gains in earnings per share. In our
view nany busi nesses woul d be better understood by their
sharehol der owners, as well as the general public, if nanagenents
and financia analysts nodified the prinary enphasi s they pl ace
upon earni ngs per share, and upon yearly changes in that figure.

Long TermResul ts

In neasuring | ong termeconomc performance - in contrast to
yearly performance - we believe it is appropriate to recogni ze
fully any realized capital gains or |losses as well as
extraordinary itens, and also to utilize financial statenents



presenting equity securities at narket value. Such capital gains
or losses, either realized or unrealized, are fully as inportant
to sharehol ders over a period of years as earnings realized in a
nore routi ne manner through operations; it is just that their
inpact is often extrenely capricious in the short run, a
characteristic that makes theminappropriate as an indicator of
singl e year nmanagerial perfornance.

The book val ue per share of Berkshire Hathaway on Sept enber
30, 1964 (the fiscal yearend prior to the tine that your present
nanagenent assuned responsi bility) was $19.46 per share. A
yearend 1979, book val ue with equity hol dings carried at narket
val ue was $335.85 per share. The gain in book val ue cones to
20. 5% conpounded annual ly. This figure, of course, is far higher
than any average of our yearly operating earnings cal cul ations,
and reflects the inportance of capital appreciation of insurance
equity investnents in determining the overall results for our
sharehol ders. It probably alsois fair to say that the quoted
book val ue in 1964 sonewhat overstated the intrinsic val ue of the
enterprise, since the assets owned at that tine on either a going
concern basis or a liquidating val ue basis were not worth 100
cents on the dollar. (The liabilities were solid, however.)

VW have achieved this result while utilizing a | ow anount of
| everage (both financial |everage neasured by debt to equity, and
operating | everage neasured by premiumvol une to capital funds of
our insurance business), and al so w thout significant issuance or
repurchase of shares. Basically, we have worked with the capital
with which we started. Fromour textile base we, or our B ue
Chi p and Vésco subsidiaries, have acquired total ownership of
thirteen busi nesses through negotiated purchases fromprivate
owners for cash, and have started six others. (It’'s worth a
nention that those who have sold to us have, al nost w thout
exception, treated us wth exceptional honor and fairness, both
at the tine of sale and subsequently.)

But before we drown in a sea of self-congratulation, a
further - and crucial - observation nust be nade. A fewyears
ago, a busi ness whose per-share net worth conpounded at 20%
annual | y woul d have guaranteed its owners a highly successful
real investnment return. Now such an outcone seens | ess certain.
For the inflation rate, coupled wth individual tax rates, wll
be the ul'tinate determnant as to whether our internal operating
per f or mance produces successful investnent results - i.e., a
reasonabl e gai n i n purchasing power fromfunds coomtted - for
you as sharehol ders.

Just as the original 3%savings bond, a 5% passbook savi ngs
account or an 8% US Treasury Note have, in turn, been
transforned by inflation into financial instrunents that chew up,
rat her than enhance, purchasi ng power over their investnent
lives, a business earning 20%on capital can produce a negative
real return for its owners under inflationary conditions not nuch
nore severe than presently prevail .

If we shoul d continue to achi eve a 20% conpounded gai n - not
an easy or certainresult by any neans - and this gainis
translated into a correspondi ng i ncrease in the narket val ue of
Berkshire Hathaway stock as it has been over the last fifteen
years, your after-tax purchasing power gainis likely to be very
close to zero at a 14%inflation rate. Mst of the renai ning six
percentage points will go for incone tax any tine you w sh to
conxert your twenty percentage points of nomnal annual gain into
cash.

That conbination - the inflation rate plus the percentage of
capital that nust be paid by the owner to transfer into his own
pocket the annual earnings achi eved by the business (i.e.,
ordi nary incone tax on dividends and capital gains tax on
retai ned earnings) - can be thought of as an “investor’s nisery
index”. Wen this index exceeds the rate of return earned on
equity by the business, the investor’s purchasing power (real
capital) shrinks even though he consunes nothing at all. V¢ have
no corporate solution to this problem highinflation rates wil
not help us earn higher rates of return on equity.

ne friendly but sharp-eyed comnmentator on Berkshire has
poi nted out that our book val ue at the end of 1964 woul d have
bought about one-hal f ounce of gold and, fifteen years |ater,
after we have pl owed back all earnings al ong wth rmuch bl ood,
sweat and tears, the book val ue produced w |l buy about the sane



hal f ounce. A sinilar conparison could be drawn with Mddl e
Eastern oil. The rub has been that governnent has been
exceptionally able in printing noney and creating promses, but
is unable to print gold or create oil.

W intend to continue to do as well as we can i n nanagi ng
the internal affairs of the business. But you shoul d understand
that external conditions affecting the stability of currency nay
very wel | be the nost inportant factor in deternini ng whet her
there are any real rewards fromyour investnent in Berkshire
Hat haway.

Sour ces of Earni ngs

¢ agai n present a tabl e show ng the sources of Berkshire's
earnings. As explained |ast year, Berkshire owns about 60% of
B ue Chip Sanps which, in turn, owns 80%of Vésco H nanci al
Gorporation. The tabl e shows both aggregate earnings of the
various business entities, as well as Berkshire's share. Al of
the significant capital gains or losses attributable to any of
the business entities are aggregated in the realized securities
gain figure at the bottomof the table, and are not included in
operating earni ngs.

Earni ngs Before | ncone Taxes

Net Earni ngs
Ater Tax

Total Berkshire Share Berkshire Share
(in thousands of dollars) 1979 1978 1979 1978 1979 1978
Total - all entities ......... $68,632 $66,180 $56,427 $54,350 $42,817 $39, 242
Earni ngs from Qperati ons:
I nsurance G oup:
Uhderwriting ............ $3742 $3001 $3741 $300 $2214 $ 1,560
Net | nvestnent |ncone ... 24, 224 19, 705 24,216 19, 691 20, 106 16, 400
Ber kshi r e- Vunbec textil es 1,723 2,916 1,723 2,916 848 1,342
Associ ated Retail
Sores, Inc. ........... 2,775 2, 757 2,775 2, 757 1, 280 1,176
See’'s Gandies ............. 12,785 12, 482 7,598 7,013 3,448 3,049
Buffalo Bvening News ...... (4,617) (2,913) (2,744) (1,637) (1,333 (738)
Bue Chip Sanps - Parent 2,397 2,133 1,425 1,198 1,624 1,382
Il1linois National Bank and
Trust Gonpany .......... 5, 747 4,822 5, 614 4,710 5, 027 4, 262
Vésco H nanci al
GQorporation - Parent ... 2,413 1,771 1,098 7 937 665
Mitual Savings and Loan
Association ............ 10, 447 10, 556 4,751 4,638 3, 261 3,042
Precision Seel ........... 3,254 -- 1, 480 -- 723 --
Interest on Debt .......... (8,248) (5,566) (5,860) (4,546) (2,900) (2,349
Qher .......... .. 1,342 720 996 438 753 261
Total Earnings from
(perations .......... $57,984 $52,384 $46,813 $40,955 $35,988  $30, 052
Real i zed Securities Gain 10, 648 13, 796 9,614 13,395 6, 829 9, 190
Total Earnings ......... $68,632 $66,180 $56,427 $54,350 $42,817 $39, 242

B ue Chip and Vésco are public conpanies wth reporting
requi renents of their own. On pages 37-43 of this report, we
have reproduced the narrative reports of the principal executives
of both conpani es, in which they describe 1979 operations. Sone
of the nunibers they nention in their reports are not precisely
identical to those in the above tabl e because of accounting and
tax conpl exities. (The Yanormano | ndians enpl oy only three
nunbers: one, two, and nore than two. Mybe their tine wll
cone.) However, the coomentary in those reports shoul d be hel pful
to you in understandi ng the underlyi ng economic characteristics
and future prospects of the inportant businesses that they
nanage.

A copy of the full annual report of either conpany wll be
nail ed to any sharehol der of Berkshire upon request to M.
Fobert H Bird for B ue Chip Sanps, 5801 South Eastern Avenue,
Los Angel es, Galifornia 90040, or to Ms. Bette Deckard for Vésco
H nancial Qorporation, 315 East ol orado Boul evard, Pasadena,
Gl ifornia 91109.

Textiles and Retailing



The rel ative significance of these two areas has di nini shed
somevhat over the years as our insurance busi ness has grown
dramatically in size and earnings. Ben Rosner, at Associ ated
Retail Sores, continues to pull rabbits out of the hat - big
rabbits froma small hat. Year after year, he produces very
large earnings relative to capital enployed - realized in cash
and not in increased receivables and inventories as in nany ot her
retail businesses - in a segnent of the narket with little growth
and unexciting denographics. Ben is now 76 and, |ike our other
“up-and-coners”, Gene Abegg, 82, at Illinois National and Louis
M ncenti, 74, at Wsco, regul arly achi eves nore each year.

Qur textile business al so continues to produce sone cash,
but at alowrate conpared to capital enployed. This is not a
reflection on the managers, but rather on the industry in which
they operate. In sone businesses - a network TV station, for
exanple - it is virtually inpossible to avoid earni ng
extraordinary returns on tangi bl e capital enpl oyed in the
busi ness. And assets in such busi nesses sell at equally
extraordi nary prices, one thousand cents or nore on the dollar, a
val uation reflecting the splendi d, al nost unavoi dabl e, econom c
results obtainable. Despite a fancy price tag, the “easy”
busi ness may be the better route to go.

W& can speak fromexperience, having tried the other route.
Your Chai rnman nmade the decision a few years ago to purchase
Vunbec MI1s in Manchester, New Hanpshire, thereby expandi ng our
textile coomtnent. By any statistical test, the purchase price
was an extraordi nary bargai n; we bought well bel ow the working
capital of the business and, in effect, got very substantial
amount s of nachinery and real estate for less than nothing. But
the purchase was a mistake. Wile we |abored nmightily, new
probl ens arose as fast as ol d probl ens were taned.

Both our operating and invest nent experience cause us to
concl ude that “turnarounds” seldomturn, and that the sane
energies and tal ent are nuch better enployed in a good busi ness
purchased at a fair price than in a poor business purchased at a
bargain price. Athough a mstake, the Wunbec acquisition has
not been a disaster. Gertain portions of the operation are
proving to be val uabl e additions to our decorator |ine (our
strongest franchise) at New Bedford, and it’s possible that we
may be able to run profitably on a considerably reduced scal e at
Minchester. However, our original rational e did not prove out.

I nsurance Uhderwriting

V& predicted | ast year that the conbined underwiting ratio
(see definition on page 36) for the insurance industry woul d
“nove up at least a few points, perhaps enough to throwthe
industry as a whole into an underwiting loss position”. That is
just about the way it worked out. The industry underwiting
ratio rose in 1979 over three points, fromroughly 97.4%to
100. 7% V¢ al so said that we thought our underwriting perfornance
relative to the industry woul d i nprove sonewhat in 1979 and,
again, things worked out as expected. Qur own underwiting ratio
actual |y decreased from98.2%to 97.1% Qur forecast for 1980 is
simlar in one respect; again we feel that the industry's
performance wll worsen by at |east another few points. However,
this year we have no reason to think that our perfornance
relative to the industry will further inprove. (Don't worry - we
won't hold back to try to validate that forecast.)

Real |y extraordinary results were turned in by the portion
of National |ndemmity Gonpany’ s insurance operation run by Phil
Liesche. Aded by Roland MIler in Underwiting and B Il Lyons
indains, this section of the busi ness produced an underwriting
profit of $8.4 million on about $82 mllion of earned prem uns.
nly a very fewconpanies in the entire industry produced a
result conparable to this.

You wll notice that earned premuns in this segnent were
down sonewhat fromthose of 1978. Ve hear a great many i nsurance
managers tal k about being wlling to reduce volune in order to
underwite profitably, but we find that very fewactually do so.
Phil Liesche is an exception: if business nakes sense, he wites
it; if it doesn't, herejectsit. It is our policy not to lay
of f peopl e because of the large fluctuations in work | oad
produced by such vol untary vol une changes. Ve woul d rather have
sone slack in the organization fromtine to tine than keep



everyone terribly busy witing business on which we are going to
| ose noney. Jack R ngwalt, the founder of National |ndemmity
Gonpany, instilled this underwiting discipline at the inception
of the conpany, and Phil Liesche never has wavered i n nai ntai ni ng
it. Ve believe such strong-nindedness is as rare as it is sound
- and absol utely essential to the running of a first-class

casual ty insurance operation.

John Seward continues to nake solid progress at Hone and
Aut onobi | e I nsurance Gonpany, in large part by significantly
expandi ng the marketing scope of that conpany in general
liability lines. These lines can be dynanite, but the record to
date is excellent and, in John MGwan and Paul Springman, we
have two cautious liability managers extendi ng our capabilities.

Qur reinsurance division, |ed by George Young, continues to
give us reasonably satisfactory overall results after allow ng
for investnent incone, but underwiting perfornmance renai ns
unsatisfactory. Ve think the reinsurance business is a very
tough business that is likely to get nuch tougher. In fact, the
influx of capital into the business and the resulting softer
price levels for continually increasi ng exposures nay wel l
produce disastrous results for many entrants (of which they nay
be blissfully unaware until they are in over their heads; nuch
rei nsurance busi ness invol ves an exceptionally “long tail”, a
characteristic that allows catastrophic current |oss experience
to fester undetected for many years). It wll be hard for us to
be a whole lot snarter than the crowd and thus our reinsurance
activity may decline substantially during the projected prol onged
period of extraordi nary conpetition.

The Hbnestate operation was di sappoi nting in 1979.
Excel lent results again were turned in by George Billings at
Texas Lhited I nsurance Gonpany, w nner of the annual award for
the lowloss rati o anong Honest at e conpani es, and Hoyd Tayl or at
Kansas Fre and Gasual ty Gonpany. But several of the other
operations, particul arly Gornhusker Casual ty Conpany, our first
and | argest Hormestate operation and historically a w nner, had
poor underwiting results which were accentuated by data
processi ng, adninistrative and personnel problens. V¢ have nade
sone naj or nistakes in reorganizing our data processing
activities, and those nistakes wll not be cured i nmediately or
without cost. However, John Rngwalt has thrown hinself into the
task of getting things strai ghtened out and we have confidence
that he, aided by several strong peopl e who recently have been
brought aboard, w Il succeed.

Qur performance in Vdrker’'s Gonpensation was far, far better
than we had any right to expect at the begi nning of 1979. W¢ had
a very favorable clinate in Gilifornia for the achi evenent of
good results but, beyond this, MIt Thornton at Gypress |nsurance
Gonmpany and Frank DeNardo at National Indemmity’s Galifornia
VWrker’s Gonpensation operation both perforned in a sinply
out standi ng manner. \& have adnitted - and with good reason -
sonme nmistakes on the acquisition front, but the Gypress purchase
has turned out to be an absolute gem MIt Thornton, |ike Phil
Li esche, follows the policy of sticking wth business that he
understands and wants, w thout giving consideration to the inpact
on volune. As aresult, he has an outstandi ng book of business
and an exceptional |y well functioning group of enpl oyees. Frank
DCeNardo has strai ghtened out the ness he inherited in Los Angel es
in a nmanner far beyond our expectations, produci ng savi ngs
geasur ed in seven figures. He now can begin to build on a sound

ase.

At yearend we entered the specialized area of surety
rei nsurance under the nanagenent of Chet Noble. At |east
initially, this operation will be relatively snall since our
policy will be to seek client conpani es who appreci ate the need
for along term“partnership” relationship with their reinsurers.
V¢ are pl eased by the quality of the insurers we have attracted,
and hope to add several nore of the best prinary witers as our
financial strength and stability becone better known in the
surety field.

The conventional w sdomis that insurance underwiting
overall wll be poor in 1980, but that rates wll start to firm
inayear or so, leading to aturninthe cycle sone tine in
1981. Ve disagree wth this view Present interest rates
encourage the obtai ning of business at underwiting |oss |evels
fornerly regarded as total |y unacceptabl e. Mnagers decry the



folly of underwiting at a |loss to obtain investnent incone, but
we believe that many will. Thus we expect that conpetition wll
create a new threshol d of tolerance for underwiting | osses, and
that conbined ratios wll average higher in the future than in
the past.

To sone extent, the day of reckoni ng has been post poned
because of narked reduction in the frequency of auto accidents -
probabl y brought on in najor part by changes in driving habits
i nduced by higher gas prices. In our opinion, if the habits
hadn’t changed, auto insurance rates woul d have been very little
hi gher and underwiting results woul d have been nuch worse. This
dosage of serendipity won't last indefinitely.

Qur forecast is for an average conbined ratio for the
industry in the 105 area over the next five years. Wile we have
a high degree of confidence that certain of our operations wll
do considerably better than average, it will be a challenge to us
to operate belowthe industry figure. You can get a lot of
surprises in insurance.

Nevert hel ess, we believe that insurance can be a very good
business. It tends to nagnify, to an unusual degree, hunan
managerial talent - or the lack of it. VW& have a nunber of
nmanager s whose talent is both proven and growing. (And, in
addition, we have a very large indirect interest intwo truly
out st andi ng managenent groups through our investnents i n SAFECQO
and (3 Q) Thus we expect to do well in insurance over a period
of years. However, the business has the potential for really
terrible results in a single specific year. |f accident
frequency should turn around quickly in the auto field, we, along
wth others, are likely to experience such a year.

I nsurance | nvest nent s

In recent years we have witten at length in this section
about our insurance equity investnents. In 1979 they continued
to performwel |, largely because the underlyi ng conpanies in
whi ch we have invested, in practically all cases, turned in
out standi ng performances. Retained earnings applicable to our
insurance equity investnents, not reported in our financial
statenents, continue to nount annual |y and, in aggregate, now
cone to a very substantial nunber. V& have faith that the
managenents of these conpanies wll utilize those retai ned
earnings effectively and wll translate a dollar retai ned by them
into a dollar or nore of subsequent narket value for us. In
part, our unrealized gains reflect this process.

Bel ow we show the equity investnents which had a yearend
narket val ue of over $5 nmllion:

No. of Sh.  Gonpany Qost M ket
(000s ontted)

289,700 Afiliated Publications, Inc. ........... $ 2,821 $ 8,800
112,545 Amerada Hess ... 2,861 5, 487
246,450 Anerican Broadcasting Gonpanies, Inc. ... 6, 082 9, 673
5,730,114 & Q@ GQrp. (Gmon Sock) .............. 28, 288 68, 045
328,700 General Foods, Inc. ..................... 11, 437 11, 053
1,007,500 Handy & Harman ............. ol 21,825 38, 537
711,180 Interpublic Goup of Gonpanies, Inc. .... 4,531 23,736
1,211,834 Kaiser Aumnumé& Chemcal Qorp. ........ 20, 629 23,328
282,500 Media General, Inc. ............ ... 4, 545 7,345
391,400 Qilvy & Mather International ........... 3,709 7,828
953,750 SAFEQO Qorporation ...................... 23, 867 35, 527
1,868,000 The Véshington Post Gonpany ............. 10, 628 39, 241
771,900 F W Wolworth Gonpany . ................ 15, 515 19, 394
Total ... $156, 738 $297, 994
Al Gher Holdings ...................... 28, 675 38, 686
Total EQuities .............coiiiiiiaa... $185, 413 $336, 680

W currently believe that equity narkets in 1980 are likely
to evolve in a manner that wll result in an underperfornance by
our portfolio for the first tinme in recent years. V¢ very much
like the conpani es i n whi ch we have naj or investnents, and pl an
no changes to try to attune ourselves to the narkets of a
speci fic year.



S nce we have covered our phil osophy regarding equities
extensively in recent annual reports, a nore extended di scussion
of bond investnents nmay be appropriate for this one, particularly
inlight of what has happened since yearend. An extraordi nary
anount of noney has been | ost by the insurance industry in the
bond area - notw thstandi ng the accounting convention that allows
i nsurance conpanies to carry their bond i nvestnents at anortized
cost, regard ess of inpaired nmarket value. Actually, that very
accounting convention nay have contributed in a najor way to the
| osses; had nmanagenent been forced to recogni ze narket val ues,
its attention mght have been focused nuch earlier on the dangers
of a very long-termbond contract.

Ironically, nmany insurance conpani es have deci ded that a
one-year auto policy is inappropriate during a tine of inflation,
and si x-nonth pol i ci es have been brought in as repl acenents.

“How ” say many of the insurance managers, “can we be expected to
| ook forward twel ve nonths and estinate such i nponderabl es as
hospital costs, auto parts prices, etc.?” But, having deci ded
that one year is too long a period for which to set a fixed price
for insurance in an inflationary world, they then have turned
around, taken the proceeds fromthe sale of that six-nonth
policy, and sold the noney at a fixed price for thirty or forty
years.

The very long-termbond contract has been the | ast naj or
fixed price contract of extended duration still regularly
initiated in an inflation-ridden world. The buyer of noney to be
used between 1980 and 2020 has been able to obtain a firmprice
now for each year of its use while the buyer of auto insurance,
nmedi cal services, newsprint, office space - or just about any
other product or service - would be greeted with |aughter if he
were to request a firmprice nowto apply through 1985. For in
virtually all other areas of commerce, parties to long-term
contracts now either index prices in sone nanner, or insist on
the right to reviewthe situati on every year or so.

Acultural lag has prevailed in the bond area. The buyers
(borrowers) and niddl enen (underwriters) of noney hardly coul d be
expected to rai se the question of whether it all nade sense, and
the sellers (lenders) slept through an economc and contract ual
revol ution.

For the last fewyears our insurance conpani es have not been
a net purchaser of any straight |ong-termbonds (those w thout
conversion rights or other attributes offering profit
possibilities). There have been sone purchases in the strai ght
bond area, of course, but they have been offset by sales or
maturities. Bven prior to this period, we never would buy thirty
or forty-year bonds; instead we tried to concentrate in the
straight bond area on shorter issues wth sinking funds and on
i ssues that seened rel atively underval ued because of bond nar ket
i neffi ci enci es.

However, the nild degree of caution that we exerci sed was an
i nproper response to the world unfol ding about us. You do not
adequatel y protect yourself by being hal f awake while others are
sleeping. It was a nmistake to buy fifteen-year bonds, and yet we
did;, we nmade an even nore serious nmistake in not selling them(at
| osses, if necessary) when our present views began to
crystallize. (Naturally, those views are nuch clearer and
definite inretrospect; it would be fair for you to ask why we
weren't witing about this subject |ast year.)

d course, we nust hold significant anounts of bonds or
other fixed dollar obligations in conjunction wth our insurance
operations. In the |ast several years our net fixed dollar
commtnents have been limted to the purchase of convertible
bonds. V& believe that the conversion options obtained, in
effect, give that portion of the bond portfolio a far shorter
average life than inplied by the maturity terns of the i ssues
(i.e., at an appropriate tine of our choosing, we can terninate
the bond contract by conversion into stock).

Thi s bond policy has given us significantly | ower unrealized
| osses than those experienced by the great najority of property
and casual ty insurance conpani es. V¢ al so have been hel ped by
our strong preference for equities in recent years that has kept
our overal|l bond segnent relatively low Nevertheless, we are
taking our lunps in bonds and feel that, in a sense, our nmstakes
shoul d be viewed | ess charitably than the nistakes of those who



went about their business unmindful of the devel opi ng probl ens.

Harki ng back to our textile experience, we shoul d have
realized the futility of trying to be very clever (via sinking
funds and other special type issues) in an area where the tide
was runni ng heavily agai nst us.

V& have severe doubts as to whether a very | ong-termfixed-
interest bond, denonminated in dollars, renains an appropriate
busi ness contract in a world where the val ue of dollars seens
alnost certain to shrink by the day. Those dollars, as well as
paper creations of other governnents, sinply nmay have too nany
structural weaknesses to appropriately serve as a unit of |ong
termcommercial reference. If so, really |ong bonds may turn out
to be obsol ete instrunents and i nsurers who have bought those
maturities of 2010 or 2020 coul d have naj or and conti nui ng
problens on their hands. V&, |ikewse, wll be unhappy wth our
fifteen-year bonds and will annually pay a price in terns of
earning power that reflects that nistake.

Sone of our convertibl e bonds appear exceptionally
attractive to us, and have the same sort of earnings retention
factor (applicable to the stock into which they nay be converted)
that prevails in our conventional equity portfolio. V¢ expect to
nmake noney in these bonds (we al ready have, in a few cases) and
have hopes that our profits in this area nay of fset |osses in
strai ght bonds.

And, of course, there is the possibility that our present
anal ysis is nuch too negative. The chances for very lowrates of
inflation are not nil. Inflation is nan-nade; perhaps it can be
man-mastered. The threat which alarns us may al so alarm
legislators and other powerful groups, pronpting sone appropriate
r esponse.

Furthernore, present interest rates incorporate nuch hi gher
inflation projections than those of a year or two ago. Such
rates may prove adequate or nore than adequate to protect bond
buyers. Ve even nay niss large profits froma najor rebound in
bond prices. However, our unwllingness to fix a price nowfor a
pound of See’s candy or a yard of Berkshire cloth to be delivered
in 2010 or 2020 nakes us equal |y unwilling to buy bonds which set
a price on noney now for use in those years. Overall, we opt for
Polonius (slightly restated): “Neither a short-termborrower nor
a long-termlender be.”

Banki ng

This will be the last year that we can report on the
Illinois National Bank and Trust onpany as a subsidiary of
Berkshire Hathaway. Therefore, it is particularly pleasant to
report that, under Gene Abegg s and Pete Jeffrey’ s managenent,
the bank broke all previous records and earned approxi nately 2.3%
on average assets last year, a |evel again over three tines that
achi eved by the average nmaj or bank, and nore than doubl e that of
banks regarded as outstanding. The record is sinply
extraordi nary, and the sharehol ders of Berkshire Hat hanay owe a
standi ng ovation to Gene Abegg for the perfornance this year and
every year since our purchase in 1969.

As you know the Bank Hbl di ng Gonpany Act of 1969 requires
that we divest the bank by Decenber 31, 1980. For sone years we
have expected to conply by effecting a spin-off during 1980.
However, the Federal Reserve Board has taken the firmposition
that if the bank is spun off, no officer or director of Berkshire
Hat haway can be an officer or director of the spun-off bank or
bank hol di ng conpany, even in a case such as ours in which one
i ndi vi dual woul d own over 40%of both conpani es.

Lhder these conditions, we are investigating the possible
sal e of between 80%and 100%of the stock of the bank. Vé wll
be nost choosy about any purchaser, and our selection will not be
based solely on price. The bank and its nanagenent have treated
us exceptionally well and, if we have to sell, we want to be sure
that they are treated equally as well. A spin-off still is a
possibility if a fair price along with a proper purchaser cannot
be obtained by early fall.

However, you shoul d be aware that we do not expect to be
able to fully, or even in very large part, repl ace the earning
power represented by the bank fromthe proceeds of the sal e of



the bank. You sinply can't buy high quality businesses at the
sort of price/earnings multiple likely to prevail on our bank
sal e.

FH nancial Reporting

During 1979, NASDAQtrading was initiated in the stock of
Berkshi re Hathaway This neans that the stock nowis quoted on the
Qrver-the-Munter page of the Vél| Sreet journal under
“Additional OC Quotes”. Prior to such listing, the VAl | Sreet
journal and the Dow Jones news ticker woul d not report our
earni ngs, even though such earni ngs were one hundred or nore
tines the | evel of sone conpani es whose reports they regul arly
pi cked up.

Now however, the Dow Jones news ticker reports our
quarterly earnings pronptly after we rel ease themand, in
addition, both the ticker and the VIl Sreet journal report our
annual earnings. This solves a dissemination problemthat had
bot hered us.

In sone ways, our sharehol der group is a rather unusual one,
and this affects our nanner of reporting to you. For exanple, at
the end of each year about 98%of the shares outstanding are hel d
by peopl e who al so were sharehol ders at the begi nning of the
year. Therefore, in our annual report we build upon what we have
told you in previous years instead of restating a | ot of
material. You get nore useful infornation this way, and we don't
get bored.

Furthernore, perhaps 90%of our shares are owned by
investors for wvhomBerkshire is their largest security hol ding,
very often far and anway the largest. My of these owers are
wlling to spend a significant anmount of tine wth the annual
report, and we attenpt to provide themwth the sane infornation
we woul d find useful if the roles were reversed.

In contrast, we include no narrative wth our quarterly
reports. Qur owners and nanagers both have very long tine-
horizons in regard to this business, and it is difficult to say
anyt hi ng new or neani ngful each quarter about events of |ong-term
si gni fi cance.

But when you do recei ve a communi cation fromus, it wll
cone fromthe fell owyou are paying to run the busi ness. Your
Chairman has a firmbelief that owers are entitled to hear
directly fromthe CEOas to what is going on and how he eval uat es
the busi ness, currently and prospectively. You woul d denand t hat
in a private conpany; you shoul d expect no less in a public
conpany. A once-a-year report of stewardship shoul d not be
turned over to a staff specialist or public relations consultant
who is unlikely to be in a position to tal k frankly on a nanager -
to-owner basis.

W feel that you, as owners, are entitled to the sane sort
of reporting by your manager as we feel is owed to us at
Berkshi re Hat haway by nmanagers of our business units. Qbviously,
the degree of detail nust be different, particularly where
i nfornation woul d be useful to a business conpetitor or the |ike.
But the general scope, bal ance, and | evel of candor shoul d be
simlar. Ve don't expect a public relations docunent when our
operating nanagers tell us what is going on, and we don't feel
you shoul d recei ve such a docunent .

In large part, conpanies obtai n the sharehol der constituency
that they seek and deserve. |f they focus their thinking and
conmuni cations on short-termresults or short-termstock narket
consequences they wll, inlarge part, attract sharehol ders who
focus on the sane factors. And if they are cynical intheir
treatnment of investors, eventual ly that cynicismis highly likely
to be returned by the investnent cormmunity.

Phil FHsher, a respected investor and author, once I|ikened
the policies of the corporation in attracting sharehol ders to
those of a restaurant attracting potential custoners. A
restaurant coul d seek a given clientele - patrons of fast foods,
elegant dining, Oiental food, etc. - and eventual |y obtain an
appropriate group of devotees. |If the job were expertly done,
that clientele, pleased with the service, nenu, and price |evel
offered, would return consistently. But the restaurant coul d not
change its character constantly and end up with a happy and



stable clientele. |f the business vacillated between French
cui sine and take-out chicken, the result woul d be a revol vi ng
door of confused and dissatisfied custoners.

S it iswth corporations and the sharehol der constituency
they seek. You can't be all things to all nen, similtaneously
seeking different owners whose prinary interests run fromhigh
current yieldtolong-termcapital growh to stock narket
pyr ot echni cs, etc.

The reasoni ng of nmanagenents that seek |arge trading
activity intheir shares puzzles us. |In effect, such nanagenents
are saying that they want a good many of the existing clientel e
continually to desert themin favor of new ones - because you
can't add lots of new owners (wth new expectations) w thout
losing lots of forner owners.

Ve nuch prefer owners who |ike our service and nenu and who
return year after year. It would be hard to find a better group
to sit in the Berkshire Hathanway sharehol der “seats” than those
al ready occupying them So we hope to continue to have a very
| ow turnover anong our owners, reflecting a constituency that
under st ands our operation, approves of our policies, and shares
our expectations. And we hope to deliver on those expectations.

Prospect s

Last year we said that we expected operating earnings in
dollars to inprove but return on equity to decrease. This turned
out to be correct. Qur forecast for 1980 is the sane. If we are
wong, it wll be on the downside. In other words, we are
virtually certain that our operating earni ngs expressed as a
percentage of the new equity base of approxinately $236 mllion,
val uing securities at cost, wll decline fromthe 18. 6%attai ned
in 1979. There is also a fair chance that operating earnings in
aggregate dol lars will fall short of 1979; the outcone depends
partly upon the date of disposition of the bank, partly upon the
degree of slippage in insurance underwiting profitability, and
partly upon the severity of earnings problens in the savings and
| oan industry.

V& continue to feel very good about our insurance equity
investnents. Qver a period of years, we expect to devel op very
large and grow ng amounts of underlyi ng earning power
attributable to our fractional ownership of these conpanies. In
nost cases they are spl endi d busi nesses, spl endidy nanaged,
purchased at highly attractive prices.

Your conpany is run on the principle of centralization of
financial decisions at the top (the very top, it mght be added),
and rather extrene del egati on of operating authority to a nunber
of key nanagers at the individual conpany or business unit |evel.
W could just field a basketbal | teamwth our corporate
headquarters group (which utilizes only about 1500 square feet of
space) .

Thi s approach produces an occasi onal naj or nistake that
mght have been elininated or nininmized through cl oser operating
controls. But it also elimnates |arge | ayers of costs and
dramatical | y speeds deci si on-naki ng. Because everyone has a
great deal to do, a very great deal gets done. Mbst inportant of
all, it enables us to attract and retain sone extraordinarily
talented individual s - people who sinply can't be hired in the
normal course of events - who find working for Berkshire to be
alnost identical to running their own show

V& have pl aced nuch trust in them- and their achi evenents
have far exceeded that trust.

Védrren E Buffett, Chairnan
March 3, 1980
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BERKSHIRE HATHAWAY INC.

To the Sharehol ders of Berkshire Hithaway Inc.:

Qperating earnings inproved to $41.9 mllion in 1980 from
$36.0 mllion in 1979, but return on begi nning equity capital
(wth securities valued at cost) fell to 17.8%from18.6% Ve
believe the latter yardstick to be the nost appropriate neasure
of single-year nanagerial economc perfornance. |Inforned use of
that yardstick, however, requires an understandi ng of nmany
factors, including accounting policies, historical carrying
val ues of assets, financial |everage, and i ndustry conditions.

In your eval uation of our econonic perfornance, we suggest
that two factors shoul d recei ve your special attention - one of a
positive nature peculiar, to alarge extent, to our own
operation, and one of a negative nature applicable to corporate
performance generally. Let’s look at the bright side first.

Non-Gont rol | ed Ganer shi p Ear ni ngs

Wien one conpany owns part of another conpany, appropriate
accounting procedures pertaining to that owership interest nust
be sel ected fromone of three najor categories. The percentage
of voting stock that is owned, in large part, deternines which
category of accounting principles should be utilized.

General |y accept ed accounting principles require (subject to
exceptions, naturally, as with our forner bank subsidiary) full
consol i dation of sal es, expenses, taxes, and earnings of busi ness
hol di ngs nore than 50%owned. B ue Chip Sanps, 60%owned by
Berkshire Hathaway Inc., falls into this category. Therefore,
all Bue Chip income and expense itens are included in full in
Berkshire’s Gonsolidated Satenment of Earnings, wth the 40%
ownership interest of others in B ue Chip' s net earnings
reflected in the Satenent as a deduction for “nminority
interest”.

Ful'l inclusion of underlying earnings fromanother class of
hol di ngs, conpani es owned 20%to 50% (usual |y cal | ed
“investees”), also nornal ly occurs. Earnings fromsuch conpani es
- for exanpl e, Wsco F nancial, controlled by Berkshire but only
48%owned - are included via a one-line entry in the owner’s
Satenent of Earnings. LUhlike the over-50%category, all itens
of revenue and expense are onmitted; just the proportional share
of net incone is included. Thus, if Gorporation A ows one-third
of Qorporation B, one-third of B's earnings, whether or not
distributed by B will end upin As earnings. There are sone
nodi fications, both in this and the over-50%category, for
intercorporate taxes and purchase price adjustnents, the
expl anation of which we wll save for a later day. (V¢ know you
can hardly wait.)

F nal Iy cone hol di ngs representing | ess than 20% owner shi p
of another corporation’s voting securities. In these cases,
accounting rules dictate that the owni ng conpanies include in
their earnings only dividends recei ved fromsuch hol di ngs.

Lhdi stributed earnings are ignored. Thus, shoul d we own 10% of
GQorporation X wth earnings of $10 nillion in 1980, we woul d
report in our earnings (ignoring relatively nminor taxes on
intercorporate dividends) either (a) $1 mllion if X declared the
full $10 million in dividends; (b) $500,000 if X paid out 50% or
$5 mllion, individends; or (c) zeroif Xreinvested all

ear ni ngs.

V¢ inpose this short - and over-sinplified - course in
accounting upon you because Berkshire s concentration of
resources in the insurance field produces a correspondi ng
concentration of its assets in conpanies in that third (less than
20%owned) category. Many of these conpani es pay out relatively
smal | proportions of their earnings in dividends. This neans
that only a small proportion of their current earning power is
recorded in our own current operating earnings. But, while our
reported operating earnings reflect only the dividends recei ved
fromsuch conpani es, our econonmic well-being is deternined by
their earnings, not their dividends.

Qur holdings inthis third category of conpani es have
increased dramatically in recent years as our insurance busi ness
has prospered and as securities narkets have presented



particularly attractive opportunities in the conmon stock area.
The | arge increase in such hol dings, plus the growth of earni ngs
experienced by those partial | y-owned conpani es, has produced an
unusual result; the part of “our” earnings that these conpani es
retained last year (the part not paid to us in dividends)
exceeded the total reported annual operating earnings of
Berkshire Hat haway. Thus, conventional accounting only allows
less than half of our earnings “iceberg” to appear above the
surface, inplain view Wthin the corporate world such a result
isquiterare; inour case it is likely to be recurring.

Qur own analysis of earnings reality differs sonmewhat from
general | y accepted accounting principles, particularly when those
principles nust be applied in a world of high and uncertain rates
of inflation. (But it’s nuch easier to criticize than to inprove
such accounting rules. The inherent problens are nonunental .) Vé
have owned 100%of busi nesses whose reported earni ngs were not
worth close to 100 cents on the dollar to us even though, in an
accounting sense, we totally controlled their disposition. (The
“control” was theoretical. Uhless we reinvested all earnings,
nassi ve deterioration in the val ue of assets already in place
woul d occur. But those reinvested earnings had no prospect of
earning anything close to a narket return on capital.) V& have
al so owned smal | fractions of busi nesses wth extraordi nary
rei nvest nent possi bilities whose retai ned earni ngs had an
econonic value to us far in excess of 100 cents on the dollar.

The val ue to Berkshire Hathaway of retai ned earnings i s not
determned by whether we own 100% 50% 20%or 1%o0f the
busi nesses in which they reside. Rather, the val ue of those
retained earnings is determned by the use to which they are put
and the subsequent |evel of earnings produced by that usage.
This is true whether we determne the usage, or whether nanagers
we did not hire - but did elect tojoin - determine that usage.
(It’s the act that counts, not the actors.) And the value is in
no way affected by the inclusion or non-inclusion of those
retained earnings in our own reported operating earnings. If a
tree grows in a forest partially owed by us, but we don't record
the growth in our financial statenents, we still own part of the
tree.

Qur view we warn you, is non-conventional. But we would
rather have earnings for which we did not get accounting credit
put to good use in a 10%owned conpany by a nanagenent we di d not
personal Iy hire, than have earnings for which we did get credit
put into projects of nore dubious potential by anot her nanagenent
- even if we are that nanagenent.

(V¢ can’'t resist pausing here for a short coomercial. Qe
usage of retained earnings we often greet wth special enthusiasm
when practiced by conpani es i n which we have an i nvest nent
interest is repurchase of their own shares. The reasoning is
sinple: if afine business is selling in the narket place for far
less than intrinsic value, what nore certain or nore profitabl e
utilization of capital can there be than significant enlargenent
of the interests of all owlers at that bargain price? The
conpetitive nature of corporate acquisition activity al nost
guarantees the paynent of a full - frequently nore than full
price when a conpany buys the entire ownership of another
enterprise. But the auction nature of security narkets often
allows finely-run conpani es the opportunity to purchase portions
of their own businesses at a price under 50%of that needed to
acqui re the sane earni ng power through the negotiated acquisition
of another enterprise.)

Long-Term@rporate Results

As we have noted, we eval uate singl e-year corporate
per f or mance by conparing operating earnings to sharehol ders’
equity with securities valued at cost. Qur |ong-termyardstick
of perfornance, however, includes all capital gains or |osses,
realized or unrealized. V& continue to achieve a long-term
return on equity that considerably exceeds the average of our
yearly returns. The najor factor causing this pleasant result is
a sinple one: the retained earnings of those non-controlled
hol di ngs we di scussed earlier have been translated into gains in
nar ket val ue.

d course, this translation of retai ned earnings into narket
price appreciation is highly uneven (it goes in reverse sone
years), unpredictable as to timing, and unlikely to naterialize



on a precise dollar-for-dollar basis. And a silly purchase price
for a block of stock in a corporation can negate the effects of a
decade of earnings retention by that corporation. But when
purchase prices are sensible, sone | ong-termnarket recognition
of the accurul ation of retai ned earnings al nost certainly wll
occur. Periodically you even wll receive sone frosting on the
cake, wth nmarket appreciation far exceedi ng post-purchase

retai ned earni ngs.

In the sixteen years since present nanagenent assuned
responsi bility for Berkshire, book val ue per share wth
i nsurance-hel d equities val ued at narket has increased from
$19.46 to $400.80, or 20.5%conpounded annual ly. (You ve done
better: the value of the nmineral content in the hunan body
conpounded at 22%annual |y during the past decade.) It is
encouragi ng, noreover, to realize that our record was achi eved
despite many mistakes. The list is too painful and lengthy to
detail here. But it clearly shows that a reasonably conpetitive
corporate batting average can be achieved in spite of alot of
managerial strikeouts.

Qur insurance conpanies wll continue to nake | arge
investnents in well-run, favorably-situated, non-controlled
conpani es that very often will pay out in dividends only snal |
proportions of their earnings. Following this policy, we woul d
expect our long-termreturns to continue to exceed the returns
derived annual |y fromreported operating earnings. Qur
confidence in this belief can easily be quantified: if we were to
sell the equities that we hold and repl ace themw th | ong-term
tax-free bonds, our reported operating earnings woul d rise
i rmedi agle:y by over $30 mllion annually. Such a shift tenpts us
not at .

So nuch for the good news.
Results for Ganers

Unfortunately, earnings reported in corporate financial
statenents are no longer the domnant variabl e that deternines
whether there are any real earnings for you, the ower. For only
gai ns in purchasing power represent real earnings on investnent.
If you (a) forego ten hanburgers to purchase an investnent; (b)
recei ve dividends which, after tax, buy two hanburgers; and (c)
recei ve, upon sale of your holdings, after-tax proceeds that wll
buy eight hanburgers, then (d) you have had no real incone from
your investnent, no matter how nuch it appreciated in dollars.
You nay feel richer, but you won't eat richer.

Hgh rates of inflation create a tax on capital that nakes
nmuch corporate investnent unwise - at least if neasured by the
criterion of a positive real investnent return to owners. This
“hurdle rate” the return on equity that nust be achieved by a
corporation in order to produce any real return for its
i ndi vidual owners - has increased dramatically in recent years.
The average tax-paying i nvestor i s now running up a down
escal at or whose pace has accel erated to the point where his
upward progress is nil.

For exanple, in a world of 12%inflati on a busi ness ear ni ng
20%on equity (which very few nanage consistently to do) and
distributing it all toindividuals in the 50%bracket is chew ng
up their real capital, not enhancing it. (Half of the 20%w !l go
for incone tax; the remai ning 10%l eaves the owners of the
busi ness with only 98%of the purchasi ng power they possessed at
the start of the year - even though they have not spent a penny
of their “earnings”). The investors in this bracket woul d
actual ly be better off wth a conbinati on of stable prices and
corporate earnings on equity capital of only a few per cent.

Explicit incone taxes al one, unacconpani ed by any inplicit
inflation tax, never can turn a positive corporate returninto a
negative owner return. (Even if there were 90%personal i ncone
tax rates on both dividends and capital gains, sone real incone
woul d be left for the owner at a zero inflation rate.) But the
inflationtax is not limted by reported incone. Inflation rates
not far fromthose recently experienced can turn the | evel of
positive returns achi eved by a najority of corporations into
negative returns for all owners, including those not required to
pay explicit taxes. (For exanple, if inflation reached 16%
owners of the 60%plus of corporate America earning | ess than
this rate of return would be realizing a negative real return -



even if incone taxes on dividends and capital gains were
elimnated.)

d course, the two forns of taxation co-exist and interact
since explicit taxes are levied on nomnal, not real, incone.
Thus you pay incone taxes on what woul d be deficits if returns to
st ockhol ders were neasured in constant dollars.

At present inflation rates, we believe individual owers in
nedi umor high tax brackets (as distinguished fromtax-free
entities such as pension funds, eleenosynary institutions, etc.)
shoul d expect no real long-termreturn fromthe average Anerican
corporation, even though these individual s reinvest the entire
after-tax proceeds fromall dividends they receive. The average
return on equity of corporations is fully offset by the
conbi nation of the inplicit tax on capital levied by inflation
and the explicit taxes | evied both on dividends and gains in
val ue produced by retai ned earni ngs.

As we said |last year, Berkshire has no corporate solution to
the problem (W' Il say it again next year, too.) Inflation does
not inprove our return on equity.

Indexing is the insulation that all seek against inflation.
But the great bulk (although there are inportant exceptions) of
corporate capital is not even partially indexed. { course,
earnings and dividends per share usually will rise if significant
earnings are “saved” by a corporation; i.e., reinvested instead
of paid as dividends. But that woul d be true wthout inflation.
Athrifty wage earner, |ikew se, could achieve regul ar annual
increases in his total incone wthout ever getting a pay increase
- if he were willing to take only half of his paycheck in cash
(his wage “dividend’) and consistently add the other hal f (his
“retained earnings’) to a savings account. Neither this high-
savi ng wage earner nor the stockhol der in a hi gh-saving
corporation whose annual dividend rate increases while its rate
of return on equity renains flat is truly i ndexed.

For capital to be truly indexed, return on equity nust rise,
i.e., business earnings consistently nust increase in proportion
to the increase in the price level wthout any need for the
busi ness to add to capital - including working capital -
enpl oyed. (I ncreased earni ngs produced by increased i nvest nent
don't count.) Qnly a few busi nesses cone cl ose to exhibiting this
ability. And Berkshire Hathaway isn't one of them

W, of course, have a corporate policy of reinvesting
earnings for growth, diversity and strength, which has the
incidental effect of mininizing the current inposition of
explicit taxes on our owners. However, on a day-by-day basis,
you W Il be subjected to the inplicit inflation tax, and when you
wish to transfer your investnent in Berkshire into another form
of investnent, or into consunption, you also wll face explicit
t axes.

Sources of Earni ngs

The tabl e bel ow shows the sources of Berkshire' s reported
earnings. Berkshire owns about 60%of B ue Chip Sanps, which in
turn owns 80%of Vésco F nancial Gorporation. The table shows
aggregat e earni ngs of the various business entities, as well as
Berkshire's share of those earnings. Al of the significant
capital gains and | osses attributable to any of the busi ness
entities are aggregated in the realized securities gains figure
at the bottomof the table, and are not included in operating
earnings. Qur calculation of operating earnings al so excl udes
the gain fromsal e of Mitual’s branch offices. In this respect
it differs fromthe presentation in our audited financial
statenments that includes this itemin the cal culation of
“Earnings Before Realized Investnent Gain”.

Earni ngs Before | ncone Taxes

(in thousands of dollars) 1980 1979 1980 1979

Total Earnings - all entities $ 85,945 $ 68,632 $ 70,146 $ 56, 427

Net Earni ngs
Ater Tax

$ 53,122 $ 42,817



Earni ngs from Q(perati ons:
I nsurance G oup:
Underwri ting

Net Investnent Incone ... 30,939 24,224 30, 927 24,216 25, 607
Ber kshi r e- Vunibec Textil es (508) 1,723 (508) 1,723 202
Associated Retail Sores .. 2,440 2,775 2,440 2,775 1, 169
See’s Gandies ............. 15, 031 12, 785 8, 958 7,598 4,212
Buffalo Bvening News ...... (2,805 (4,617) (1,672) (2,744) (816)
Bue Chip Sanps - Parent 7, 699 2,397 4,588 1,425 3, 060
Illinois National Bank .... 5,324 5, 747 5, 200 5, 614 4,731
Wsco F nancial - Parent .. 2,916 2,413 1,392 1, 098 1,044
Mitual Savings and Loan ... 5, 814 10, 447 2,775 4,751 1,974
Precision Seel ........... 2,833 3,254 1, 352 1, 480 656
Interest on Debt .......... (12,230) (8,248) (9,390) (5,860) (4,809
Gher ...... ... 2,170 1,342 1, 590 996 1, 255

Total Earnings from

Qperations ........... $ 66,361 $ 57,984 $ 54,389 $ 46,813 $ 41,922

Mitual Savings and Loan -
sale of branches ....... 5,873 -- 2,803 -- 1,293
Real i zed Securities Gain.... 13,711 10, 648 12,954 9,614 9, 907

Total Earnings - all entities $ 85,945 $ 68,632 $ 70, 146

$ 56,427 $ 53,122

$ 6,738 $ 3,742 $ 6,737 $ 3,741 $ 3,637 $ 2214

20, 106
848
1,280
3, 448
(1, 333)
1,624
5, 027
937
3,261
723
(2, 900)
753

B ue Chip Sanps and Vésco are public conpanies wth
reporting requirenents of their own. On pages 40 to 53 of this
report we have reproduced the narrative reports of the principal
executives of both conpanies, in which they describe 1980
operations. V¢ recomnmend a careful reading, and suggest that you
particularly note the superb job done by Louie M ncenti and
Charlie Munger in repositioning Mitual Savings and Loan. A copy
of the full annual report of either conpany wll be nailed to any
Ber kshi re sharehol der upon request to M. Robert H Brd for B ue
Chip Sanps, 5801 South Eastern Avenue, Los Angeles, Galifornia
90040, or to Ms. Bette Deckard for Vesco F nancial Gorporation,
315 East ol orado Boul evard, Pasadena, California 91109.

As indicated earlier, undistributed earnings i n conpani es we
do not control are nowfully as inportant as the reported
operating earnings detailed in the preceding table. The
distributed portion, of course, finds its way into the table
prinmarily through the net investnent income section of |nsurance
G oup earni ngs.

¢ show bel ow Berkshire’s proportional hol dings in those
non-control | ed busi nesses for which only distributed earni ngs
(dividends) are included in our own earnings.

No. of Shares Qost Mr ket
(000s omitted)
434,550 (a) Affiliated Publications, Inc. ......... $ 2,821 $ 12,222
464,317 (a) A umnum CGonpany of Averica ........... 25,577 27,685
475,217 (b) develand-diffs Iron Gonpany ......... 12,942 15, 894
1,983,812 (b) General Foods, Inc. ................... 62, 507 59, 889
7,200,000 (a) GHQGO Grporation ..........ooveeeunnn. 47,138 105, 300
2,015,000 (a) Hndy & Harman .................. ... 21, 825 58, 435
711,180 (a) Interpublic Goup of Gonpanies, Inc. .. 4,531 22,135
1,211,834 (a) Kaiser Aumnumé& Chenical Gorp. ...... 20, 629 27,569
282,500 (a) Media General ............. il 4,545 8,334
247,039 (b) MNational Detroit Qorporation .......... 5, 930 6, 299
881,500 (a) MNational Sudent Marketing ............ 5,128 5, 895
391,400 (a) Quilvy & Mather Int'l. Inc. ........... 3, 709 9,981
370,088 (b) Rnkerton's, Inc. ..................... 12,144 16, 489
245,700 (b) R J. Reynolds Industries ............. 8, 702 11, 228
1,250,525 (b) SAFEGO Qorporation .................... 32, 062 45, 177
151,104 (b) The Tines Mrror Gonpany .............. 4, 447 6, 271
1,868,600 (a) The Véshington Post Gonpany ........... 10, 628 42,277
667,124 (b) E WWolworth Gonpany ................. 13, 583 16, 511
$298, 848 $497, 591
Al Qher Gomon Sockholdings ........ 26, 313 32, 096
Total Gommon Socks ................... $325, 161 $529, 687
(a) Al owned by Berkshire or its insurance subsidiaries.
(b) Bue hip and/or Vésco own shares of these conpanies. Al

nunbers represent Berkshire's net interest in the | arger



gross hol dings of the group.

Fromthis table, you can see that our sources of underlying
earning power are distributed far differently anong industries
than woul d superficially seemthe case. For exanpl e, our
i nsurance subsi di aries own approxi natel y 3%of Kai ser A uninum
and 1 1/4%of Acoa. Qur share of the 1980 earni ngs of those
conpani es amounts to about $13 nillion. (If translated dollar for
dollar into a conbi nation of eventual narket val ue gain and
dividends, this figure woul d have to be reduced by a significant,
but not precisely determnabl e, amount of tax; perhaps 25%woul d
be a fair assunption.) Thus, we have a nuch | arger econom c
interest in the al uminumbusi ness than in practically any of the
operating busi nesses we control and on which we report in nore
detail. |f we maintain our hol dings, our |ong-term perfornance
wll be nore affected by the future econonics of the al uninum
industry than it will by direct operating decisions we nake
concer ni ng nost conpani es over whi ch we exerci se nanageri al
control .

& QO Qorp.

Qur largest non-controlled holding is 7.2 mllion shares of
& Q@ Qrp., equal to about a 33%equity interest. Nornally, an
interest of this nagnitude (over 20% would qualify as an
“investee” holding and woul d require us to reflect a
proportionate share of G O0s earnings in our own. However, we
purchased our (H QO stock pursuant to special orders of the
Dstrict of lunbia and New York | nsurance Departnents, which
required that the right to vote the stock be placed with an
i ndependent party. Absent the vote, our 33%interest does not
qualify for investee treatnent. (Pinkerton's is a simlar
situation.)

d course, whether or not the undistributed earni ngs of
& Qare picked up annual Iy in our operating earnings figure has
nothing to do with their economc value to us, or to you as
owners of Berkshire. The val ue of these retai ned earnings wll
be determined by the skill wth which they are put to use by
& GO nanagenent .

On this score, we sinply couldn’'t feel better. & QO
represents the best of all investnent worlds - the coupling of a
very inportant and very hard to duplicate busi ness advantage wth
an extraordi nary managenent whose skills in operations are
mat ched by skills in capital allocation.

As you can see, our hol dings cost us $47 nmillion, wth about
hal f of this amount invested in 1976 and nost of the renai nder
invested in 1980. A the present dividend rate, our reported
earnings from@ @ anount to alittle over $3 nillion annual ly.
But we estinmate our share of its earning power is on the order of
$20 mllion annual ly. Thus, undistributed earnings applicable to
this hol ding al one may anount to 40%of total reported operating
earnings of Berkshire.

V¢ shoul d enphasi ze that we feel as coniortable with G2 GO
nanagenent retaining an estinated $17 mllion of earnings
applicabl e to our ownership as we would if that sumwere in our
own hands. Injust the last two years (2 GQ through repurchases
of its own stock, has reduced the share equivalents it has
outstanding from34.2 mllion to 21.6 mllion, dramatically
enhancing the interests of sharehol ders in a business that sinply
can't be replicated. The owers could not have been better
served.

V& have witten in past reports about the di sappoi ntnents
that usually result frompurchase and operation of “turnaround’
busi nesses. Literally hundreds of turnaround possibilities in
dozens of industries have been described to us over the years
and, either as participants or as observers, we have tracked
performance agai nst expectations. Qur conclusion is that, with
few exceptions, when a managenent with a reputation for
brilliance tackles a business with a reputation for poor
fundanental econonics, it is the reputati on of the busi ness that
remains intact.

& O nay appear to be an exception, having been turned
around fromthe very edge of bankruptcy in 1976. It certainly is
true that managerial brilliance was needed for its resuscitation,
and that Jack Byrne, upon arrival in that year, supplied that



i ngredi ent in abundance.

But it alsois true that the fundanental busi ness advant age
that (3 QO had enjoyed - an advantage that previously had
produced staggering success - was still intact within the
conpany, al though subnerged in a sea of financia and operating
troubl es.

& O was designed to be the | owcost operation in an
enor nous nar ket pl ace (auto insurance) popul ated |argely by
conpani es whose narketing structures restricted adaptation. Run
as designed, it could offer unusual value to its custoners while
earning unusual returns for itself. For decades it had been run
injust this manner. Its troubles in the nid-70s were not
produced by any di minution or di sappearance of this essential
econoni ¢ advant age.

@& s problens at that tine put it in a position anal ogous
to that of Anerican Express in 1964 follow ng the sal ad oil
scandal . Both were one-of -a-ki nd conpani es, tenporarily reeling
fromthe effects of a fiscal blowthat did not destroy their
exceptional underlying economcs. The (2 QO and Aneri can Express
situations, extraordi nary business franchises with a | ocalized
exci sabl e cancer (needing, to be sure, a skilled surgeon), shoul d
be di stingui shed fromthe true “turnaround” situation in which
the managers expect - and need - to pull off a corporate
Pygnal i on.

Wiat ever the appellation, we are delighted with our (2 QO
hol di ng whi ch, as noted, cost us $47 mllion. To buy a simlar
$20 million of earning power in a business with first-class
economic characteristics and bright prospects woul d cost a
m ni numof $200 million (nuch nore in sone industries) if it had
to be acconpl i shed t hrough negotiated purchase of an entire
conpany. A 100%i nterest of that kind gives the owner the
options of |everaging the purchase, changi ng nanagenents,
directing cash flow and selling the business. It nay al so
provi de sone excitenent around corporate headquarters (I ess
frequently nentioned).

W find it perfectly satisfying that the nature of our
i nsurance busi ness dictates we buy nany minority portions of
already wel | -run busi nesses (at prices far bel ow our share of the
total value of the entire business) that do not need nmanagenent
change, re-direction of cash flow or sale. There aren't nmany
Jack Byrnes in the manageria world, or &2 03 in the business
world. Wiat coul d be better than buying into a partnership wth
both of then?

I nsurance I ndustry Gonditions

The insurance industry' s underwiting picture continues to
unfol d about as we anticipated, with the conbined rati o (see
definition on page 37) rising from100.6 in 1979 to an esti nated
103.5in 1980. It is virtually certainthat this trend wll
continue and that industry underwiting | osses wll nount,
significantly and progressively, in 1981 and 1982. To understand
why, we recommend that you read the excel | ent anal ysis of
property-casual ty conpetitive dynanics done by Barbara Sewart of
Chubb Gorp. in an Gctober 1980 paper. (Chubb’s annual report
consistently presents the nost insightful, candid and well -
witten discussion of industry conditions; you should get on the
conpany’s nailing list.) Ms. Sewart’s anal ysis nay not be
cheerful, but we think it is very likely to be accurate.

And, unfortunately, a largely unreported but particul arly
perni ci ous problemmay wel | prolong and intensify the comng
industry agony. It is not only likely to keep nany insurers
scranbl i ng for busi ness when underwriting | osses hit record
levels - it is likely to cause themat such a tine to redoubl e
their efforts.

This probl emarises fromthe decline in bond prices and the
i nsurance accounting convention that allows conpanies to carry
bonds at anortized cost, regardl ess of narket value. Many
insurers own long-termbonds that, at anortized cost, anmount to
two to three tines net worth. If the level is three tines, of
course, a one-third shrink fromcost in bond prices - if it were
to be recogni zed on the books - woul d wi pe out net worth. And
shrink they have. Sonme of the |argest and best known property-
casual ty conpanies currently find thensel ves with nonminal, or



even negative, net worth when bond hol dings are val ued at narket.
d course their bonds could rise in price, thereby partially, or
concei vably even fully, restoring the integrity of stated net
worth. QO they could fall further. (Vi believe that short-term
forecasts of stock or bond prices are usel ess. The forecasts nay
tell you a great deal about the forecaster; they tell you nothing
about the future.)

It mght strike sone as strange that an i nsurance conpany’s
survival is threatened when its stock portfolio falls
sufficiently in price to reduce net worth significantly, but that
an even greater decline in bond prices produces no reaction at
all. The industry woul d respond by pointing out that, no natter
what the current price, the bonds will be paid in full at
maturity, thereby eventual ly elimnating any interimprice
decline. It nay take twenty, thirty, or even forty years, this
argunent says, but, as |long as the bonds don't have to be sol d,
inthe end they' Il all be worth face value. O course, if they
are sold even if they are replaced with sinilar bonds offering
better relative value - the | oss nust be booked i medi at el y.

And, just as pronptly, published net worth nust be adj usted
downwvard by the anount of the | oss.

Lhder such circunstances, a great nany investnent options
di sappear, perhaps for decades. For exanpl e, when |arge
underwriting losses are in prospect, it nay nake excel | ent
busi ness logic for sone insurers to shift fromtax-exenpt bonds
into taxabl e bonds. Uwillingness to recognize naj or bond | osses
may be the sole factor that prevents such a sensibl e nove.

But the full inplications flow ng fromnassive unreal i zed
bond | osses are far nore serious than just the immobilization of
investnent intellect. For the source of funds to purchase and
hol d t hose bonds is a pool of noney derived frompolicyhol ders
and claimants (wth changing faces) - noney which, in effect, is
tenporarily on deposit with the insurer. As long as this pool
retains its size, no bonds nust be sold. If the pool of funds
shrinks - which it will if the volune of business declines
significantly - assets nust be sold to pay off the liabilities.
And if those assets consist of bonds with big unrealized | osses,
such losses will rapidy becone realized, decinmating net worth in
the process.

Thus, an insurance conpany wth a bond narket val ue
shri nkage approachi ng stated net worth (of which there are now
nmany) and al so faced with inadequate rate levels that are sure to
deteriorate further has two options. Qne option for nanagenent
istotell the underwiters to keep pricing according to the
exposure involved - “be sure to get a dollar of premumfor every
dol lar of expense cost plus expectabl e | oss cost”.

The consequences of this directive are predictable: (a) wth
nost busi ness both price sensitive and renewabl e annual |y, nmany
policies presently on the books will be lost to conpetitors in
rather short order; (b) as prenmiumvol une shrinks significantly,
there will be a lagged but corresponding decrease in liabilities
(unearned premuns and cl ai ns payable); (c) assets (bonds) nust
be sold to natch the decrease in liabilities; and (d) the
fornerly unrecogni zed di sappearance of net worth will becone
partially recogni zed (dependi ng upon the extent of such sales) in
the insurer’s published financial statenents.

Variations of this depressing sequence invol ve a smal | er
penalty to stated net worth. The reaction of sone conpanies at
(c) would be to sell either stocks that are already carried at
nmar ket val ues or recently purchased bonds invol ving | ess severe
| osses. This ostrich-like behavior - selling the better assets
and keepi ng the biggest losers - while less painful in the short
term is unlikely to be a wnner inthe long term

The second option is nuch sinpler: just keep witing
busi ness regard ess of rate | evel s and whoppi ng prospecti ve
underwriting | osses, thereby naintaining the present |evels of
premuns, assets and liabilities - and then pray for a better
day, either for underwiting or for bond prices. There is nmuch
criticismin the trade press of “cash flow underwiting; i.e.,
witing business regard ess of prospective underwiting |osses in
order to obtain funds to invest at current high interest rates.
Thi s second option might properly be terned “asset nai ntenance”
underwiting - the acceptance of terrible business just to keep
the assets you now have.



d course you know which option will be selected. And it
alsois clear that as long as many large insurers feel conpelled
to choose that second option, there wll be no better day for
underwiting. For if much of the industry feels it nust naintain
premumvol une | evel s regard ess of price adequacy, all insurers
w il have to cone close to neeting those prices. R ght behind
havi ng financial problens yourself, the next worst plight is to
have a large group of conpetitors with financial problens that
they can defer by a “sell-at-any-price” policy.

V& nentioned earlier that conpanies that were unwlling -
for any of a nunber of reasons, including public reaction,
institutional pride, or protection of stated net worth - to sell
bonds at price levels forcing recognition of najor |osses night
find thensel ves frozen in investnent posture for a decade or
longer. But, as noted, that’s only half of the probl em
npani es that have nade extensi ve conmitnents to | ong-termbonds
nay have lost, for a considerable period of tine, not only nany
of their investnent options, but nany of their underwiting
options as well.

Qur own positioninthis respect is satisfactory. W
bel i eve our net worth, val uing bonds of all insurers at anortized
cost, is the strongest relative to premiumvol une anong al |l |arge
property-casual ty stockhol der-owned groups. Wen bonds are
val ued at nmarket, our relative strength becones far nore
dramatic. (But lest we get too puffed up, we renind oursel ves
that our asset and liability maturities still are far nore
m snat ched than we woul d wi sh and that we, too, |ost inportant
suns in bonds because your Chairnan was tal ki ng when he shoul d
have been acting.)

Qur abundant capital and investnent flexibility will enable
us to do whatever we think nakes the nost sense during the
prospective extended period of inadequate pricing. But troubles
for the industry nean troubles for us. Qur financia strength
doesn't renove us fromthe hostile pricing environnent now
envel oping the entire property-casualty insurance industry. It
just gives us nore staying power and nore options.

I nsurance (perati ons

The National |Indemmity nmanagers, |led by Phil Liesche wth
the usual abl e assistance of Roland MIler and B Il Lyons, outdid
thensel ves in 1980. Wiile vol une was flat, underwiting nargins
relative to the industry were at an all-tine high. Ve expect
decreased vol une fromthis operation in 1981. But its nanagers
w | hear no conplaints fromcorporate headquarters, nor wll
enpl oynent or sal aries suffer. Ve enornously adnire the National
Indemmi ty underwriting discipline - enbedded fromorigin by the
founder, Jack Rngwalt - and knowthat this discipline, if
suspended, probably could not be fully regai ned.

John Seward at Hone and Auto continues to nake good progress
in replacing a di mnishing nunber of auto policies wth vol une
fromless conpetitive lines, prinmarily snall-preniumgeneral
liability. Qperations are being slowy expanded, both
geographi cal |y and by product line, as warranted by underwiting
results.

The rei nsurance busi ness continues to reflect the excesses
and problens of the primary witers. Wrse yet, it has the
potential for nagni fyi ng such excesses. Reinsurance is
characterized by extrene ease of entry, |arge preniumpaynents in
advance, and nuch-del ayed | oss reports and | oss paynents.
Initially, the norning mail brings lots of cash and few cl ai ns.
This state of affairs can produce a blissful, al nost euphoric,
feeling akin to that experienced by an i nnocent upon receipt of
his first credit card.

The nagnetic lure of such cash-generating characteristics,
currently enhanced by the presence of high interest rates, is
transforning the rei nsurance narket into “amateur night”.
Wthout a super catastrophe, industry underwiting wll be poor
inthe next fewyears. |f we experience such a catastrophe,
there coul d be a bl oodbath with sone conpanies not able to live
up to contractual conmtnents. George Young continues to do a
first-class job for us in this business. Results, with
i nvest nent i ncone i ncl uded, have been reasonably profitable. V¢
wll retain an active reinsurance presence but, for the



foreseeabl e future, we expect no premumgrowh fromthis
activity.

V& continue to have serious problens in the Honestate
operation. Hoyd Taylor in Kansas has done an outstanding job
but our underwiting record el sewhere is considerably bel ow
average. Qur poorest perforner has been | nsurance Gonpany of
lowa, at which | arge | osses have been sustai ned annual |y since
its founding in 1973. Late in the fall we abandoned underwiting
inthat state, and have nerged the conpany into Qor nhusker
Casualty. There is potential in the honestate concept, but nuch
work needs to be done in order torealizeit.

Qur Wrkers Gonpensati on operation suffered a severe | oss
when Frank DeNardo died |ast year at 37. Frank instinctively
thought like an underwiter. He was a superb technician and a
fierce conpetitor; in short order he had straightened out najor
problens at the Galifornia Wrkers Gonpensation DO vision of
National Indemmity. Dan G ossnan, who originally brought Frank
to us, stepped in imedi ately after Frank’s death to continue
that operation, which now utilizes Redwood Fre and Gasualty,
anot her Berkshire subsidiary, as the insuring vehicle.

Qur maj or Wrkers Gonpensati on operation, Gypress |nsurance
Gonpany, run by MIt Thornton, continues its outstanding record.
Year after year MIt, like Phil Liesche, runs an underwiting
operation that far outpaces his conpetition. In the industry he
is admred and copi ed, but not natched.

Qrerall, we look for a significant decline in insurance
vol une in 1981 along with a poorer underwiting result. Ve
expect underwiting experience somewhat superior to that of the
industry but, of course, so does nost of the industry. There
w Il be sone di sappoi nt nents.

Textile and Retail (perations

During the past year we have cut back the scope of our
textile business. Qperations at Vunbec MI|s have been
termnated, reluctantly but necessarily. Sone equi pnent was
transferred to New Bedford but nost has been sold, or wll be,
along wth real estate. Your Chairnan nade a costly nistake in
not facing the realities of this situati on sooner.

At New Bedford we have reduced the nunber of | oons operated
by about one-third, abandoni ng sone hi gh-vol une |ines in which
product differentiation was insignificant. Even assuning
everything went right - which it seldomdid - these Iines coul d
not generate adequate returns related to investnent. And, over a
full industry cycle, |osses were the nost likely result.

Qur remaining textile operation, still sizable, has been
divided into a manuf acturing and a sal es division, each free to
do busi ness i ndependent of the other. Thus, distribution
strengths and mll capabilities will not be wedded to each ot her.
V& have nore than doubl ed capacity in our nost profitable textile
segnent through a recent purchase of used 130-inch Saurer | oons.
Qurrent conditions indicate another tough year in textiles, but
wth substantially | ess capital enpl oyed in the operation.

Ben Rosner’s record at Associated Retail Stores continues to
anaze us. In a poor retailing year, Associated s earni ngs
continued excel lent - and those earnings all were translated into
cash. On March 7, 1981 Associated will celebrate its 50th
birthday. Ben has run the business (along with Leo Snon, his
partner from1931 to 1966) in each of those fifty years.

Dsposition of Il1linois National Bank and Trust of Rockford

(n Decenber 31, 1980 we conpl eted the exchange of 41, 086
shares of Rockford Bancorp Inc. (which owns 97. 7%of 1l1inois
National Bank) for a like nunber of shares of Berkshire Hat hanay
I nc.

Qur nethod of exchange all owned al | Berkshire sharehol ders to
maintain their proportional interest in the Bank (except for ne;
I was permtted 80%of ny proportional share). They were thus
guarant eed an ownership position identical to that they woul d
have attai ned had we foll oned a nore conventional spi nof f
approach. Twenty-four sharehol ders (of our approxi nate 1300)
chose this proportional exchange option.



W al so al | oned overexchanges, and thirty-nine additional
shar ehol ders accepted this option, thereby increasing their
ownership in the Bank and decreasing their proportional ownership
in Berkshire. Al got the full amount of Bancorp stock they
requested, since the total shares desired by these thirty-nine
hol ders was just slightly | ess than the nuniber |eft available by
the renai ni ng 1200-pl us hol ders of Berkshire who el ected not to
part with any Berkshire shares at all. As the exchanger of |ast
resort, | took the snall bal ance (3%of Bancorp’s stock). These
shares, added to shares | received fromny basi c exchange
allotrment (80%of normal), gave ne a slightly reduced
proportional interest in the Bank and a slightly enlarged
proportional interest in Berkshire.

Managenent of the Bank is pleased with the outcone. Bancorp
Wl operate as an inexpensi ve and unconpl i cated hol di ng conpany
owned by 65 sharehol ders. And all of those sharehol ders wll
have becone Bancorp owners through a conscious affirnative
deci si on.

H nanci ng

In August we sold $60 mllion of 12 3/4%notes due August 1,
2005, with a sinking fund to begin in 1991.

The nanagi ng underwiters, Donal dson, Lufkin & Jenrette
Securities Qorporation, represented by B Il F sher, and Chiles,
Hei der & Gonpany, Inc., represented by Charlie Heider, did an
absolutely first-class job fromstart to finish of the financing.

Uhl i ke nost busi nesses, Berkshire did not finance because of
any specific i nmedi ate needs. Rather, we borrowed because we
think that, over a period far shorter than the life of the | oan,
we w il have many opportunities to put the noney to good use.
The nost attractive opportunities nay present thensel ves at a
tine when credit is extrenely expensive - or even unavail abl e.

At such a tine we want to have plenty of financial firepower.

Qur acquisition preferences run toward busi nesses t hat
generate cash, not those that consune it. As inflation
intensifies, nmore and nore conpani es find that they nust spend
all funds they generate internally just to naintain their
exi sting physical volune of business. There is a certain nmrage-
like quality to such operations. However attractive the earni ngs
nunbers, we renain |leery of businesses that never seemable to
convert such pretty nunbers into no-strings-attached cash.

Busi nesses neeting our standards are not easy to find. (Each
year we read of hundreds of corporate acquisitions; only a
handf ul woul d have been of interest to us.) And | ogical expansi on
of our present operations is not easy to inplenent. But we'll
continue to utilize both avenues in our attenpts to further
Berkshire's growth.

Uhder all circunstances we plan to operate wth plenty of
liquidity, wth debt that is noderate in size and properly
structured, and wth an abundance of capital strength. Qur
return on equity is penalized sonewhat by this conservative
approach, but it is the only one with which we feel confortable.

Gene Abegg, founder of our |ong-owned bank in Rockford, died
on July 2, 1980 at the age of 82. As a friend, banker and
citizen, he was unsurpassed.

You | earn a great deal about a person when you purchase a
busi ness fromhimand he then stays on to run it as an enpl oyee
rather than as an owner. Before the purchase the seller knows
the business intimately, whereas you start fromscratch. The
sell er has dozens of opportunities to nislead the buyer - through
omissi ons, anbi guities, and msdirection. After the check has
changed hands, subtle (and not so subtle) changes of attitude can
occur and inplicit understandi ngs can evaporate. As in the
court shi p-marri age sequence, di sappoi ntnents are not i nfrequent.

Fromthe tine we first net, Gene shot straight 100%of the
time - the only behavior pattern he had within him A the



outset of negotiations, he laid all negative factors face up on
the table; on the other hand, for years after the transacti on was
conpl eted he woul d tell ne periodically of sone previously

undi scussed itens of val ue that had cone with our purchase.

Though he was al ready 71 years of age when he sold us the
Bank, Gene subsequent |y worked harder for us than he had for
hinsel f. He never delayed reporting a problemfor a mnute, but
problens were feww th Gene. Wat el se woul d you expect froma
man who, at the tine of the bank holiday in 1933, had enough cash
on the premises to pay all depositors in full? Gene never forgot
he was handling other peopl € s noney. Though this fiduciary
attitude was al ways dominant, his superb nmanagerial skills
enabl ed the Bank to regul arly achi eve the top position nationally
inprofitability.

Gene was in charge of the I1l1inois National for close to
fifty years - al nost one-quarter of the lifetine of our country.
George Mead, a wealthy industrialist, brought himin fromChi cago
to open a new bank after a nuniber of other banks in Rockford had
failed. M. Mad put up the noney and Gene ran the show Hs
talent for |eadership soon put its stanp on virtually every naj or
civic activity in Rockford.

Dozens of Rockford citizens have told ne over the years of
hel p Gene extended to them |n sone cases this hel p was
financial; inall cases it involved nuch w sdom enpathy and
friendship. He always offered the sane to ne. Because of our
respective ages and positions | was sonetines the junior partner,
sonetines the senior. Wiichever the relationship, it al ways was
aspecia one, and | nmiss it.

Wrren E Buffett
February 27, 1981 Chai rman of the Board
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BERKSHIRE HATHAWAY INC.

February 26, 1982

To the Sharehol ders of Berkshire Hithaway Inc.:

perating earnings of $39.7 mllion in 1981 anounted to
15. 2%of begi nning equity capital (valuing securities at cost)
conpared to 17.8%in 1980. Qur new plan that all ows stockhol ders
to designate corporate charitabl e contributions (detailed |ater)
reduced earni ngs by about $900,000 in 1981. This program which
we expect to continue subject to annual eval uation of our
corporate tax position, had not been initiated i n 1980.

Non-Gont rol | ed Ganer shi p Ear ni ngs

In the 1980 annual report we di scussed extensively the
concept of non-control | ed ownership earnings, i.e., Berkshire's
share of the undistributed earnings of conpanies we don't control
or significantly influence but in which we, neverthel ess, have
inmportant investments. (V@ wll be glad to nake avail abl e to new
or prospective sharehol ders copies of that di scussion or others
fromearlier reports to which we refer inthis report.) No
portion of those undistributed earnings is included in the
operating earnings of Berkshire.

However, our belief is that, in aggregate, those
undi stributed and, therefore, unrecorded earnings wll be
translated into tangi bl e val ue for Berkshire sharehol ders just as
surely as if subsidiaries we control had earned, retained - and
reported - simlar earnings.

W know that this translation of non-controlled ownership
earnings into corresponding realized and unreal i zed capital gains
for Berkshire will be extrenely irregular as to tine of
occurrence. Wiile narket val ues track business val ues quite well
over long periods, in any given year the relationship can gyrate
capriciously. Mrket recognition of retained earnings al so wll
be unevenly realized anong conpanies. It wll be disappointingly
| ow or negative in cases where earnings are enpl oyed non-
productively, and far greater than dollar-for-dollar of retai ned
earnings in cases of conpani es that achieve high returns with
their augmented capital. Qverall, if a group of non-controlled
conpani es is selected wth reasonabl e skill, the group result
shoul d be quite satisfactory.

In aggregate, our non-control | ed business interests have
nore favorabl e underl yi ng economc¢ characteristics than our
control | ed businesses. That’s understandabl e; the area of choice
has been far wider. Snhall portions of exceptionally good
busi nesses are usually available in the securities narkets at
reasonabl e prices. But such businesses are avail abl e for
purchase in their entirety only rarely, and then al nost al ways at
hi gh pri ces.

General Acqui sition Behavi or

As our history indicates, we are confiortable both wth total
owner shi p of busi nesses and wi th narketabl e securities
representing snall portions of businesses. Ve continually | ook
for ways to enploy large suns in each area. (But we try to avoid
snal | coomitnents - “If sonething’s not worth doing at all, it's
not worth doing well”.) Indeed, the liquidity requirenents of our
i nsurance and tradi ng stanp busi nesses nandat e naj or invest nents
in narketabl e securities.

Qur acquisition decisions will be ained at naxinmizing real
econonic benefits, not at maxi mzing either nmanagerial donain or
reported nunmbers for accounting purposes. (In the long run,
nanagenent s stressi ng accounti ng appearance over econonic
substance usual |y achieve little of either.)

Regardl ess of the inpact upon i nmediately reportabl e
earnings, we would rather buy 10%of Vénderful Business T at X
per share than 100%of T at 2X per share. Mst corporate
managers prefer just the reverse, and have no shortage of stated



rational es for their behavior.

However, we suspect three notivations - usual |y unspoken -
to be, singly or in conbination, the inportant ones in nost high-
pr em um t akeover s:

(1) Leaders, business or otherw se, seldomare deficient in
animal spirits and often relish increased activity and
chal lenge. A Berkshire, the corporate pul se never
beats faster than when an acquisition is in prospect.

(2) Mbst organi zations, business or otherw se, neasure
thensel ves, are neasured by others, and conpensate their
managers far nore by the yardstick of size than by any
other yardstick. (Ask a Fortune 500 nanager where his
corporation stands on that famous |ist and, invariably,
the nunber responded will be fromthe Iist ranked by
size of sales; he nay well not even know where his
corporation places on the list Fortune just as
faithful ly conpiles ranking the sane 500 corporations by
profitability.)

(3) Many nanagenents apparent|y were overexposed in
i npr essi onabl e chil dhood years to the story in which the
i npri soned handsone prince is rel eased froma toad' s
body by a kiss froma beautiful princess. nsequently,
they are certain their managerial kiss wll do wonders
for the profitability of Conpany T(arget).

Such optimsmis essential. Absent that rosy view
why el se shoul d the sharehol ders of Conpany A(cqui sitor)
want to own an interest in T at the 2X takeover cost
rather than at the X narket price they would pay if they
nade direct purchases on their own?

In other words, investors can al ways buy toads at the
going price for toads. |If investors instead bankrol |
princesses who w sh to pay double for the right to kiss
the toad, those ki sses had better pack sone real
dynamte. W& ve observed nmany kisses but very few
mracles. Neverthel ess, many nanagerial princesses
remai n serenely confident about the future potency of
their kisses - even after their corporate backyards are
knee-deep i n unresponsi ve toads.

In fairness, we shoul d acknow edge that sone acquisition
records have been dazzling. Two najor categories stand out.

The first invol ves conpani es that, through design or
acci dent, have purchased only busi nesses that are particularly
wel | adapted to an inflationary environnent. Such favored
busi ness nust have two characteristics: (1) an ability to
increase prices rather easily (even when product denand is flat
and capacity is not fully utilized) wthout fear of significant
| oss of either market share or unit volune, and (2) an ability to
accommodat e | arge dol I ar vol une i ncreases in business (often
produced nore by inflation than by real growth) with only ninor
additional investnent of capital. Mnagers of ordinary ability,
focusing solely on acquisition possibilities neeting these tests,
have achi eved excel lent results in recent decades. However, very
few enterprises possess both characteristics, and conpetition to
buy those that do has now becone fierce to the point of being
sel f-defeati ng.

The second cat egory invol ves the nanagerial superstars - nen
vwho can recogni ze that rare prince who is disguised as a toad,
and who have nanagerial abilities that enable themto peel awnay
the disguise. V¢ salute such managers as Ben Hei nenan at
Northwest Industries, Henry Sngleton at Tel edyne, BEEw n Zaban at
National Service Industries, and especial |y TomMirphy at Capital
dties Communications (a real nanagerial “twofer”, whose
acquisition efforts have been properly focused in Gategory 1 and
whose operating talents al so make hima | eader of Gategory 2).
Fromboth direct and vicarious experience, we recogni ze the
difficulty and rarity of these executives' achievenents. (So do
they; these chanps have nade very fewdeals in recent years, and
of ten have found repurchase of their own shares to be the nost
sensi bl e enpl oynent of corporate capital .)

Your Chairnan, unfortunately, does not qualify for Category
2. And, despite a reasonably good understandi ng of the econonic



factors conpel ling concentration in Gategory 1, our actual
acquisition activity in that category has been sporadi c and

i nadequate. Qur preaching was better than our perfornance. (Ve
negl ected the Noah principle: predicting rain doesn't count,

bui I di ng arks does.)

V& have tried occasionally to buy toads at bargain prices
wth results that have been chronicled in past reports. dearly
our kisses fell flat. Ve have done well wth a couple of princes
- but they were princes when purchased. At |east our kisses
didn't turn theminto toads. And, finally, we have occasionally
been quite successful in purchasing fractional interests in
easily-identifiable princes at toad-1ike prices.

Ber kshire Acqui sition Qj ectives

WV wll continue to seek the acquisition of businesses in
their entirety at prices that will nake sense, even should the
future of the acquired enterprise devel op nuch along the Iines of
its past. V¢ nay very well pay a fairly fancy price for a
Category 1 business if we are reasonably confident of what we are
getting. But we will not nornally pay a lot in any purchase for
what we are supposed to bring to the party - for we find that we
ordinarily don't bring a | ot.

During 1981 we cane quite close to a maj or purchase
i nvol ving both a business and a nanager we |iked very nuch.
However, the price finally denanded, considering alternative uses
for the funds invol ved, woul d have | eft our owners worse off than
bef ore the purchase. The enpire woul d have been |arger, but the
citizenry woul d have been poorer.

A though we had no success in 1981, fromtine totine in the
future we wll be able to purchase 100%of busi nesses neeting our
standards. Additionally, we expect an occasional offering of a
naj or “non-voting partnershi p’ as discussed under the A nkerton' s
headi ng on page 47 of this report. Ve wel cone suggesti ons
regardi ng such conpani es where we, as a substantial junior
partner, can achi eve good econonic results while furthering the
| ong-termobj ectives of present owners and nanagers.

Qurrently, we find val ues nost easily obtai ned through the
open-narket purchase of fractional positions in conpanies wth
excel | ent busi ness franchi ses and conpetent, honest nanagenents.
V& never expect to run these conpani es, but we do expect to
profit fromthem

V& expect that undistributed earnings fromsuch conpani es
Wl produce full val ue (subject to tax when realized) for
Berkshire and its sharehol ders. |If they don't, we have nade
mstakes as to either: (1) the nanagenent we have el ected to
join; (2) the future econonics of the business; or (3) the price
we have pai d.

VW have nmade plenty of such nmistakes - both in the purchase
of non-controlling and controlling interests in busi nesses.
CGategory (2) miscal culations are the nost coomon. O course, it
is necessary to dig deep into our history to find illustrations
of such nmistakes - sonetines as deep as two or three nonths back.
For exanpl e, last year your Chairnan vol unteered his expert
opinion on the rosy future of the al unminumbusi ness. Several
mnor adjustnents to that opinion - now aggregati ng approxi nat el y
180 degrees - have since been required.

For personal as well as nore objective reasons, however, we
general | y have been abl e to correct such nmistakes far nore
qui ckly in the case of non-control | ed busi nesses (narketabl e
securities) than in the case of controlled subsidiaries. Lack of
control, in effect, often has turned out to be an econonmc pl us.

As we nentioned | ast year, the nagnitude of our non-recorded
“owner shi p” earnings has grown to the point where their total is
greater than our reported operating earnings. V& expect this
situation wll continue. In just four ownership positions in
this category - (G2 Q0 Qorporation, General Foods Gorporation, R
J. Reynolds Industries, Inc. and The Véshi ngt on Post Gonpany -
our share of undistributed and therefore unrecorded earni ngs
probably will total well over $35 nmillion in 1982. The
accounting rules that entirely ignore these undistributed
earnings dinmnish the utility of our annual return on equity



calculation, or any other single year neasure of econonic
per f or mance.

Long- Term Qor porat e Per f or nance

I'n neasuring | ong-termecononic perfornance, equities held
by our insurance subsidiaries are val ued at narket subject to a
charge reflecting the anount of taxes that woul d have to be paid
if unrealized gains were actually realized. |If we are correct in
the premse stressed in the precedi ng section of this report, our
unreported ownership earnings will find their way, irregularly
but inevitably, into our net worth. To date, this has been the
case.

An even purer cal cul ation of perfornance woul d i nvol ve a
val uation of bonds and non-i nsurance hel d equities at narket.
However, GAAP accounting does not prescribe this procedure, and
the added purity woul d change results only very slightly. Shoul d
any val uation difference wden to significant proportions, as it
has at nost naj or insurance conpanies, we wll report its effect
to you.

h a GAAP basis, during the present nanagenent’s term of
sevent een years, book val ue has increased from$19. 46 per share
to $526. 02 per share, or 21.1%conpounded annual |y. This rate of
return nunber is highly likely to drift dowward in future years.
¢ hope, however, that it can be naintai ned significantly above
the rate of return achi eved by the average | arge Amwerican
corporation.

Qver half of the large gain in Berkshire’s net worth during
1981 - it totaled $124 mllion, or about 31%- resulted fromthe
narket performance of a single investnent, (8 GO Qorporation. In
aggregate, our narket gain fromsecurities during the year
consi derably outstripped the gain in underlying busi ness val ues.
Such narket variations wll not al ways be on the pl easant side.

In past reports we have expl ai ned howinflation has caused
our apparently satisfactory | ong-termcorporate perfornmance to be
illusory as a neasure of true investnent results for our owners.
V& appl aud the efforts of Federal Reserve Chairnan Vol cker and
note the currently nore noderate increases in various price
indices. Nevertheless, our views regarding | ong-term
inflationary trends are as negative as ever. Like virginity, a
stabl e price | evel seens capabl e of mai ntenance, but not of
restoration.

Despite the overriding inportance of inflation in the
i nvestnent equation, we wll not punish you further wth another
full recital of our views; inflation itself wll be puni shnent
enough. (Qopi es of previous di scussions are avail abl e for
masochi sts.) But, because of the unrel enting destruction of
currency val ues, our corporate efforts will continue to do a nuch
better job of filling your wallet than of filling your stonach.

Equi ty Val ue- Added

An additional factor shoul d further subdue any residual
ent husi asmyou nay retain regarding our long-termrate of return.
The econonic case justifying equity investnent is that, in
aggregate, additional earnings above passive investnent returns -
interest on fixed-i ncone securities - wll be derived through the
enpl oynent of managerial and entrepreneurial skills in
conjunction with that equity capital. Furthernore, the case says
that since the equity capital position is associated with greater
risk than passive forns of investnent, it is “entitled” to higher
returns. A “val ue-added” bonus fromequity capital seens natural
and certain.

But isit? Several decades back, a return on equity of as
little as 10%enabl ed a corporation to be classified as a “good”
business - i.e., one in which a dollar reinvested in the busi ness
logically could be expected to be val ued by the narket at nore
than one hundred cents. For, with long-termtaxabl e bonds
yi el ding 5%and | ong-termtax-exenpt bonds 3% a busi ness
operation that could utilize equity capital at 10%clearly was
worth sone premiumto investors over the equity capital enpl oyed.
That was true even though a conbi nati on of taxes on dividends and
on capital gains woul d reduce the 10%earned by the corporation



to perhaps 6%8%in the hands of the individual investor.

Investnent narkets recogni zed this truth. During that
earlier period, Arerican business earned an average of 11%or so
on equity capital enpl oyed and stocks, in aggregate, sold at
val uations far above that equity capital (book val ue), averagi ng
over 150 cents on the dollar. Mbst busi nesses were “good’
busi nesses because they earned far nore than their keep (the
return on | ong-termpassi ve noney). The val ue-added produced by
equity investnent, in aggregate, was substantial.

That day is gone. But the lessons learned during its
existence are difficult to discard. Wile investors and nanagers
nust place their feet inthe future, their nenori es and nervous
systens often renain plugged into the past. It is nuch easier
for investors to utilize historic p/e ratios or for managers to
utilize historic business val uation yardsticks thanit is for
either group to rethink their premises daily. Wen change is
slow constant rethinking is actually undesirable; it achi eves
little and sl ows response tinme. But when change is great,
yesterday’ s assunptions can be retained only at great cost. And
the pace of econonic change has becone breat ht aki ng.

During the past year, |ong-termtaxabl e bond yiel ds exceeded
16%and long-termtax-exenpts 14% The total return achi eved
fromsuch tax-exenpts, of course, goes directly into the pocket
of the individual ower. Meanwhile, Anerican business is
produci ng earnings of only about 14%on equity. And this 14%
Wil be substantially reduced by taxation before it can be banked
by the individual owner. The extent of such shrinkage depends
upon the dividend policy of the corporation and the tax rates
applicabl e to the investor.

Thus, wth interest rates on passive investnents at late
1981 level s, a typical Anerican business is no | onger worth one
hundred cents on the dollar to owners who are individuals. (If
the busi ness is owned by pension funds or other tax-exenpt
investors, the arithnetic, although still unenticing, changes
substantially for the better.) Assune an investor in a 50%tax
bracket; if our typical conpany pays out all earnings, the incone
return to the investor will be equivalent to that froma 7%t ax-
exenpt bond. And, if conditions persist - if all earnings are
paid out and return on equity stays at 14%- the 7%t ax- exenpt
equi val ent to the hi gher-bracket individual investor is just as
frozen as is the coupon on a tax-exenpt bond. Such a perpet ual
7%t ax-exenpt bond mght be worth fifty cents on the dollar as
thisis witten.

If, onthe other hand, all earnings of our typical Anerican
busi ness are retained and return on equity agai n renai ns
constant, earnings wll growat 14%per year. |If the p/eratio
remai ns constant, the price of our typical stock wll also grow
at 14%per year. But that 14%is not yet in the pocket of the
shareholder. Putting it there will require the paynent of a
capital gains tax, presently assessed at a naxi numrate of 20%
This net return, of course, works out to a poorer rate of return
than the currently avail abl e passive after-tax rate.

Lhl ess passive rates fall, conpani es achieving 14%per year
gains in earnings per share while paying no cash dividend are an
economic failure for their individual sharehol ders. The returns
frompassi ve capital outstrip the returns fromactive capital .
This Is an unpl easant fact for both investors and corporate
nmanagers and, therefore, one they nmay wish to ignore. But facts
do not cease to exist, either because they are unpl easant or
because they are ignored.

Mbst Anerican busi nesses pay out a significant portion of
their earnings and thus fall between the two exanpl es. And nost
Aneri can busi nesses are currently “bad” busi nesses econonical ly -
producing less for their individual investors after-tax than the
tax-exenpt passive rate of return on noney. O course, sone
hi gh-return busi nesses still renain attractive, even under
present conditions. But Anerican equity capital, in aggregate,
produces no val ue-added for individual investors.

It should be stressed that this depressing situati on does
not occur because corporations are junpi ng, economcally, |ess
high than previously. In fact, they are junpi ng sonewhat higher:
return on equity has inproved a few points in the past decade.
But the crosshar of passive return has been el evated nmuch faster.



Unhappi |y, nost conpani es can do little but hope that the bar
Wil be lowered significantly; there are fewindustries in which
the prospects seembright for substantial gains in return on
equity.

Inflationary experience and expectations wll be najor (but
not the only) factors affecting the height of the crossbar in
future years. |If the causes of long-terminflation can be
tenpered, passive returns are likely to fall and the intrinsic
position of American equity capital shoul d significantly inprove.
Many busi nesses that now nust be classified as econonical |y “bad’
woul d be restored to the “good” category under such
ci rcunst ances.

Afurther, particularly ironic, punishment is inflicted by
an inflationary environnent upon the owners of the “bad”
busi ness. To continue operating in its present node, such a | ow
return busi ness usually nust retain nuch of its earnings - no
matter what penalty such a policy produces for sharehol ders.

Reason, of course, woul d prescribe just the opposite policy.
An individual, stuck wth a 5%bond with many years to run before
maturity, does not take the coupons fromthat bond and pay one
hundred cents on the dollar for nore 5%bonds while sinilar bonds
are available at, say, forty cents on the dollar. Instead, he
takes those coupons fromhis lowreturn bond and - if inclined to
reinvest - looks for the highest return with safety currently
available. @od noney is not thrown after bad.

Wiat nakes sense for the bondhol der nmakes sense for the
sharehol der. Logically, a conpany wth historic and prospective
high returns on equity should retain nuch or all of its earnings
so that sharehol ders can earn premumreturns on enhanced
capital. onversely, lowreturns on corporate equity woul d
suggest a very high dividend payout so that owners coul d direct
capital toward nore attractive areas. (The Scriptures concur. In
the parable of the talents, the two high-earning servants are
rewarded wth 100%retenti on of earni ngs and encouraged to expand
their operations. However, the non-earning third servant i s not
only chastised - “wcked and slothful” - but alsois required to
redirect all of his capital to the top perforner. Mitthew 25
14- 30)

But inflation takes us through the | ooking glass into the
upsi de-down vorld of Alice in Venderland. Wen prices
continuously rise, the “bad” business nust retain every nickel
that it can. Not because it is attractive as a repository for
equity capital, but precisely because it is so unattractive, the
| owreturn business nust followa high retention policy. |If it
wi shes to continue operating in the future as it has in the past
-hand nost entities, including businesses, do - it sinply has no
choi ce.

For inflation acts as a gigantic corporate tapeworm That
tapewor mpreenptivel y consunes its requisite daily diet of
investrment dollars regardless of the health of the host organi sm
Wiat ever the level of reported profits (evenif nil), nmore
dollars for receivables, inventory and fixed assets are
continuously required by the business in order to nerely natch
the unit volune of the previous year. The | ess prosperous the
enterprise, the greater the proportion of availabl e sustenance
clai ned by the tapeworm

Lhder present conditions, a business earning 8%or 10%on
equity often has no | eftovers for expansion, debt reduction or
“real” dividends. The tapewormof inflation sinply cleans the
plate. (The lowreturn company’s inability to pay dividends,
understandabl y, is often disguised. Qorporate America
increasingly is turning to dividend rei nvestnent plans, songtines
even enbodyi ng a di scount arrangenent that all but forces
sharehol ders to reinvest. Qher conpanies sell newy issued
shares to Peter in order to pay dividends to Paul. Beware of
“dividends” that can be paid out only if soneone pronises to
repl ace the capital distributed.)

Berkshire continues to retain its earnings for offensive,
not defensive or obligatory, reasons. But in no way are we
i mune fromthe pressures that escal ati ng passive returns exert
on equity capital. V& continue to clear the crossbar of after-
tax passive return - but barely. Qur historic 21%return - not
at all assured for the future - still provides, after the current



capital gain tax rate (which we expect to rise considerably in
future years), a nodest nargin over current after-tax rates on
passive noney. It would be a bit humliating to have our
corporate val ue-added turn negative. But it can happen here as
it has el sewhere, either fromevents outside anyone’s control or
frompoor relative adaptation on our part.

Sources of Reported Earni ngs

The tabl e bel ow shows the sources of Berkshire s reported
earnings. Berkshire owns about 60%of B ue Chip Sanps which, in
turn, owns 80%of Vésco F nancial Gorporation. The table
di spl ays aggregate operating earnings of the various business
entities, as well as Berkshire’s share of those earnings. Al of
the significant gains and | osses attributabl e to unusual sal es of
assets by any of the business entities are aggregated wth
securities transactions in the line near the bottomof the table
and are not included in operating earnings.

Earni ngs Before | ncone Taxes

(000s omtted)
Qperating Earni ngs:
I nsurance G oup:

Whderwiting ............ $ 1,478 $ 6,738 $ 1,478 $ 6,737
Net Investnent Incone ... 38,823 30, 939 38, 823 30, 927
Ber kshi r e- Vlunibec Texti |l es (2, 669) (508) (2,669) (508)
Associated Retail Sores .. 1,763 2,440 1,763 2,440
See's Gandies ... 21, 891 15, 475 13, 046 9, 223
Buffalo Bvening News ... ... (1,057) (2, 777) (630) (1,655)
Bue Chip Sanps - Parent 3, 642 7, 699 2,171 4,588
Wsco FHnancial - Parent .. 4,495 2,916 2,145 1,392
Mit ual Savings and Loan ... 1, 605 5, 814 766 2,775
Precision Seel ........... 3,453 2,833 1, 648 1, 352
Interest on Debt .......... (14,656) (12,230) (12,649 (9, 390)
Qher* ... 1,895 1,698 1,344 1, 308

Qub-total - Gontinui ng
(perations ............. $ 60,663 $ 61,037 $ 47,236 $ 49,189
Il1linois National Bank** .. -- 5,324 -- 5, 200
perating Earnings .......... 60, 663 66, 361 47,236 54, 389

Sal es of securities and
unusual sal es of assets .. 37,801 19, 584 33, 150 15, 757

Total Earnings - all entities $ 98,464 $ 85,945 $ 80,386 $ 70,146

Net Earni ngs
Ater Tax

$ 798 $ 3,637
32,401 25, 607
(1, 493) 202

759 1,169
6,280 4 459
(276) (800)
2,134 3,060
1,500 1,044
1,53 1,974

841 656
(6,671) (4, 809)
1,513 992

$ 39,421 $ 37,191
-- 4,731

39,421 41, 922
23,183 11, 200

$ 62,604 $ 53,122

*Aortization of intangibles arising in accounting for
pur chases of businesses (i.e. See’s, Mtual and Buffal o
Bvening News) is reflected in the category designated as
“Qher”.

**Berkshire divested itself of its owership of the lllinois
National Bank on Decenter 31, 1980.

B ue Chip Sanps and VWésco are public conpanies wth
reporting requirenents of their oan. n pages 38-50 of this
report we have reproduced the narrative reports of the principal
executives of both conpanies, in which they describe 1981
operations. A copy of the full annual report of either conpany
wll be nailed to any Berkshire sharehol der upon request to M.
Robert H Bird for Blue Chip Sanps, 5801 South Eastern Avenue,
Los Angel es, CGalifornia 90040, or to Ms. Jeanne Leach for Vésco
F nancial Qorporation, 315 East (ol orado Boul evard, Pasadena,

Gl ifornia 91109.

As we indicated earlier, undistributed earnings in conpani es
we do not control are nowfully as inportant as the reported
operating earnings detailed in the preceding table. The
distributed portion of earnings, of course, finds its way into
the table prinarily through the net investnent incone segnent of
I nsurance G oup ear ni ngs.



V& show bel ow Berkshire' s proportional hol dings in those
non-control | ed busi nesses for which only distributed earni ngs
(dividends) are included in our earnings.

No. of Shares Qost M ket
(000s ontted)
451,650 (a) Affiliated Publications, Inc. ........ $ 3,297 $ 14,114
703,634 (a) A uninum Gnpany of Awerica .......... 19, 359 18, 031
420,441 (a) Arcata Qorporation

(incl udi ng common equi val ents) ..... 14, 076 15, 136
475,217 (b) Qeveland-Aiffs Iron Gonpany ........ 12, 942 14, 362
441,522 (a) CGATX Qorporation ..................... 17, 147 13, 466
2,101,244 (b) General Foods, Inc. .................. 66, 277 66, 714
7,200,000 (a) (EH QO Grporation ........ccuvvuneun.. 47,138 199, 800
2,015,000 (a) Handy & Harman ....................... 21,825 36, 270
711,180 (a) Interpublic Goup of Conpanies, Inc. 4,531 23,202
282,500 (a) Media General .................. ... 4,545 11, 088
391,400 (a) Qilvy & Mather International Inc. ... 3,709 12, 329
370,088 (b) PFinkerton's, Inc. .................... 12, 144 19, 675
1,764,824 (b) R J. Reynolds Industries, Inc. ...... 76, 668 83, 127
785,225 (b) SAFEGO Qorporation ................... 21,329 31, 016
1,868,600 (a) The Véshi ngton Post Gonpany .......... 10, 628 58, 160
$335, 615 $616, 490
Al Qher Gmon Sockholdings ...................... 16, 131 22,739
Total Gommon Socks ... $351, 746 $639, 229

(a) Al owned by Berkshire or its insurance subsidiaries.

(b) B ue Chip and/or Vésco own shares of these conpanies. Al
nunbers represent Berkshire's net interest in the |arger
gross hol di ngs of the group.

Qur control led and non-control | ed busi nesses operate over
such a w de spectrumof activities that detail ed cormentary here
woul d prove too | engthy. Mich additional financial infornation
i s included i n Minagenent’ s O scussi on on pages 34-37 and in the
narrative reports on pages 38-50. However, our |argest area of
both control |l ed and non-control | ed activity has been, and al nost
certainly wll continue to be, the property-casualty insurance
area, and commentary on inportant devel opnents in that industry
is appropriate.

I nsurance I ndustry Gonditions

“Forecasts”, said Sam @l dwyn, “are dangerous, particularly
those about the future.” (Berkshire sharehol ders nay have reached
a simlar conclusion after rereading our past annual reports
featuring your Chairman’s prescient anal ysis of textile
prospects. )

There is no danger, however, in forecasting that 1982 w |
be the worst year in recent history for insurance underwiting.
That result al ready has been guaranteed by present pricing
behavi or, coupled with the termnature of the insurance contract.

Wil e many auto policies are priced and sold at six-nonth
intervals - and many property policies are sold for a three-year
term- a weighted average of the duration of all property-
casual ty insurance policies probably runs a little under twel ve
nmonths.  And prices for the i nsurance coverage, of course, are
frozen for the life of the contract. Thus, this year’s sal es
contracts (“premumwitten’ in the parlance of the industry)
determne about one-hal f of next year’'s |evel of revenue
(“premuns earned”). The remaining half will be deternined by
sales contracts witten next year that will be about 50% ear ned
inthat year. The profitability consequences are automatic: if
you nake a nistake in pricing, you have to live wth it for an
uncorortabl e period of tine.

Note in the tabl e bel owthe year-over-year gain in industry-
wide premuns witten and the inpact that it has on the current
and followng year’s level of underwiting profitability. The
result is exactly as you woul d expect in an inflationary world.
Wien the volune gain is well up in double digits, it bodes well
for profitability trends in the current and follow ng year. Wen
the industry volune gain is snall, underwiting experience very
shortly will get worse, no matter how unsatisfactory the current



| evel .

The Best’'s data in the table reflect the experience of
practically the entire industry, including stock, nutual and
reci procal conpanies. The conbined ratio indicates total
operating and | oss costs as conpared to premuns; a ratio bel ow
100 indi cates an underwiting profit, and one above 100 i ndi cates
a | oss.

Yearly Change Yearly Change Qonbi ned Ratio

in Prenmum in Rremum after Policy-

Witten (% Earned (% hol der D vi dends
1972 .o 10.2 10.9 96. 2
1973 .. 8.0 8.8 99. 2
1974 ...l 6.2 6.9 105. 4
1975 .. 11.0 9.6 107.9
1976 ...l 21.9 19.4 102. 4
1977 .o 19.8 20.5 97.2
1978 ... 12.8 14.3 97.5
1979 ..o 10.3 10.4 100. 6
1980 ...l 6.0 7.8 103.1
1981 ... 3.6 4.1 105.7

Sour ce: Best’ s Aggregates and Aver ages.

As Pogo woul d say, “The future isn't what it used to be.”
Qurrent pricing practices promse devastating results,
particularly if the respite fromnajor natural disasters that the
industry has enjoyed in recent years should end. For
underwriting experience has been getting worse in spite of good
luck, not because of bad luck. In recent years hurricanes have
stayed at sea and nmotorists have reduced their driving. They
won't al ways be so obliging.

And, of course the twn inflations, nonetary and “soci al ”
(the tendency of courts and juries to stretch the coverage of
pol i ci es beyond what insurers, relying upon contract tern nol ogy
and precedent, had expected), are unstoppable. Qosts of
repairing both property and people - and the extent to which
these repairs are deened to be the responsibility of the insurer
- wll advance rel entlessly.

Absent any bad | uck (catastrophes, increased driving, etc.),
an immedi ate industry vol une gain of at |east 10%per year
probably i s necessary to stabilize the record | evel of
underwiting |l osses that will autonatically prevail in md-1982.
(Mbst underwriters expect incurred | osses in aggregate to rise at
| east 10%annual | y; each, of course, counts on getting | ess than
his share.) Bvery percentage point of annual prenmiumgrowh bel ow
the 10%equilibriumfigure quickens the pace of deterioration.
Quarterly data in 1981 underscore the conclusion that a terrible
underwiting picture is worsening at an accel erating rate.

In the 1980 annual report we di scussed the i nvest nent
policies that have destroyed the integrity of nmany insurers’
bal ance sheets, forcing themto abandon underwiting discipline
and wite business at any price in order to avoid negative cash
flomw It was clear that insurers with large hol dings of bonds
val ued, for accounting purposes, at nonsensical ly high prices
woul d have little choice but to keep the noney revol ving by
selling large nunbers of policies at nonsensically |ow prices.
Such insurers necessarily fear a naj or decrease in vol une nore
than they fear a naj or underwiting | oss.

But, unfortunately, all insurers are affected; it's
difficult to price much differently than your nost threatened
conpetitor. This pressure continues unabated and adds a new
notivation to the others that drive nany i nsurance nanagers to
push for busi ness; worship of size over profitability, and the
fear that narket share surrendered never can be regai ned.

Wiat ever the reasons, we believe it is true that virtually
no naj or property-casualty insurer - despite protests by the
entire industry that rates are inadequate and great selectivity
shoul d be exercised - has been wlling to turn down business to
the point where cash fl ow has turned significantly negative.
Absent such a wllingness, prices will remain under severe
pressure.

Gommentators continue to talk of the underwiting cycle,



usual ly inplying a regularity of rhythmand a rel atively constant
mdpoint of profitability Qur own viewis different. V& believe
that very large, although obviously varying, underwiting | osses
wll be the normfor the industry, and that the best underwiting
years in the future decade nay appear substandard agai nst the
average year of the past decade.

V& have no nagic formula to insulate our control | ed
i nsurance conpani es agai nst this deteriorating future. Qur
managers, particularly Phil Liesche, Bll Lyons, Roland Ml ler,
Hoyd Taylor and MIt Thornton, have done a nagnificent job of
sw mming agai nst the tide. W& have sacrificed nuch vol une, but
have nai ntai ned a substantial underwiting superiority in
relation to industry-wde results. The outlook at Berkshire is
for continued | owvolune. Qur financial position offers us
maxi rumflexibility, a very rare condition in the property-
casual ty insurance industry. And, at sone point, should fear
ever prevail throughout the industry, our financial strength
coul d becone an operational asset of immense val ue.

V& believe that (G2 QO Qorporation, our naj or non-controlled
busi ness operating in this field, is, by virtue of its extrene
and i nproving operating efficiency, in a considerably nore
protected position than al nost any other najor insurer. & Qis
abrilliantly run inplenentati on of a very inportant busi ness
i dea.

Shar ehol der Desi gnated Gontri buti ons

Qur new programenabl i ng sharehol ders to desi gnate the
reci pients of corporate charitable contributions was greeted with
extraordi nary enthusiasm A copy of the letter sent Cctober 14,
1981 describing this programappears on pages 51-53. G 932, 206
shares eligible for participation (shares where the nane of the
actual owner appeared on our stockhol der record), 95.6%
responded. Even excluding Buffet-rel ated shares, the response
topped 90%

In addition, nore than 3%of our sharehol ders voluntarily
wote letters or notes, all but one approving of the program
Both the I evel of participation and of commentary surpass any
shar ehol der response we have w tnessed, even when such response
has been intensively solicited by corporate staff and highly paid
prof essional proxy organi zations. In contrast, your
extraordi nary | evel of response occurred wthout even the nudge
of a conpany-provi ded return envel ope. This sel f-propelled
behavi or speaks wel|l for the program and speaks well for our
shar ehol ders.

Apparently the owners of our corporation |ike both
possessing and exercising the ability to deternine where gifts of
their funds shall be nade. The “fat her-knows-best” school of
corporate governance wll be surprised to find that none of our
sharehol ders sent in a designation sheet with instructions that
the officers of Berkshire - in their superior wsdom of course -
nmake the deci sion on charitabl e funds applicable to his shares.
Nor did anyone suggest that his share of our charitable funds be
used to natch contributions nade by our corporate directors to
charities of the directors’ choice (a popular, proliferating and
non-publ i ci zed policy at many | arge corporations).

Al told, $1,783,655 of sharehol der-designed contri butions
were distributed to about 675 charities. In addition, Berkshire
and subsi diaries continue to make certain contributions pursuant
to local |evel decisions nmade by our operating nanagers.

There will be sone years, perhaps two or three out of ten,
when contributions by Berkshire will produce substandard tax
deductions - or none at all. In those years we will not effect
our sharehol der designated charitable program In all other
years we expect to informyou about CGctober 10th of the anount
per share that you may designate. Areply formw || acconpany
the notice, and you wll be given about three weeks to respond
wth your designation. To qualify, your shares nust be
registered in your own nane or the nane of an owning trust,
corporation, partnership or estate, if applicable, on our
stockhol der list of Septenter 30th, or the Fiday preceding if
such date falls on a Saturday or Sunday.

Qur only disappointnent wth this programin 1981 was t hat



sone of our sharehol ders, through no fault of their own, nissed
the opportunity to participate. The Treasury Departnent ruling
allowng us to proceed wthout tax uncertai nty was received early
in Qtober. The ruling did not cover participation by

shar ehol ders whose stock was regi stered in the nane of noninees,
such as brokers, and additionally required that the owners of all
desi gnati ng shares nake certai n assurances to Berkshire. These
assurances coul d not be given us in effective formby nom nee

hol der s.

Uhder these circunstances, we attenpted to communi cate wth
all of our owners pronptly (via the Gctober 14th letter) so that,
if they w shed, they coul d prepare thensel ves to participate by
the Novenier 13th record date. It was particul arly inportant
that this infornation be conmuni cated pronptly to stockhol ders
whose hol di ngs were in noninee nang, since they would not be
eligible unless they took action to re-register their shares
before the record date.

Unfortunat el y, communi cati on to such non-record sharehol ders
coul d take place only through the noninees. V¢ therefore
strongly urged those nominees, nostly brokerage houses, to
pronptly transmt our letter to the real owners. Ve explai ned
that their failure to do so coul d deprive such owners of an
i mportant benefit.

The results fromour urgings woul d not strengthen the case
for private ownership of the US Postal Service. Mny of our
shar ehol ders never heard fromtheir brokers (as sone sharehol ders
told us after reading news accounts of the progran). Qhers were
forwarded our letter too late for action.

(ne of the largest brokerage houses claimng to hol d stock
for sixty of its clients (about 4%of our sharehol der
popul ation), apparently transmitted our letter about three weeks
after receipt - too late for any of the sixty to participate.
(Such lassitude did not pervade all departnents of that firm it
billed Berkshire for nailing services within six days of that
bel ated and ineffectual action.)

W@ recite such horror stories for two reasons: (1) if you
wish to participate in future designated contribution prograns,
be sure to have your stock registered in your nane wel | before
Septenber 30th; and (2) even if you don't care to participate and
prefer to | eave your stock in nomnee form it would be wse to
have at |east one share registered in your own nane. By so
doing, you can be sure that you will be notified of any inportant
corporate news at the sane tine as all other sharehol ders.

The desi gnat ed-contributions idea, al ong with nany ot her
ideas that have turned out well for us, was conceived by Charlie
Minger, M ce Chai rnan of Berkshire and Chai rman of B ue Chip.
Irrespective of titles, Charlie and | work as partners in
nmanagi ng all controlled conpanies. To al nost a sinful degree, we
enjoy our work as nmanaging partners. And we enjoy having you as
our financial partners.

Vdrren E Buffett
Chai rman of the Board
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BERKSHIRE HATHAWAY INC.

March 3, 1983

To the Sockhol ders of Berkshire Hathavway Inc.:

Qperating earnings of $31.5 mllion in 1982 anounted to only
9.8%of beginning equity capital (valuing securities at cost),
down from15.2%in 1981 and far bel ow our recent high of 19.4%in
1978. This decline largely resulted from

(1) asignificant deterioration in insurance underwiting
results;

(2) a considerabl e expansion of equity capital without a
correspondi ng grow h i n the busi nesses we operate
directly; and

(3) a continual ly-enlarging cormtnent of our resources to
investnent in partially-owed, nonoperated busi nesses;
accounting rules dictate that a najor part of our
pro-rata share of earnings fromsuch busi nesses nust be
excl uded fromBerkshire s reported earni ngs.

It was only a fewyears ago that we told you that the
operating earnings/equity capital percentage, wth proper
all owance for a few other variables, was the nost inportant
yardstick of single-year nanagerial performance. Wiile we still
believe this to be the case wth the vast ngjority of conpanies,
we believe its utility in our own case has greatly di mnished.
You shoul d be suspicious of such an assertion. Yardsticks sel dom
are discarded while yielding favorabl e readings. But when
results deteriorate, nost nanagers favor disposition of the
yardstick rather than disposition of the nanager.

To managers faced with such deterioration, a nore flexible
neasur enent systemoften suggests itself: just shoot the arrow of
busi ness perfornance into a bl ank canvas and then careful |y draw
the bul | seye around the inplanted arrow Ve general ly believe in
pre-set, long-lived and snal | bul | seyes. However, because of the
inportance of item(3) above, further explained in the fol l ow ng
section, we believe our abandonnent of the operating
earnings/equity capital bull seye to be warranted.

Non- Report ed Ganer shi p Ear ni ngs

The appended financial statenents reflect “accounting”
earnings that general ly include our proportionate share of
earni ngs fromany underlyi ng busi ness in which our ownership is
at least 20% Bel ow the 20%ownershi p figure, however, only our
share of dividends pai d by the underlying business units is
incl uded in our accounting nunibers; undistributed earnings of
such | ess-t han- 20% owned busi nesses are total |y ignored.

There are a few exceptions to this rule; e.g., we own about
35%o0f (3 QO orporation but, because we have assigned our voting
rights, the conpany is treated for accounting purposes as a | ess-
than-20%hol ding. Thus, dividends received from@& QOin 1982 of
$3.5 nmllion after tax are the only itemincluded i n our
“accounting’earnings. An additional $23 nillion that represents
our share of B3 Q0s undistributed operating earnings for 1982 is
totally excluded fromour reported operating earnings. |f (G3QO
had earned | ess noney in 1982 but had paid an additional $1
mllion in dividends, our reported earnings woul d have been
| arger despite the poorer business results. Gonversely, if & QO
had earned an additional $100 nmillion - and retained it all - our
reported earnings woul d have been unchanged. Qdearly
“accounting” earni ngs can seriously msrepresent econom c
reality.

V¢ prefer a concept of “economc” earnings that includes all
undi stributed earnings, regardl ess of ownership percentage. In
our view the value to all owers of the retained earnings of a
busi ness enterprise is determned by the effectiveness w th which
those earnings are used - and not by the size of one's ownership
percentage. |f you have owned .01 of 1%of Berkshire during the
past decade, you have benefited economcally in full neasure from
your share of our retained earnings, no natter what your
accounting system Proportionately, you have done just as well
as if you had owned the nagic 20% But if you have owned 100% of
a great many capital -intensive businesses during the decade,
retai ned earnings that were credited fully and w th pai nstaki ng
preci sion to you under standard accounting nethods have resul ted
in mnor or zero economc value. This is not a criticismof
accounting procedures. V& would not |ike to have the job of
designing a better system |It's sinply to say that nmanagers and
investors alike nust understand that accounting nunibers are the
begi nning, not the end, of business val uation.

In nost corporations, |ess-than-20% ownership positions are
uni nportant (perhaps, in part, because they prevent naxi mzation
of cherished reported earnings) and the distinction between



accounting and economc results we have just discussed matters
little. But in our own case, such positions are of very |large
and growi ng i nportance. Their nagnitude, we believe, is what
nakes our reported operating earnings figure of linited

si gni fi cance.

I'n our 1981 annual report we predicted that our share of
undi stributed earnings fromfour of our maj or non-controlled
hol di ngs woul d aggregate over $35 million in 1982. Wth no
change in our hol dings of three of these conpanies - (3 QQ
General Foods and The Véshington Post - and a consi der abl e
increase in our ownership of the fourth, R J. Reynolds
Industries, our share of undistributed 1982 operating earni ngs of
this group cane to well over $40 mllion. This nunber - not
reflected at all inour earnings - is greater than our total
reported earnings, which include only the $14 mllion in
di vi dends recei ved fromthese conpani es. And, of course, we have
a nuniber of snaller ownership interests that, in aggregate, had
substantial additional undistributed earnings.

¥ attach real significance to the general nagnitude of
these nunbers, but we don't believe they should be carried to ten
decinal places. Realization by Berkshire of such retai ned
earni ngs through inproved nmarket val uations is subject to very
substantial, but indeterminate, taxation. And while retai ned
earni ngs over the years, and in the aggregate, have transl ated
into at |east equal narket val ue for sharehol ders, the
transl ation has been both extraordinarily uneven anong conpani es
and irregul ar and unpredictable in timng.

However, this very unevenness and irregul arity offers
advantages to the val ue-oriented purchaser of fractional portions
of businesses. This investor nay sel ect fromal nost the entire
array of najor Anerican corporations, including many far superior
to virtually any of the businesses that coul d be bought in their
entirety in anegotiated deal. And fractional -interest purchases
can be nade in an auction narket where prices are set by
participants with behavior patterns that sonetines resenbl e those
of an arny of nani c-depressive | enmings.

Wthin this gigantic auction arena, it is our job to select
busi nesses with econonic characteristics allow ng each dol | ar of
retai ned earnings to be translated eventual ly into at |east a
dollar of narket value. Despite a lot of mistakes, we have so
far achieved this goal. In doing so, we have been greatly
assisted by Arthur kun’s patron saint for economsts - &.
Gfset. In sone cases, that is, retained earnings attributabl e
to our ownership position have had insignificant or even negative
inpact on narket val ue, while in other naj or positions a dollar
retai ned by an investee corporation has been translated into two
or nore dollars of narket value. To date, our corporate over-
achi evers have nore than offset the laggards. |f we can continue
this record, it will validate our efforts to naxi nize “econonic”
earnings, regard ess of the inpact upon “accounting” earnings.

Satisfactory as our partial -ownershi p approach has been,
what really nmakes us dance i s the purchase of 100%of good
busi nesses at reasonabl e prices. W' ve acconplished this feat a
fewtines (and expect to do so again), but it is an
extraordinarily difficult job - far nore difficult than the
purchase at attractive prices of fractional interests.

As we look at the maj or acquisitions that others nade during
1982, our reaction is not envy, but relief that we were non-
participants. For in many of these acquisitions, nanagerial
intellect wlted in conpetition with nanagerial adrenaline The
thrill of the chase blinded the pursuers to the consequences of
the catch. Pascal’'s observation seens apt: “It has struck ne
that all nen's misfortunes spring fromthe singl e cause that they
are unable to stay quietly in one room”

(Your Chairnan left the roomonce too often |ast year and
alnost starred in the Acquisition Follies of 1982. In
retrospect, our naj or acconplishnent of the year was that a very
| arge purchase to which we had firmy coomtted was unabl e to be
conpl eted for reasons totally beyond our control. Had it cone
off, this transaction woul d have consuned extraordi nary anounts
of tine and energy, all for a nost uncertain payoff. If we were
to introduce graphics to this report, illustrating favorable
busi ness devel opnents of the past year, two bl ank pages depi cting
this bl own deal woul d be the appropriate centerfol d.)

Qur partial -ownershi p approach can be continued soundly only
as long as portions of attractive busi nesses can be acquired at
attractive prices. Ve need a noderatel y-priced stock narket to
assist us in this endeavor. The nmarket, |ike the Lord, hel ps
those who hel p thensel ves. But, unlike the Lord, the nmarket does
not forgive those who know not what they do. For the investor, a
t oo- hi gh purchase price for the stock of an excel | ent conpany can
undo the effects of a subsequent decade of favorabl e busi ness
devel opnent s.

Shoul d the stock narket advance to considerably higher
levels, our ability to utilize capital effectively in partial -
ownership positions will be reduced or elimnated. This wll
happen periodical ly: just ten years ago, at the height of the
two-tier narket mania (wth high-return-on-equity busi nesses bid



to the sky by institutional investors), Berkshire’ s insurance
subsi diaries owned only $18 mllion in narket val ue of equities,
excluding their interest in Bue Chip Sanps. A that tinge, such
equity hol dings amounted to about 15%of our insurance conpany
investnents versus the present 80% There were as nany good

busi nesses around in 1972 as in 1982, but the prices the stock
mar ket pl aced upon those busi nesses in 1972 | ooked absurd. Wile
hi gh stock prices in the future woul d nake our perfornmance | ook
good tenporarily, they would hurt our |ong-termbusiness
prospects rather than help them W& currently are seeing early
traces of this probl em

Long- Term Gor por at e Perf or nance

Qur gaininnet worth during 1982, val uing equities hel d by
our insurance subsidiaries at narket value (less capital gain
taxes payable if unrealized gains were actual |y real i zed)
anounted to $208 million. @ a begi nning net worth base of $519
mllion, the percentage gain was 40%

During the 18-year tenure of present nanagenent, book val ue
has grown from$19. 46 per share to $737.43 per share, or 22.0%
conpounded annual ly. You can be certain that this percentage
wll dimnishin the future. Geonetric progressions eventual |y
forge their own anchors.

Berkshire’s econonic goal remains to produce a | ong-term
rate of return well above the return achi eved by the average
| arge American corporation. Qur wllingness to purchase either
partial or total ownership positions in favorably-situated
busi nesses, coupl ed with reasonabl e discipline about the prices
we are wlling to pay, should give us a good chance of achi eving
our goal .

Again this year the gain in narket valuation of partially-
owned busi nesses out paced the gain in underlying econonic val ue
of those businesses. For exanple, $79 mllion of our $208
mllion gainis attributable to an increased narket price for
& This conpany continues to do exceptionally well, and we
are nore inpressed than ever by the strength of (B8 Q0 s basic
busi ness i dea and by the managenent skills of Jack Byrne.
(Al'though not found in the catechismof the better business
school s, “Let Jack Do It” works fine as a corporate creed for
us.)

However, (H Qs increase in nmarket val ue during the past
two years has been considerably greater than the gaininits
intrinsic business val ue, inpressive as the latter has been. W
expected such a favorabl e variation at sone point, as the
perception of investors converged with business reality. And we
I ook forward to substantial future gains in underlying busi ness
val ue acconpani ed by irregular, but eventually full, narket
recogni tion of such gains.

Year -t o-year variances, however, cannot consistently be in
our favor. Even if our partially-owned busi nesses continue to
performwel | in an economc sense, there will be years when they
performpoorly in the narket. A such tines our net worth coul d
shrink significantly. W wll not be distressed by such a
shrinkage; if the businesses continue to | ook attractive and we
have cash available, we sinply will add to our hol dings at even
nore favorabl e prices.

Sources of Reported Earni ngs

The tabl e bel ow shows the sources of Berkshire's reported
earnings. In 1981 and 1982 Berkshi re owned about 60%of B ue
Chip Sanps which, in turn, owned 80%of Vésco H nanci al
Gorporation. The tabl e displays aggregate operating earnings of
the various business entities, as well as Berkshire's share of
those earnings. Al of the significant gains and | osses
attributabl e to unusual sal es of assets by any of the busi ness
entities are aggregated with securities transactions in the line
near the bottomof the table, and are not included in operating
ear ni ngs.

Earni ngs Before | ncone Taxes

(000s onitted)
(per ati ng Earni ngs:
I nsurance G oup:
Uhderwiting ............ $(21,558) $ 1,478 $(21,558) $ 1,478
Net Investnent Income ... 41,620 38, 823 41, 620 38, 823
Ber kshi r e- Véunibec Textiles (1,545) (2,669) (1,545) (2,669
Associated Retail Sores .. 914 1, 763 914 1,763
See’s Gandies ............. 23, 884 20, 961 14,235 12, 493
Buffal o Evening News ... ... (1,215) (1,217) (724) (725)
B ue Chip Sanps - Parent 4,182 3,642 2,492 2,171

VWsco Fnancial - Parent .. 6, 156 4,495 2,937 2,145

Net  Earni ngs
Ater Tax
Berkshire Share
1982 1981
$(11,345) $ 798
35, 270 32,401
(862)  (1,493)
446 759
6, 914 5,910
(226) (320)
2,472 2,134
2,210 1, 590



Mitual Savings and Loan ... (6) 1, 605 (2 766 1,524

Precision Seel ........... 1,035 3,453 493 1, 648 265

Interest on Debt .......... (14,996) (14,656) (12,977) (12,649 (6, 951)

Qher* ... 2,631 2,985 1, 857 1,992 1, 780
(perating Earnings .......... 41,102 60, 663 27,742 47, 236 31, 497
Sales of securities and

unusual sal es of assets .. 36, 651 37,801 21,875 33, 150 14, 877

Total Earnings - all entities $ 77,753 $ 98,464 $ 49,617 $ 80,386 $ 46,374 $ 62,604

* Anortization of intangibles arising in accounting for purchases
of businesses (i.e. See’s, Mitual and Buffal o Bvening News) is
reflected in the category designated as “Qher”.

n pages 45-61 of this report we have reproduced the
narrative reports of the principal executives of B ue Chip and
\®sco, in which they describe 1982 operations. A copy of the
full annual report of either conpany wll be nailed to any
Ber kshi re shar ehol der upon request to M. Robert H Bird for
B ue Chip Sanps, 5801 South Eastern Avenue, Los Angel es,
Gialifornia 90040, or to Ms. Jeanne Leach for Vésco H nanci al
Qorporation, 315 East (ol orado Boul evard, Pasadena, California
91109.

| believe you wll find the Blue Chip chronicle of
devel opnents in the Buffal o newspaper situation particularly
interesting. There are nowonly 14 cities in the Lhited Sates
wth a dai |y newspaper whose weekday circul ati on exceeds that of
the Buffalo News. But the real story has been the growth in
Sunday circulation. S x years ago, prior to introduction of a
Sunday edition of the News, the | ong-established Gouri er-Express,
as the only Sunday newspaper published in Buffal o, had
circulation of 272,000. The News now has Sunday circul ati on of
367,000, a 35%gain - even though the nunber of househol ds within
the prinary circulation area has shown little change during the
six years. V¢ know of no city inthe Lhited Sates with a long
hi story of seven-day newspaper publication in which the
per cent age of househol ds purchasi ng the Sunday newspaper has
grown at anything like this rate. To the contrary, in nost
cities househol d penetration figures have grown negligibly, or
not at all. Qur key managers in Buffalo - Henry Whban, San
Li psey, Mirray Light, dyde P nson, Dave Perona and D ck Feat her
- deserve great credit for this unnatched expansion in Sunday
r eader shi p.

As we indicated earlier, undistributed earnings in conpani es
we do not control are nowfully as inportant as the reported
operating earnings detailed in the preceding table. The
distributed portion of non-controlled earnings, of course, finds
its way into that table prinmarily through the net investnent
i ncone segnent of |nsurance G oup earni ngs.

¥ show bel ow Berkshire's proportional hol dings in those
non-control | ed busi nesses for which only distributed earnings
(dividends) are included in our earnings.

No. of Shares
or Share Euiv. Qost Mr ket
(000s onitted)

460,650 (a) Affiliated Publications, Inc. ...... $ 3,516 $ 16, 929
908,800 (c) QGum&Forster ..................... 47,144 48, 962
2,101,244 (b) General Foods, Inc. ................ 66, 277 83, 680
7,200,000 (a) @& QO Crporation .........oooou.... 47,138 309, 600
2,379,200 (a) Handy & Harman ..................... 27,318 46, 692
711,180 (a) Interpublic Goup of Conpanies, |Inc. 4,531 34,314
282,500 (a) Media General ...................... 4,545 12, 289
391, 400 (&) Quilvy & Mather Int’'l. Inc. ........ 3,709 17,319
3,107,675 (b) R J. Reynolds Industries .......... 142, 343 158, 715
1,531,391 (a) Ting INC. .........viiiiiiiiiiiinn. 45,273 79, 824
1,868,600 (a) The Véshington Post Conpany ........ 10, 628 103, 240
$402, 422 $911, 564
Al Gher Gomon Sockholdings ..... 21,611 34,058
Total Conmon S ocks $424, 033 $945, 622

(a) Al owned by Berkshire or its insurance subsidiaries.

(b) B ue Chip and/or V¢sco own shares of these conpanies. Al
nunber s represent Berkshire's net interest in the |arger
gross hol dings of the group.

(c) Tenporary hol ding as cash substitute.

In case you haven't noticed, there is an inportant
investnent | esson to be derived fromthis table: nostal gia shoul d
be wei ghted heavily in stock sel ection. Qur two |argest
unreal i zed gains are in Véshi ngton Post and G2 GQ conpani es wth
whi ch your Chairman forned his first conmercial connections at
the ages of 13 and 20, respectively After straying for roughly 25
years, we returned as investors in the nmd-1970s. The table
quantifies the rewards for even | ong-del ayed corporate fidelity.



Qur controlled and non-control | ed busi nesses operate over
such a wide spectrumthat detail ed coomentary here woul d prove
too lengthy. Mich financial and operational infornation
regarding the control |l ed busi nesses is included i n Managenent’ s
D scussi on on pages 34-39, and in the narrative reports on pages
45-61. However, our largest area of business activity has been,
and al nost certainly will continue to be, the property-casualty
insurance area. So commentary on devel opnents in that industry
is appropriate.

I nsurance Industry Qonditions

¢ show bel ow an updated tabl e of the industry statistics we
utilized in last year's annual report. |ts nessage is clear:
underwiting results in 1983 wll not be a sight for the
squeani sh.

Yearly Change Year|y Change Gonbi ned Ratio

in Premuns in Prenmuns after Policy-
Witten (% Earned (% hol der DO vi dends
1972 ..o 10. 2 10.9 96. 2
1973 ..o 8.0 8.8 99.2
1974 oo 6.2 6.9 105. 4
1975 ..o 11.0 9.6 107.9
1976 ... 21.9 19.4 102. 4
1977 oo 19.8 20.5 97.2
1978 .o 12.8 14.3 97.5
1979 ... 10.3 10.4 100. 6
1980 ... 6.0 7.8 103.1
1981 (ReV.) ......... 3.9 4.1 106. 0
1982 (Est.) ......... 51 4.6 109. 5

Sour ce: Best’'s Aggregates and Aver ages.

The Best’s data reflect the experience of practically the
entire industry, including stock, mitual and reciprocal
conpani es. The conbi ned ratio represents total operating and
| oss costs as conpared to revenue fromprenmiuns; a ratio bel ow
100 indicates an underwiting profit, and one above 100 i ndicates
a | oss.

For reasons outlined in last year’'s report, as long as the
annual gaininindustry premuns witten falls well bel ow 10%
you can expect the underwiting picture in the next year to
deteriorate. This wll be true even at today’s | ower general
rate of inflation. Wth the nunber of policies increasing
annual |y, nedical inflation far exceeding general inflation, and
concepts of insured liability broadening, it is highly unlikely
that yearly increases in insured | osses will fall nuch bel ow 10%

You shoul d be further aware that the 1982 conbined rati o of
109.5 represents a “best case” estimate. In a given year, it is
possi bl e for an insurer to show al nost any profit nunber it
wi shes, particularly if it (1) wites “long-tail” busi ness
(coverage where current costs can be only estinated, because
clai mpaynents are | ong del ayed), (2) has been adequatel y
reserved in the past, or (3) is growng very rapidly. There are
indications that several large insurers opted in 1982 for obscure
accounting and reservi ng maneuvers that nasked significant
deterioration in their underlying businesses. In insurance, as
el sewhere, the reaction of weak nanagenents to weak operations is
often weak accounting. (“It's difficult for an enpty sack to
stand upright.”)

The great ngjority of managenents, however, try to play it
straight. But even nanagenents of integrity nmay subconsciously
be less wlling in poor profit years to fully recogni ze adverse
loss trends. Industry statistics indicate sone deterioration in
| oss reserving practices during 1982 and the true conbined ratio
is likely to be nodestly worse than indicated by our table.

The conventional w sdomis that 1983 or 1984 will see the
worst of underwiting experience and then, as in the past, the
“cycle” wll nove, significantly and steadily, toward better
results. V¢ disagree because of a pronounced change in the
conpetitive environnent, hard to see for many years but now quite
visi bl e.

To understand the change, we need to | ook at sone naj or
factors that affect levels of corporate profitability generally.
Busi nesses in industries wth both substantial over-capacity and
a “commodi ty” product (undifferentiated in any custoner-inportant
way by factors such as perfornance, appearance, service support,
etc.) are prine candidates for profit troubles. These may be
escaped, true, if prices or costs are admnistered i n sone nanner
and thereby insulated at least partially fromnornal narket
forces. This adninistration can be carried out (a) legally
through governnent intervention (until recently, this category
included pricing for truckers and deposit costs for financial
institutions), (b) illegally through collusion, or (c) “extra-
legal ly" through GPEG style foreign cartelization (wth tag-al ong
benefits for donestic non-cartel operators).



If, however, costs and prices are determined by ful | -bore
conpetition, there is nore than anpl e capacity, and the buyer
cares little about whose product or distribution services he
uses, industry econonics are al nost certain to be unexciting.
They nay wel | be di sastrous.

Hence the constant struggl e of every vendor to establish and
enphasi ze special qualities of product or service. This works
w th candy bars (custoners buy by brand nane, not by asking for a
“two-ounce candy bar”) but doesn't work with sugar (how often do
you hear, “l'll have a cup of coffee with creamand C & H sugar,
pl ease”).

In many industries, differentiation sinply can't be nade
nmeani ngful . A few producers in such industries nay consistently
do well if they have a cost advantage that is both w de and
sustai nabl e. By definition such exceptions are few and, in nany
industries, are non-existent. For the great majority of
conpani es sel ling “commodity”products, a depressing equation of
busi ness econonics prevails: persistent over-capacity w thout
admni stered prices (or costs) equals poor profitability.

d course, over-capacity nay eventual |y self-correct, either
as capacity shrinks or demand expands. Unhfortunately for the
participants, such corrections often are |long del ayed. Wen they
finally occur, the rebound to prosperity frequently produces a
pervasi ve enthusi asmfor expansion that, within a few years,
agai n creates over-capacity and a new profitless environnent. In
other words, nothing fails |ike success.

Wat finally deternmines levels of long-termprofitability in
such industries is the ratio of supply-tight to supply-anpl e
years. Frequently that ratiois dismal. (It seens as if the nost
recent supply-tight period in our textile business - it occurred
sone years back - lasted the better part of a norning.)

I'n sone industries, however, capacity-tight conditions can
last along tine. Sonetines actual growh in denand will outrun
forecasted growth for an extended period. In other cases, addi ng
capacity requires very long |l ead tines because conpl i cat ed
nmanuf acturing facilities nust be planned and built.

But in the insurance business, to return to that subject,
capacity can be instantly created by capital plus an
underwiter’s willingness to sign his nane. (Even capital is |ess
inportant in a world in which state-sponsored guaranty funds
protect nany pol i cyhol ders agai nst insurer insolvency.) Unhder
alnost all conditions except that of fear for survival -
produced, perhaps, by a stock narket debacle or a truly najor
natural disaster - the insurance industry operates under the
conpetitive sword of substantial overcapacity. Generally, also,
despite heroic attenpts to do otherwise, the industry sells a
relatively undifferentiated cormodity-type product. (Mny
i nsureds, including the nanagers of |arge busi nesses, do not even
know the nanes of their insurers.) Insurance, therefore, woul d
seemto be a textbook case of an industry usually faced wth the
deadl y conbi nation of excess capacity and a “conmodity” product.

Wiy, then, was underwiting, despite the existence of
cycl es, generally profitable over many decades? (F om 1950
through 1970, the Industry conbined ratio averaged 99. 0.
allowng all investnent incone plus 1%of preniuns to flow
through to profits.) The answer lies prinarily in the historic
net hods of regul ation and distribution. For nuch of this
century, a large portion of the industry worked, in effect,
wthin alegal quasi-admnistered pricing systemfostered by
insurance regul ators. Wiile price conpetition existed, it was
not pervasi ve anong the larger conpanies. The nain conpetition
was for agents, who were courted via various non-price-rel ated
strategies.

For the giants of the industry, nost rates were set through
negoti ati ons between industry “bureaus” (or through conpani es
acting in accord with their reconmendati ons) and state
regulators. DOgnified haggling occurred, but it was between
conpany and regul ator rather than between conpany and cust oner.
Wen the dust settled, Gant A charged the sane price as Gant B
- and both conpani es and agents were prohibited by | aw from
cutting such filed rates.

The conpany-state negotiated prices included specific profit
al  onances and, when | oss data indicated that current prices were
unprofitabl e, both conpany nanagenents and state regul ators
expected that they woul d act together to correct the situation.
Thus, nost of the pricing actions of the giants of the industry
were “gentl enanly”, predictable, and profit-producing. O prine
inportance - and in contrast to the way nost of the busi ness
worl d operated - insurance conpani es could legally price their
way to profitability even in the face of substantial over-
capaci ty.

That day is gone. A though parts of the old structure
remai n, far nore than enough new capacity exists outside of that
structure to force all parties, old and new to respond. The new
capacity uses various nethods of distribution and is not
reluctant to use price as a prine conpetitive weapon. Indeed, it
relishes that use. In the process, custoners have | earned t hat



insurance is no longer a one-price business. They won't forget.

Future profitability of the industry wll be deternined by
current conpetitive characteristics, not past ones. Mny
nanager s have been slowto recognize this. It’'s not only
general s that prefer to fight the last war. Mst business and
i nvestnent anal ysi s al so cones fromthe rear-viewnirror. It
seens clear to us, however, that only one condition will allow
the insurance industry to achi eve significantly inproved
underwiting results. That is the sane condition that will allow
better results for the al umnum copper, or corn producer - a
naj or narrow ng of the gap between denand and supply.

Uhfortunately, there can be no surge in denand for insurance
pol i ci es conparabl e to one that might produce a narket tightness
in copper or alumnum Rather, the supply of availabl e insurance
coverage nust be curtailed. “Supply”, in this context, is nental
rather than physical: plants or conpani es need not be shut; only
the willingness of underwiters to sign their nanes need be
curtail ed.

This contraction wll not happen because of general |y poor
profit levels. Bad profits produce nuch hand-wingi ng and
finger-pointing. But they do not |ead naj or sources of insurance
capacity to turn their backs on very |arge chunks of business,
thereby sacrificing narket share and industry significance.

Instead, maj or capacity wthdrawal s require a shock factor
such as a natural or financial “negadi saster”. Qne might occur
tonorrow - or nany years fromnow The insurance busi ness - even
taking i nvestnent incone into account - will not be particularly
profitable in the neantine.

Wien supply ultimately contracts, |arge anounts of busi ness
wll be available for the fewwth large capital capacity, a
wllingness to coomt it, and an in-place distribution system
W woul d expect great opportunities for our insurance
subsidiaries at such a tine.

During 1982, our insurance underwiting deteriorated far
nore than did the industry’s. Froma profit position well above
average, we, slipped to a perfornance nodestly bel ow average.
The biggest swng was in National Indemity’ s traditional
coverages. Lines that have been highly profitable for us in the
past are now priced at |evels that guarantee underwiting | osses.
I'n 1983 we expect our insurance group to record an average
performance in an industry in which average i s very poor.

Two of our stars, MIt Thornton at Gypress and H oyd Tayl or
at Kansas Hre and Gasualty, continued their outstandi ng records
of producing an underwiting profit every year since joining us.
Both MIt and Hoyd sinply are incapabl e of bei ng average. They
nai ntain a passionately proprietary attitude toward their
operations and have devel oped a busi ness cul ture centered upon
unusual cost - consci ousness and custoner service. |t shows on
their scorecards.

During 1982, parent conpany responsibility for nost of our
i nsurance operations was given to Mke Gl dberg. H anning,
recruitnent, and nonitoring all have shown significant
i nprovenent since Mke replaced ne inthis role.

& @ continues to be managed with a zeal for efficiency and
value to the custoner that virtual |y guarantees unusual success.
Jack Byrne and B Il Snyder are achieving the nost el usive of
human goal s - keeping things sinple and renenberi ng what you set
out todo. In Lou Snpson, additionally, G QO has the best
i nvest nent nanager in the property-casualty business. V¢ are
happy wth every aspect of this operation. HQis a
nmagni ficent illustration of the high-profit exception we
described earlier in discussing coomodity industries wth over-
capacity - a conpany wth a w de and sustai nabl e cost advant age.
Qur 35%interest in Gd Qrepresents about $250 million of
prenmiumvol une, an anount considerably greater than all of the
direct vol une we produce.

I ssuance of Equity

Berkshire and B ue Chip are considering nerger in 1983. |If
it takes place, it wll involve an exchange of stock based upon
an identical valuation nethod applied to both conpanies. The one
other significant issuance of shares by Berkshire or its
affiliated conpani es that occurred during present nanagenent’s
tenure was in the 1978 nerger of Berkshire with O versified
Retail i ng Gonpany.

Qur share issuances followa sinple basic rule: we wll not
i ssue shares unl ess we recei ve as nuch intrinsic business val ue
as we give. Such a policy mght seemaxi omatic. Wy, you mght
ask, woul d anyone issue dollar bills in exchange for fifty-cent
pi eces? Whfortunately, many corporate nanagers have been willing
to do just that.

The first choice of these nanagers in naking acquisitions
may be to use cash or debt. But frequently the CEOs cravi ngs
out pace cash and credit resources (certainly nmine al ways have).



Frequently, also, these cravings occur when his own stock is
selling far belowintrinsic business value. This state of
affairs produces a nonent of truth. At that point, as Yogi Berra
has sai d, “You can observe a lot just by watching.” For

sharehol ders then will find which objective the nanagenent truly
prefers - expansion of donain or nai ntenance of owners’ wealth.

The need to choose between these obj ectives occurs for sone
sinpl e reasons. onpani es often sell in the stock narket bel ow
their intrinsic business value. But when a conpany w shes to
sell out conpletely, in a negotiated transaction, it inevitably
wants to - and usual |y can - receive full business value in
what ever kind of currency the value is to be delivered. |f cash
is to be used in paynent, the seller’s cal culation of val ue
recei ved couldn't be easier. If stock of the buyer is to be the
currency, the seller’'s calculation is still relatively easy: just
figure the narket value in cash of what is to be received in
st ock.

Meanvhi | e, the buyer w shing to use his own stock as
currency for the purchase has no problens if the stock is selling
inthe market at full intrinsic value.

But suppose it is selling at only half intrinsic value. In
that case, the buyer is faced wth the unhappy prospect of using
a substantial ly underval ued currency to nake its purchase.

Ironically, were the buyer to instead be a seller of its
entire business, it too could negotiate for, and probably get,
full intrinsic business value. But when the buyer nakes a
partial sale of itself - and that is what the issuance of shares
to nake an acquisition anounts to - it can custonarily get no
hi gher val ue set on its shares than the narket chooses to grant
it.

The acquirer who neverthel ess barges ahead ends up using an
underval ued (market val ue) currency to pay for a fully val ued
(negotiated value) property. In effect, the acquirer nust give
up $2 of value to receive $1 of value. Under such circunstances,
a narvel ous busi ness purchased at a fair sales price becones a
terrible buy. For gold val ued as gol d cannot be purchased
intelligently through the utilization of gold - or even silver -
val ued as | ead.

If, however, the thirst for size and action is strong
enough, the acquirer’s manager wll find anpl e rationalizations
for such a val ue-destroyi ng i ssuance of stock. Friendy
i nvest nent bankers will reassure himas to the soundness of his
actions. (Don't ask the barber whether you need a haircut.)

Afewfavorite rationalizations enpl oyed by stock-issuing
nanagenent s fol | ow

(a) “The conpany we're buying is going to be worth a | ot
nore in the future.” (Presunably so is the interest in
the ol d business that is being traded away; future
prospects are inplicit in the business val uation
process. |If 2Xis issued for X the inbal ance still
exi sts when both parts doubl e i n busi ness val ue.)

(b) “Vé have to grow” (WWo, it might be asked, is the “we"?
For present sharehol ders, the reality is that all
exi sting busi nesses shrink when shares are issued. Wre
Berkshire to issue shares tonmorrow for an acqui sition,
Ber kshi re woul d own everything that it now owns plus the
new busi ness, but your interest in such hard-to-natch
busi nesses as See’s Candy Shops, National |ndemmity,
etc. would autonatically be reduced. |f (1) your famly
owns a 120-acre farmand (2) you invite a neighbor wth
60 acres of conparable |and to nerge his farminto an
equal partnership - with you to be nmanagi ng partner,
then (3) your nmanagerial donain wll have grown to 180
acres but you w Il have pernanently shrunk by 25%your
famly' s ownership interest in both acreage and crops.
Manager s who want to expand their donain at the expense
of owners night better consider a career in governnent.)

(c) “Qur stock is underval ued and we’ve mninmzed its use in
this deal - but we need to give the selling sharehol ders
51%i n stock and 49%in cash so that certain of those
shar ehol ders can get the tax-free exchange they want.”
(This argunent acknow edges that it is beneficial to the
acquirer to hold down the issuance of shares, and we |ike
that. But if it hurts the old owners to utilize shares
on a 100%basis, it very likely hurts on a 51%basis.
After all, anman is not charned if a spaniel defaces his
lawn, just because it’s a spaniel and not a &. Bernard.
And the wishes of sellers can't be the determinant of the
best interests of the buyer - what woul d happen if,
heaven forbid, the seller insisted that as a condition of
nerger the GEO of the acquirer be repl aced?)

There are three ways to avoid destruction of value for ol d
owners when shares are issued for acquisitions. (he is to have a
true busi ness-val ue-for-busi ness-val ue nerger, such as the
Berkshi re-B ue Chip conbi nation is intended to be. Such a nerger



attenpts to be fair to sharehol ders of both parties, wth each
receiving just as nuch as it gives in terns of intrinsic business
value. The Dart Industries-Kraft and Nabi sco Sandard Brands
nergers appeared to be of this type, but they are the exceptions.
It’s not that acquirers wish to avoid such deal's; it’'s just that
they are very hard to do.

The second route presents itself when the acquirer’s stock
sells at or above its intrinsic business value. In that
situation, the use of stock as currency actually nay enhance the
weal th of the acquiring conpany’ s owners. My nergers were
acconpl i shed on this basis in the 1965-69 period. The results
were the converse of nost of the activity since 1970: the
sharehol ders of the acquired conpany received very inflated
currency (frequently punped up by dubi ous accounting and
pronoti onal techni ques) and were the | osers of weal th through
such transacti ons.

During recent years the second sol ution has been avail abl e
to very fewlarge conpani es. The exceptions have prinarily been
those conpani es in glanorous or pronotional busi nesses to which
the narket tenporarily attaches val uations at or above intrinsic
busi ness val uati on.

The third solution is for the acquirer to go ahead with the
acqui sition, but then subsequent!y repurchase a quantity of
shares equal to the nunber issued in the nerger. In this manner,
what originally was a stock-for-stock nerger can be converted,
effectively, into a cash-for-stock acquisition. Repurchases of
this kind are danage-repair noves. Regular readers wll
correctly guess that we nuch prefer repurchases that directly
enhance the wealth of owners instead of repurchases that nerely
repair previous damage. Scoring touchdowns is nore exhilarating
than recovering one’s funbl es. But, when a funbl e has occurred,
recovery is inportant and we heartily recoomend danage-repai r
repurchases that turn a bad stock deal into a fair cash deal .

The |l anguage utilized in nergers tends to confuse the i ssues
and encourage irrational actions by managers. For exanpl e,
“dilution” is usually carefully calculated on a pro forma basi s
for both book val ue and current earnings per share. Particul ar
enphasis is given to the latter item Wen that calculationis
negative (dilutive) fromthe acquiring conpany’ s standpoint, a
justifying explanation wll be nade (internally, if not
el sewhere) that the lines will cross favorably at sone point in
the future. (Wile deals often fail in practice, they never fail
inprojections - if the CEOis visibly panting over a prospective
acqui si tion, subordinates and consultants wll supply the
requisite projections to rationalize any price.) Should the
cal cul ation produce nunbers that are i nmediately positive - that
is, anti-dilutive - for the acquirer, no cooment is thought to be
necessary.

The attention given this formof dilution is overdone:
current earnings per share (or even earnings per share of the
next fewyears) are an inportant variable in nost business
val uations, but far fromall powerful.

There have been plenty of nergers, non-dilutive inthis
limted sense, that were instantly val ue destroying for the
acquirer. And sone nergers that have diluted current and near-
termearni ngs per share have in fact been val ue-enhancing. Wiat
really counts Is whether a nerger is dilutive or anti-dilutive in
terns of intrinsic business val ue (a judgnent invol ving
consi deration of nmany variables). V& believe calculation of
dilution fromthis viewoint to be all-inportant (and too sel dom
nade) .

A second | anguage problemrel ates to the equation of
exchange. |f Gonpany A announces that it wll issue shares to
nerge wth Gonpany B, the process is custonarily described as
“Conpany Ato Acquire Gonpany B', or “B Sells to A'. Qearer
thinking about the natter would result if a nore awkward but nore
accurate description were used: “Part of Asold to acquire B, or
“Onners of Bto receive part of Ain exchange for their
properties”. In atrade, what you are giving is just as
inportant as what you are getting. This remains true even when
the final tally on what is being given is del ayed. Subsequent
sal es of common stock or convertible issues, either to conplete
the financing for a deal or to restore bal ance sheet strength,
nust be fully counted i n eval uating the fundanental nathenatics
of the original acquisition. (If corporate pregnancy is going to
be the consequence of corporate mating, the tine to face that
fact is before the nonent of ecstasy.)

Minagers and directors mght sharpen their thinking by
aski ng thensel ves if they woul d sell 100%of their busi ness on
the sane basis they are being asked to sell part of it. Andif
it isn't snart to sell all on such a basis, they shoul d ask
thensel ves why it is snart to sell a portion. A cumlation of
snal | managerial stupidities wll produce a najor stupidity - not
a naj or triunph. (Las Vegas has been built upon the wealth
transfers that occur when peopl e engage i n seemngly-snal |
di sadvant ageous capital transactions.)

The “giving versus getting” factor can nost easily be



calculated in the case of registered i nvestnent conpanies.

Assune | nvestnent Gonpany X, selling at 50%of asset val ue,

w shes to nerge with Investnent Conpany Y. Assung, al so, that
Gonpany X therefore decides to issue shares equal in narket val ue
to 100%of Y s asset val ue.

Such a share exchange would | eave X trading $2 of its
previous intrinsic value for $1 of Y s intrinsic value. Protests
woul d pronptly cone forth fromboth X s sharehol ders and the SEG
whi ch rul es on the fairness of registered i nvestnent conpany
nergers. Such a transaction sinply woul d not be al | owed.

In the case of manufacturing, service, financia conpanies,
etc., values are not nornally as precisely calculable as in the
case of investnent conpanies. But we have seen nergers in these
industries that just as dramatically destroyed val ue for the
owners of the acquiring conpany as was the case in the
hypot hetical illustration above. This destruction coul d not
happen i f nmanagenent and directors woul d assess the fairness of
any transaction by using the sane yardstick in the neasurenent of
bot h busi nesses.

Finally, a word should be sai d about the “doubl e wharmy”
effect upon owners of the acquiring conpany when val ue-dil uting
stock issuances occur. ULhder such circunstances, the first bl ow
is the loss of intrinsic business value that occurs through the
nerger itself. The second is the downward revision in narket
valuation that, quite rationally, is given to that nowdil uted
busi ness val ue. For current and prospective owers
understandably wi Il not pay as nuch for assets |odged in the
hands of a managenent that has a record of weal t h-destruction
through unintelligent share i ssuances as they will pay for assets
entrusted to a managenent wth precisely equal operating talents,
but a known distaste for anti-owner actions. Qnce nanagenent
shows itself insensitive to the interests of owners, sharehol ders
wll suffer along tine fromthe price/value ratio afforded their
stock (relative to other stocks), no matter what assurances
nanagenent gives that the val ue-diluting action taken was a one-
of -a-kind event.

Those assurances are treated by the narket nuch as one-bug-
in-the-sal ad expl anations are treated at restaurants. Such
expl anati ons, even when acconpani ed by a new waiter, do not
elimnate a drop in the denand (and hence narket val ue) for
sal ads, both on the part of the offended custoner and his
nei ghbors pondering what to order. Qher things being equal, the
hi ghest stock market prices relative to intrinsic business val ue
are given to conpani es whose nanagers have denonstrated their
unwi | 1ingness to issue shares at any tine on terns unfavorable to
the owners of the busi ness.

At Berkshire, or any conpany whose policies we deternine
(including Blue Chip and Wsco), we will issue shares only if our
owners recei ve in business value as nuch as we give. V¢ wll not
equate activity with progress or corporate size wth owner-
weal t h.

M scel | aneous

This annual report is read by a varied audience, and it is
possi bl e that sone nenbers of that audi ence nay be hel pful to us
In our acquisition program

¢ prefer:

(1) large purchases (at least $5 nillion of after-tax
ear ni ngs) ,

(2) denmonstrated consi stent earning power (future
projections are of little interest to us, nor are
“turn-around” situations),

(3) businesses earning good returns on equity while
enploying little or no debt,

(4) managenent in place (we can't supply it),

(5) sinple businesses (if there’'s lots of technol ogy, we
won't understand it),

(6) an offering price (we don't want to waste our tine or
that of the seller by talking, even prelimnarily,
about a transaction when price i s unknown).

Ve wil not engage in unfriendy transacti ons. V¢ can
promse conpl ete confidentiality and a very fast answer as to
possi bl e interest - customarily within five mnutes. Gash
purchases are preferred, but we wll consider the use of stock
when it can be done on the basis described in the previous
secti on.

* * * * *
Qur shar ehol der - desi gnat ed contri butions programnet wth

ent husi asmagai n this year; 95.8%of eligible shares
participated. This response was particul arly encouragi ng si nce



only $1 per share was nade avail abl e for designation, down from
$21n 1981. If the merger wth Blue Chip takes place, a probabl e
by-product will be the attai nnent of a consolidated tax position
that will significantly enlarge our contribution base and give us
a potential for designating bigger per-share anounts in the
future.

If you wsh to participate in future prograns, we strongly
urge that you i nmedi atel y nake sure that your shares are
registered in the actual owner’s nang, not a “street” or nomnee
nane@. For new sharehol ders, a nore conpl ete description of the
programis on pages 62-63.

* * * * *

In a characteristically rash nove, we have expanded Vérld
Headquarters by 252 square feet (17%, coincidental with the
signing of a newfive-year lease at 1440 Kiewit P aza. The five
peopl e who work here wth ne - Joan Atherton, Mke Gl dberg,

Q adys Kaiser, Verne MKenzie and B Il Scott - outproduce
corporate groups nany tines their nunber. A conpact organi zation
lets all of us spend our tine nanagi ng the busi ness rather than
nanagi ng each ot her.

Charlie Minger, ny partner in nmanagenent, wll continue to
operate fromLos Angel es whether or not the B ue Chip nerger
occurs. Charlie and | are interchangeabl e i n busi ness deci si ons.
DO stance inpedes us not at all: we' ve always found a tel ephone
call to be nore productive than a hal f-day committee neeting.

* * * * *

Two of our nanagerial stars retired this year: Phil Liesche
at 65 fromNational |ndemmity Gonpany, and Ben Rosner at 79 from
Associated Retail Stores. Both of these nen nade you, as
shar ehol ders of Berkshire, a good bit weal thier than you
ot herw se woul d have been. National |ndemity has been the nost
inportant operation in Berkshire's gronth. Phil and Jack
Rngwal t, his predecessor, were the two prine novers in National
Indenmi ty’ s success. Ben Rosner sold Associated Retail Sores to
Dversified Retailing Gonpany for cash in 1967, pronised to stay
ononly until the end of the year, and then hit busi ness hone
runs for us for the next fifteen years.

Both Ben and Phil ran their businesses for Berkshire with
every bit of the care and drive that they woul d have exhi bited
had they personal |y owned 100%of these busi nesses. Nb rules
were necessary to enforce or even encourage this attitude; it was
enbedded in the character of these nen | ong before we cane on the
scene. Their good character becane our good fortune. |f we can
continue to attract nmanagers with the qualities of Ben and Phil,
you need not worry about Berkshire's future.

Vdrren E Buffett
Chai rman of the Board



1983



BERKSHIRE HATHAWAY INC.

To the Sharehol ders of Berkshire Hathaway Inc.:

Thi s past year our registered sharehol ders increased from
about 1900 to about 2900. Mbst of this growth resulted fromour
nerger wth Bue Chip Sanps, but there al so was an accel erati on
inthe pace of “natural” increase that has raised us fromthe
1000 l evel a few years ago.

Wth so many new sharehol ders, it’'s appropriate to summari ze
the naj or business principles we followthat pertain to the
nmanager - owner rel ationshi p:

o0 Although our formis corporate, our attitude is
partnership. Charlie Minger and | think of our sharehol ders as
owner-partners, and of oursel ves as managi ng partners. (Because
of the size of our sharehol dings we also are, for better or
worse, controlling partners.) VW do not viewthe conpany itself
as the ultinate owner of our business assets but, instead, view
the conpany as a conduit through whi ch our sharehol ders own the
asset s.

olnlinewth this owner-orientation, our directors are all
naj or sharehol ders of Berkshire Hathaway. In the case of at
| east four of the five, over 50%of famly net worth is
represented by hol dings of Berkshire. V¢ eat our own cooki ng.

0 Qur long-termeconomc goal (subject to sone qualifications
nentioned later) is to naxi mze the average annual rate of gain
inintrinsic business value on a per-share basis. V¢ do not
neasure the econonic significance or perfornance of Berkshire by
its size; we neasure by per-share progress. V¢ are certain that
the rate of per-share progress will dinminishinthe future - a
greatly enlarged capital base will see to that. But we wll be
di sappoi nted if our rate does not exceed that of the average
| arge Anerican corporation.

0 Qur preference would be to reach this goal by directly
owni ng a diversified group of businesses that generate cash and
consi stently earn above-average returns on capital. Qur second
choice is to own parts of simlar businesses, attained prinarily
through purchases of narketabl e cormon stocks by our insurance
subsidiaries. The price and availability of businesses and the
need for insurance capital deternmine any given year’s capital
al | ocati on.

0 Because of this two-pronged approach to busi ness ownership
and because of the linitations of conventional accounting,
consol i dated reported earnings nay reveal relatively little about
our true economc perfornance. Charlie and I, both as owers and
nmanagers, virtually ignore such consolidated nunbers. However,
we wll also report to you the earnings of each naj or business we
control, nunbers we consider of great inportance. These figures,
along with other information we wll supply about the individual
bﬁsi nesses, should generally aid you i n naki ng j udgnents about
them

0 Accounting consequences do not influence our operating or
capital -all ocation decisions. Wen acquisition costs are
sinmlar, we nuch prefer to purchase $2 of earnings that is not
reportabl e by us under standard accounting principles than to
purchase $1 of earnings that is reportable. This is precisely
the choi ce that often faces us since entire businesses (whose
earnings wll be fully reportable) frequently sell for double the
pro-rata price of snall portions (whose earnings will be largely
unreportable). In aggregate and over tine, we expect the
unreported earnings to be fully reflected in our intrinsic
busi ness val ue through capital gains.

0 V& rarely use nuch debt and, when we do, we attenpt to
structure it on along-termfixed rate basis. Ve wll reject
interesting opportunities rather than over-|everage our bal ance
sheet. This conservatismhas penalized our results but it is the
only behavior that |eaves us coniortabl e, considering our
fiduciary obligations to policyhol ders, depositors, |enders and
the many equity hol ders who have cormitted unusual |y |arge
portions of their net worth to our care.



0 Ananagerial “wsh list” will not be filled at sharehol der
expense. Ve wll not diversify by purchasing entire busi nesses
at control prices that ignore |ong-termecononic consequences to
our shareholders. Ve will only do with your noney what we woul d
do wth our own, weighing fully the val ues you can obtai n by
diversifying your own portfolios through direct purchases in the
stock narket.

o V¢ feel noble intentions shoul d be checked peri odi cal | y
against results. V¢ test the wisdomof retaining earnings by
assessi ng whether retention, over tine, delivers sharehol ders at
|l east $1 of narket val ue for each $1 retained. To date, this
test has been net. V¢ wll continue to apply it on a five-year
rolling basis. As our net worth grows, it is nore difficult to
use retai ned earnings w sely.

o Ve wll issue common stock only when we receive as much in
busi ness value as we give. This rule applies to all forns of
i ssuance - not only nergers or public stock offerings, but stock
for-debt swaps, stock options, and convertibl e securities as
well. Ve wll not sell small portions of your conpany - and that
is what the issuance of shares anounts to - on a basis
inconsi stent with the value of the entire enterprise.

0 You should be fully anare of one attitude Charlie and |
share that hurts our financial perfornance: regard ess of price,
we have no interest at all in selling any good busi nesses t hat
Berkshire owns, and are very reluctant to sell sub-par busi nesses
as long as we expect themto generate at |east sone cash and as
long as we feel good about their nmanagers and | abor rel ati ons.

/¢ hope not to repeat the capital -allocation nistakes that |ed us
into such sub-par businesses. And we react with great caution to
suggestions that our poor businesses can be restored to
satisfactory profitability by najor capital expenditures. (The
projections wll be dazzling - the advocates wll be sincere -
but, inthe end, najor additional investnent in aterrible
industry usually is about as rewarding as struggling in

qui cksand.) Neverthel ess, gin runmy nanageria behavior (discard
your |east pronising business at each turn) is not our style. W
woul d rather have our overall results penalized a bit than engage
init.

o Ve wll becandidin our reporting to you, enphasizing the
pl uses and ninuses inportant in apprai sing busi ness value. Qur
guideline is to tell you the business facts that we woul d want to
know i f our positions were reversed. V¢ owe you no | ess.
Moreover, as a conpany wth a naj or conmuni cations busi ness, it
woul d be inexcusabl e for us to apply | esser standards of
accuracy, bal ance and i nci si veness when reporting on oursel ves
than we woul d expect our news peopl e to apply when reporting on
others. Ve al so believe candor benefits us as nanagers: the CEO
vwho nisl eads others in public may eventual |y nmislead hinself in
private.

0 Despite our policy of candor, we will discuss our
activities in narketabl e securities only to the extent legally
required. God investnent ideas are rare, val uabl e and subj ect
to conpetitive appropriation just as good product or business
acquisition ideas are. Therefore, we nornally wll not talk
about our investnent ideas. This ban extends even to securities
we have sol d (because we nmay purchase themagain) and to stocks
we are incorrectly runored to be buying. |If we deny those
reports but say “no conment” on other occasions, the no-comments
becone confirnation.

That conpl etes the catechism and we can now nove on to the
high point of 1983 - the acquisition of a n@jority interest in
Nebraska Furniture Mt and our association wth Rose B unkin and
her famly.

Nebraska Furniture Mt

Last year, in discussing how nanagers wth bright, but
adrenal i n-soaked minds scranbl e after foolish acquisitions, |
quoted Pascal: “It has struck ne that all the msfortunes of nen
spring fromthe singl e cause that they are unable to stay quietly
in one room”

BEven Pascal woul d have | eft the roomfor Ms. B unkin.

About 67 years ago Ms. B unkin, then 23, tal ked her way



past a border guard to | eave Russia for Anerica. She had no
fornmal education, not even at the grammar school |evel, and knew
no English. After sone years in this country, she |learned the

| anguage when her ol der daughter taught her, every evening, the
words she had | earned i n school during the day.

In 1937, after nany years of selling used clothing, Ms.
B unki n had saved $500 wi th which to realize her dreamof opening
a furniture store. Uon seeing the Anerican Furniture Mart in
Chicago - then the center of the nation's whol esal e furniture
activity - she decided to christen her dream Nebraska Furniture
Mart.

She net every obstacl e you woul d expect (and a few you
voul dn’t) when a busi ness endowed with only $500 and no
|l ocational or product advantage goes up agai nst rich, |ong-
entrenched conpetition. At one early point, when her tiny
resources ran out, “Ms. B’ (a personal tradenark now as wel |
recogni zed in Geater Qraha as (oca- Gl a or Sanka) coped in a way
not taught at business school s: she sinply sold the furniture and
appl i ances fromher hone in order to pay creditors precisely as
pr om sed.

Qraha retailers began to recogni ze that Ms. B woul d offer
custoners far better deals than they had been giving, and they
pressured furniture and carpet rmanufacturers not to sell to her.
But by various strategi es she obtai ned nerchandi se and cut prices
sharply. Ms. Bwas then hauled into court for violation of Fair
Trade laws. She not only won all the cases, but received
invaluable publicity. At the end of one case, after
denonstrating to the court that she could profitably sell carpet
at a huge di scount fromthe prevailing price, she sold the judge
$1400 worth of carpet.

Today Nebraska Furniture Mart generates over $100 million of
sal es annual | y out of one 200, 000 square-foot store. No other
hone furni shings store in the country cones close to that vol une.
That single store also sells nore furniture, carpets, and
appl i ances than do all Qrvaha conpetitors conbi ned.

ne question | always ask nyself in appraising a business is
how | woul d |i ke, assuming | had anpl e capital and skilled
personnel, to conpete with it. 1'drather westle grizzlies than
conpete wth Ms. B and her progeny. They buy brilliantly, they
operate at expense ratios conpetitors don't even dreamabout, and
they then pass on to their custoners nuch of the savings. It's
the ideal business - one built upon exceptional val ue to the
custoner that in turn translates into exceptional economcs for
its owners.

Ms. Bis wse as well as snart and, for far-sighted fanily
reasons, was wlling to sell the business |ast year. | had
adnmired both the family and the business for decades, and a deal
was quickly nade. But Ms. B now90, is not one to go hone and
risk, as she puts it, “losing her marbles”. She renai ns Chai rnan
and is on the sales floor seven days a week. Garpet sales are
her specialty. She personally sells quantities that woul d be a
good departnental total for other carpet retailers.

V¢ purchased 90%of the busi ness - |eaving 10%w th nenbers
of the famly who are invol ved i n nanagenent - and have opti oned
10%to certain key young fanily nanagers.

And what nanagers they are. @eneticists shoul d do
handsprings over the Bunkin famly. Louie Bunkin, Ms. B's
son, has been President of Nebraska Furniture Mart for nany years
and is wdely regarded as the shrewdest buyer of furniture and
appliances in the country. Louie says he had the best teacher,
and Ms. B says she had the best student. They re both right.
Louie and his three sons all have the B unkin business ability,
work ethic, and, nost inportant, character. Qn top of that, they
are really nice people. V& are delighted to be in partnership
wth them

Qorporat e Perf or nance

During 1983 our book val ue increased from$737.43 per share
to $975.83 per share, or by 32% V& never take the one-year
figure very seriously. After all, why should the tine required
for a planet to circle the sun synchroni ze precisely wth the
tine required for business actions to pay off? Instead, we



recommend not |ess than a five-year test as a rough yardstick of
economc performance. Red lights should start flashing if the
five-year average annual gain falls nuch bel owthe return on
equity earned over the period by Anerican industry in aggregate.
(vdtch out for our explanation if that occurs as Qoet he observed,
“When ideas fail, words cone in very handy.”)

During the 19-year tenure of present nmanagenent, book val ue
has grown from$19. 46 per share to $975.83, or 22.6% conpounded
annual ly. Qonsidering our present size, nothing close to this
rate of return can be sustained. Those who bel i eve ot herw se
shoul d pursue a career in sales, but avoid one in nathenatics.

V& report our progress in terns of book val ue because in our
case (though not, by any neans, in all cases) it is a
conservative but reasonably adequate proxy for growth in
intrinsic business value - the neasurenent that really counts.
Book val ue’s virtue as a score-keeping neasure is that it is easy
to calculate and doesn't invol ve the subjective (but inportant)
judgnents enpl oyed in cal culation of intrinsic business val ue.

It isinportant to understand, however, that the two terns - book
val ue and intrinsic business val ue - have very different
neani ngs.

Book val ue i s an accounting concept, recording the
accumul ated financial input fromboth contributed capital and
retained earnings. Intrinsic business value is an econonic
concept, estinating future cash output di scounted to present
value. Book value tells you what has been put in; intrinsic
busi ness val ue estinates what can be taken out.

An anal ogy w Il suggest the difference. Assune you spend
identical anounts putting each of two children through coll ege.
The book val ue (neasured by financial input) of each child s
education woul d be the sane. But the present val ue of the future
payof f (the intrinsic business value) mght vary enornously -
fromzero to many tines the cost of the education. So, also, do
busi nesses having equal financial input end up with wde
variations in val ue.

At Berkshire, at the beginning of fiscal 1965 when the
present nanagenent took over, the $19.46 per share book val ue
consi derabl y overstated intrinsic business value. Al of that
book val ue consisted of textile assets that could not earn, on
average, anything close to an appropriate rate of return. 1In the
terns of our analogy, the investnent in textile assets resenbl ed
investnent in a largel y-wasted educati on.

Now however, our intrinsic business val ue considerably
exceeds book value. There are two naj or reasons:

(1) Sandard accounting principles require that common
stocks hel d by our insurance subsidiaries be stated on
our books at narket val ue, but that other stocks we own
be carried at the | ower of aggregate cost or narket.

At the end of 1983, the narket value of this latter
group exceeded carrying val ue by $70 mllion pre-tax,
or about $50 nillion after tax. This excess bel ongs in
our intrinsic business value, but is not included in
the cal cul ati on of book val ue;

(2) Mre inportant, we own several businesses that possess
econonmic Godw || (which is properly includable in
intrinsic business value) far larger than the
accounting Goodwi || that is carried on our bal ance
sheet and reflected i n book val ue.

Goodwi |1, both economic and accounting, is an arcane subj ect
and requi res nore expl anation than is appropriate here. The
appendi x that follows this letter - “Godw || and its
Arortization: The Rules and The Realities” - explai ns why
econonmic and accounting Godw || can, and usual |y do, differ
enor nousl y.

You can live a full and rewarding Iife w thout ever thinking
about Godwi Il and its amortization. But students of investnent
and nmanagenent shoul d understand the nuances of the subject. M
own thinking has changed drastically from35 years ago when | was
taught to favor tangi bl e assets and to shun busi nesses whose
val ue depended | argel y upon econonic Godw I1. This bias caused
ne to make many inportant busi ness nistakes of onission, although



relatively few of conm ssion.

Keynes identified ny problem “The difficulty lies not in
the newideas but in escaping fromthe old ones.” M escape was
I ong del ayed, in part because nost of what | had been taught by
the sane teacher had been (and continues to be) so
extraordinarily valuable. Utinately, business experience,
direct and vicarious, produced ny present strong preference for
busi nesses that possess |arge anounts of enduring Godw I 1 and
that utilize a mininumof tangible assets.

I recommend the Appendi x to those who are confortable with
accounting termnol ogy and who have an interest in understandi ng
the busi ness aspects of Godw |I. Wether or not you wsh to
tackl e the Appendi X, you should be aware that Charlie and |
bel i eve that Berkshire possesses very significant econonic
Godwi || val ue above that reflected in our book val ue.

Sour ces of Reported Earni ngs

The tabl e bel ow shows the sources of Berkshire's reported
earnings. |In 1982, Berkshire owned about 60%of B ue Chip Sanps
whereas, in 1983, our ownershi p was 60%throughout the first six
nont hs and 100%thereafter. |In turn, Berkshire's net interest in
Wsco was 48%during 1982 and the first six nonths of 1983, and
80%for the bal ance of 1983. Because of these changed ownership
percentages, the first two col ums of the table provide the best
neasure of underlyi ng busi ness perfor mance.

Al of the significant gains and | osses attributable to
unusual sal es of assets by any of the business entities are
aggregated wth securities transactions on the |ine near the
bottomof the table, and are not included in operating earnings.
(V¢ regard any annual figure for realized capital gains or |osses
as neani ngl ess, but we regard the aggregate realized and
unreal i zed capital gains over a period of years as very
inportant.) Furthernore, anortization of Goodw Il is not charged
agai nst the specific businesses but, for reasons outlined in the
Appendi x, is set forth as a separate item

Net Earnings
Earni ngs Before | ncone Taxes Ater Tax
Total Berkshire Share Berkshire Share

(000s ontted)
Qperati ng Ear ni ngs:
I nsurance G oup:
Uhderwiting ............ $(33,872) $(21,558) $(33,872) $(21,558) $(18,400) $(11,345)
Net Investnent Incone ... 43,810 41, 620 43, 810 41, 620 39, 114 35, 270
Ber kshi r e- Vunibec Textil es (100) (1,545) (100) (1,545) (63) (862)
Associated Retail Sores .. 697 914 697 914 355 446
Nebraska Furniture Mart(1) 3,812 -- 3,049 -- 1,521 --
See’s Gandies ............. 27,411 23,884 24, 526 14, 235 12,212 6, 914
Buffalo Bvening News . ..... 19, 352 (1,215) 16,547 (724) 8, 832 (226)
Bue Chip Sanps(2) ....... (1, 422) 4,182 (1, 876) 2,492 (353) 2,472
Wsco FHnancial - Parent .. 7,493 6, 156 4,844 2,937 3,448 2,210
Mitual Savings and Loan ... (798) (6) (467) (2) 1,917 1,524
Precision Seel ........... 3,241 1,035 2,102 493 1,136 265
Interest on Debt .......... (15,104) (14,996) (13,844) (12,977) (7,346) (6,951)
Special AAC DO stribution 21, 000 -- 21, 000 -- 19, 551 --
Shar ehol der - Desi gnat ed
Qntributions .......... (3, 066) (891) (3, 066) (891 (1, 656) (481)
Anortization of Godw |l .. (532) 151 (563) 90 (563) 90
Qher .. ... 10, 121 3,371 9, 623 2,658 8, 490 2,171
(perating Earnings .......... 82,043 41, 102 72,410 27,742 68, 195 31, 497
Sales of securities and
unusual sales of assets .. 67,260 36, 651 65, 089 21, 875 45, 298 14, 877
Total BEarnings .............. $149,303 $ 77,753 $137,499 $ 49,617 $113,493 $ 46, 374

(1) Gctober through Decenber
(2) 1982 and 1983 are not conparabl e; naj or assets were
transferred in the nerger.

For a discussion of the businesses owned by Wésco, pl ease
read Charlie Minger’s report on pages 46-51. Charlie repl aced



Louie M ncenti as Chairnan of Vésco late in 1983 when heal th
forced Louie’ s retirenent at age 77. |n sone instances, “health”
is a euphemism but in Louie s case nothing but heal th woul d
cause us to consider his retirenent. Louie is a narvel ous nan
and has been a narvel ous nanager.

The special (B QO distribution reported in the table arose
when that conpany nade a tender offer for a portion of its stock,
buyi ng both fromus and ot her sharehol ders. A & Q0 s request,
we tendered a quantity of shares that kept our ownership
percentage the sane after the transaction as before. The
proportional nature of our sale pernitted us to treat the
proceeds as a dividend. Uhlike individuals, corporations net
consi derabl y nore when earni ngs are derived fromdivi dends rat her
than fromcapital gains, since the effective Federal incone tax
rate on dividends is 6.9%versus 28%on capital gains.

BEven with this special itemadded in, our total dividends
from@ AOin 1983 were considerably | ess than our share of
@& s earnings. Thus it is perfectly appropriate, fromboth an
accounting and econonic standpoint, to include the redenption
proceeds in our reported earnings. It is because the itemis
large and unusual that we call your attentiontoit.

The tabl e show ng you our sources of earnings incl udes
di vidends fromthose non-control | ed conpani es whose nar ket abl e
equity securities we own. But the table does not include
earni ngs those conpani es have retained that are applicable to our
ownership. In aggregate and over tine we expect those
undi stributed earnings to be reflected in narket prices and to
i ncrease our intrinsic business val ue on a dollar-for-dollar
basis, just as if those earni ngs had been under our control and
reported as part of our profits. That does not nean we expect
all of our holdings to behave uniformy; sone wll disappoint us,
others will deliver pleasant surprises. To date our experience
has been better than we originally anticipated, In aggregate, we
have received far nore than a dollar of narket val ue gain for
every dol lar of earnings retai ned.

The fol low ng tabl e shows our 1983 yearend net hol dings in
narketabl e equities. Al nunbers represent 100%of Berkshire' s
hol di ngs, and 80%of Wsco's holdings. The portion attributable
to mnority sharehol ders of Wsco has been excl uded.

No. of Shares Qost
(000s omitted)

690, 975 Aifiliated Publications, Inc. $ 3,516 $ 26,603
4,451, 544 General Foods Gorporation(a) ..... 163, 786 228, 698
6, 850, 000 A QO Qrporation ................ 47, 138 398, 156
2,379, 200 Hindy & Harman ................... 27,318 42,231

636, 310 Interpublic Goup of Gonpanies, Inc. 4,056 33,088

197, 200 Mdia Gneral .................... 3,191 11, 191

250, 400 Quilvy & Mather International .... 2, 580 12, 833
5, 618, 661 R J. Reynolds Industries, Inc.(a) 268,918 341, 334

901, 788 Ting, InCc. .......cccovviveiiiinn. 27,732 56, 860
1, 868, 600 The Véishi ngton Post Conpany ...... 10, 628 136, 875

$558, 863 $1, 287, 869
Al Qher Gommon S ockhol dings ... 7, 485 18, 044
Total Gommon Socks .............. $566, 348 $1, 305, 913

(a) VEESGO owns shares in these conpani es.

Based upon present hol dings and present dividend rates -
excl uding any special itens such as the &2 QO proportional
redenption last year - we woul d expect reported dividends from
this group to be approximately $39 nmillion in 1984. W can al so
nake a very rough guess about the earnings this group will retain
that will be attributable to our ownership: these nay total about
$65 mllion for the year. These retai ned earnings coul d wel |
have no i nmedi ate effect on narket prices of the securities.

Qver tinme, however, we feel they wll have real neani ng.

In addition to the figures already supplied, infornation
regardi ng the busi nesses we control appears in Minagenent’ s
O scussi on on pages 40-44. The nost significant of these are
Buffal o BEvening News, See’s, and the Insurance Goup, to which we
w | give sone special attention here.



Buf fal o Bveni ng News

FHrst, aclarification: our corporate nane is Buffal o
Evening News, Inc. but the nane of the newspaper, since we began
anorning edition alittle over a year ago, is Buffal o News.

I'n 1983 the News sonmewhat exceeded its targeted profit
margin of 10%after tax. Two factors were responsible: (1) a
state incone tax cost that was subnornal because of a large | oss
carry-forward, nowfully utilized, and (2) a large drop in the
per-ton cost of newsprint (an unanticipated fluke that wll be
reversed in 1984).

A though our profit margins in 1983 were about average for
newspapers such as the News, the paper’s perfornance,
nevert hel ess, was a significant achi evenent considering the
econonmic and retailing environnent in Buffalo.

Buffal o has a concentration of heavy industry, a segnent of
the econony that was hit particularly hard by the recent
recessi on and that has | agged the recovery. As Buffal o consuners
have suffered, so al so have the paper’s retailing custoners.
Thei r nunbers have shrunk over the past few years and nmany of
those surviving have cut their |inage.

Wthin this environnent the News has one excepti onal
strength: its acceptance by the public, a matter neasured by the
paper’s “penetration rati 0" - the percentage of househol ds within
the community purchasi ng the paper each day. Qur ratiois
superb: for the six nonths ended Septenber 30, 1983 the News
stood nunber one i n weekday penetrati on anong the 100 | argest
papers in the Lhited Sates (the ranking is based on “city zone”
nunbers conpil ed by the Audit Bureau of rcul ations).

Ininterpreting the standings, it is inportant to note that
nmany |arge cities have two papers, and that in such cases the
penetration of either paper is necessarily lower than if there
were a singl e paper, as in Buffalo. Neverthel ess, the list of
the 100 | argest papers includes nany that have a city to
thensel ves. Among these, the News is at the top nationally, far
ahead of nmany of the country’s best-known dailies.

Anong Sunday editions of these sane large dailies, the News
ranks nuniber three in penetration - ten to twenty percentage
poi nts ahead of nmany wel | -known papers. It was not always this
way in Buffal o. Bel owwe show Sunday circulation in Buffalo in
the years prior to 1977 conpared with the present period. In
that earlier period the Sunday paper was the Qourier-Express (the
I\E\Ash\/\as not then publishing a Sunday paper). MNow of course, it
is the News.

Average Sunday Grcul ation

Year Grcul ation
1970 314, 000
1971 306, 000
1972 302, 000
1973 290, 000
1974 278, 000
1975 269, 000
1976 270, 000
1984 (Qurrent) 376, 000

V¢ bel i eve a paper’s penetration ratio to be the best
neasure of the strength of its franchise. Papers wth unusually
hi gh penetration in the geographical area that is of prine
interest to najor local retailers, and with relatively little
circulation el sewhere, are exceptional |y efficient buys for those
retailers. Lowpenetration papers have a far |ess conpel ling
nessage to present to advertisers.

In our opinion, three factors largely account for the
unusual acceptance of the News in the community. Amng these,
points 2 and 3 al so nay explain the popul arity of the Sunday News
conpared to that of the Sunday (ourier-Express when it was the
sol e Sunday paper :

(1) The first point has nothing to do with nerits of the



News. Both enigration and imnmigration are relatively
lowin Buffalo. A stable population is nore interested
and involved in the activities of its comunity than is
a shifting population - and, as a result, is nore
interested in the content of the local daily paper.
Increase the novenent in and out of a city and
penetration ratios wll fall.

(2) The News has a reputation for editorial quality and
integrity that was honed by our longtine editor, the
legendary Alfred Kirchhofer, and that has been preserved
and extended by Murray Light. This reputation was
enornousl y inportant to our success in establishing a
Sunday paper agai nst entrenched conpetition. And w thout
a Sunday edition, the News woul d not have survived in the
I ong run.

(3) The News lives up toits nane - it delivers a very
unusual anount of news. During 1983, our “news hol e’
(editorial naterial - not ads) anounted to 50%of the
newspaper’ s content (excluding preprinted inserts).

Anong papers that doninate their narkets and that are of
conparabl e or |arger size, we know of only one whose news
hol e percentage exceeds that of the News. Gonprehensi ve
figures are not available, but a sanpling indicates an
average percentage in the high 30s. In other words, page
for page, our nix gives readers over 25%nore news than
the typical paper. This news-rich mxture is by intent.
Sone publ i shers, pushing for higher profit nmargins, have
cut their news hol es during the past decade. V¢ have

mai ntai ned ours and will continue to do so. Properly
witten and edited, a full serving of news nakes our
paper nore val uabl e to the reader and contributes to our
unusual penetration ratio.

Despite the strength of the News’ franchise, gains in ROP
linage (advertising printed wthin the newspaper pages as
contrasted to preprinted inserts) are going to be very difficult
to achieve. Ve had an enornmous gain in preprints during 1983:
lines rose from9.3 millionto 16.4 mllion, revenues from$3.6
millionto $8.1 nillion. These gains are consistent wth
national trends, but exaggerated in our case by business we
pi cked up when the Qouri er-Express cl osed.

O bal ance, the shift fromRXP to preprints has negative
econonic inplications for us. Profitability on preprints is |ess
and the business is nore subject to conpetition fromalternative
neans of delivery. Furthernore, a reduction in R |inage neans
| ess absol ute space devoted to news (since the news hol e
percentage renal hs constant), thereby reducing the utility of the
paper to the reader.

S an Lipsey becane Publisher of the Buffal o News at nidyear
upon the retirenent of Henry Uban. Henry never flinched during
the dark days of litigation and | osses fol | ow ng our introduction
of the Sunday paper - an introduction whose w sdomwas questi oned
by many in the newspaper business, including sone wthin our own
building. Henry is admired by the Buffal o busi ness community,
he’s adnired by all who worked for him and he is adnired by
Charlie and ne. Stan worked with Henry for several years, and
has worked for Berkshire Hathaway since 1969. He has been
personal Iy involved in all nuts-and-bolts aspects of the
gewspaper busi ness fromeditorial to circulation. Ve couldn't do

etter.

See’ s Gandy Shops

The financial results at See’s continue to be exceptional .
The busi ness possesses a val uabl e and sol i d consuner franchi se
and a nanager equal |y val uabl e and sol i d.

In recent years See’s has encountered two i nportant
problens, at least one of which is well onits way toward
solution. That probl emconcerns costs, except those for raw
materials. V@ have enjoyed a break on raw naterial costs in
recent years though so, of course, have our conpetitors. Qe of
these days we wll get a nasty surprise in the opposite
direction. In effect, rawmaterial costs are |argely beyond our
control since we wll, as a natter of course, buy the finest
ingredients that we can, regard ess of changes in their price
levels. Ve regard product quality as sacred.



But other kinds of costs are nore controllable, and it isin
this area that we have had problens. O a per-pound basis, our
costs (not including those for raw material s) have increased in
the last fewyears at arate significantly greater than the
increase in the general price level. It is vita to our
conpetitive position and profit potential that we reverse this
trend.

In recent nonths nuch better control over costs has been
attained and we feel certain that our rate of growh in these
costs in 1984 wll be belowthe rate of inflation. This
confidence arises out of our |ong experience wth the nanageri al
talents of Chuck Hiuggins. W put Chuck in charge the day we took
over, and his record has been sinply extraordi nary, as shown by
the follow ng tabl e:

52-53 Veek Year Qperating Nunfer  of Nuntoer  of
Ended About Sl es Pofits Pounds of S ores (pen
Decenber 31 Revenues Ater Taxes Gndy Sold at Year Bd

1983 (53 weeks) ... $133,531,000 $13,699, 000 24,651, 000 207
1982 ...l 123, 662, 000 11,875,000 24, 216, 000 202
1981 ... 112, 578, 000 10, 779,000 24, 052, 000 199
1980 ...l 97, 715, 000 7,547,000 24, 065, 000 191
1979 ...l 87, 314, 000 6,330,000 23,985, 000 188
1978 ... 73, 653, 000 6,178,000 22,407,000 182
1977 ... 62, 886, 000 6,154,000 20, 921, 000 179
1976 (53 weeks) ... 56, 333, 000 5,569,000 20, 553, 000 173
1975 ... 50, 492, 000 5,132,000 19, 134, 000 172
1974 ... 41, 248, 000 3,021,000 17,883,000 170
1973 ..o 35, 050, 000 1,940,000 17,813, 000 169
1972 oo 31, 337, 000 2,083,000 16, 954, 000 167
The other probl emwe face, as the table suggests, is our
recent inability to achi eve neani ngful gai ns in pounds sold. The

industry has the sane problem But for nany years we
outperforned the industry in this respect and nowwe are not.

The poundage volune in our retail stores has been virtual ly
unchanged each year for the past four, despite small increases
every year in the nunber of shops (and in distribution expense as
well). O course, dollar volune has increased because we have
raised prices significantly. But we regard the nost inportant
neasure of retail trends to be units sold per store rather than
dollar volune. On a same-store basis (counting only shops open
throughout both years) with all figures adjusted to a 52-week
year, poundage was down .8 of 1%during 1983. This snall decline
was our best sane-store perfornmance since 1979; the cuml ative
decline since then has been about 8% Quantity-order vol une,
about 25%of our total, has plateaued in recent years fol | ow ng
very | arge poundage gai ns throughout the 1970s.

@ are not sure to what extent this flat volune - both in
the retail shop area and the quantity order area - is due to our
pricing policies and to what extent it is due to static industry
vol une, the recession, and the extraordi nary share of narket we
already enjoy in our prinary marketing area. Qur price increase
for 1984 is nuch nore nodest than has been the case in the past
fewyears, and we hope that next year we can report better vol une
figures to you. But we have no basis to forecast these.

Despite the volune problem See’s strengths are nany and
inportant. In our prinary narketing area, the Vést, our candy is
preferred by an enormous nargin to that of any conpetitor. In
fact, we believe nost |overs of chocolate prefer it to candy
costing two or three tines as nuch. (In candy, as in stocks,
price and val ue can differ; price is what you give, value is what
you get.) The quality of custoner service in our shops - operated
throughout the country by us and not by franchi sees is every bit
as good as the product. Cheerful, hel pful personnel are as nuch
a tradenark of See’s as is the logo on the box. That’s no snall
achi evenent in a business that requires us to hire about 2000
seasonal workers. Ve know of no conparabl y-si zed organi zati on
that betters the quality of custoner service delivered by Chuck
Huggi ns and hi s associ at es.

Because we have raised prices so nodestly in 1984, we expect
See’s profits this year to be about the sane as in 1983.

Insurance - Gntrolled (perati ons



V& both operate insurance conpani es and have a | arge
economic interest in an insurance business we don't operate,
& Theresults for all can be sumed up easily: in
aggregate, the conpani es we operate and whose underwiting
results reflect the consequences of decisions that were ny
responsibility a fewyears ago, had absol utely terrible results.
Fortunately, (8 QQ whose policies | do not influence, sinply
shot the lights out. The inference you drawfromthis sumary is
the correct one. | nade sone serious nistakes a few years ago
that cane hone to roost.

The industry had its worst underwiting year in along tine,
as indicated by the tabl e bel ow

Yearly Change Qonbi ned Ratio

in Prenuns after Policy-

Witten (% hol der D vi dends
1972 ..o 10.2 96. 2
1973 o 8.0 99.2
1974 ..o 6.2 105. 4
1975 o 11.0 107.9
1976 ..o 21.9 102. 4
1977 o 19.8 97.2
1978 ..o 12.8 97.5
1979 . 10.3 100. 6
1980 ... 6.0 103.1
1981 ... 3.9 106. 0
1982 (Revised) .......... 4.4 109. 7
1983 (Estimated) ........ 4.6 111.0

Source: Best’'s Aggregates and Aver ages.

Best's data reflect the experience of practically the entire
industry, including stock, mitual, and reciprocal conpanies. The
conbined ratio represents total insurance costs (losses incurred
pl us expenses) conpared to revenue fromprenmuns; a rati o bel ow
1OIO indicates an underwiting profit and one above 100 i ndi cates
a | oss.

For the reasons outlined in last year’'s report, we expect
the poor industry experience of 1983 to be nore or |ess typical
for a good nany years to cone. (As Yogi Berra put it: “It wll be
deja vu all over again.”) That doesn't nean we think the figures
won't bounce around a bit; they are certain to. But we believe
it highly unlikely that the conbined ratio during the bal ance of
the decade will average significantly bel owthe 1981-1983 | evel .
Based on our expectations regarding inflation - and we are as
pessimstic as ever on that front - industry prem umvol une nust
grow about 10%annual |y nerely to stabilize loss ratios at
present |evels.

Qur own conbined ratio in 1983 was 121. S nce Mke Gl dberg
recently took over nost of the responsibility for the insurance
operation, it would be nice for ne if our shortcomngs could be
placed at his doorstep rather than nine. But unfortunately, as
we have often pointed out, the insurance business has a | ong
| ead-tine. Though business policies nmay be changed and personnel
inproved, a significant period nust pass before the effects are
seen. (This characteristic of the business enabl ed us to nake a
great deal of money in G QQ we could picture what was likely to
happen wel | before it actually occurred.) So the roots of the
1983 results are operating and personnel deci sions nade two or
nore years back when | had direct managerial responsibility for
the i nsurance group.

Despite our poor results overall, several of our nmanagers
didtruly outstanding jobs. Roland MIler guided the auto and
general liability business of National |ndemmity Conpany and
National Fre and Marine | nsurance Gonpany to i nproved results,
whil e those of conpetitors deteriorated. In addition, Tom Row ey
at ntinental Dvide Insurance - our fledgling Gl orado
honest at e conpany - seens certain to be a wnner. Mke found him
alittle over a year ago, and he was an inportant acquisition.

V¢ have becone active recently - and hope to becone nuch
nore active - in reinsurance transacti ons where the buyer’s
overriding concern should be the seller’s long-term
creditworthiness. In such transactions our premier financial
strength shoul d nake us the nunber one choi ce of both clai nants



and insurers who nust rely on the reinsurer’s promses for a
great nany years to cone.

A maj or source of such business is structured settlenents -
a procedure for settling | osses under which clai mants receive
periodi ¢ paynents (al nost always nonthly, for life) rather than a
single lunp sumsettlenent. This formof settlenent has
inportant tax advantages for the claimant and al so prevents his
squandering a | arge | unp-sumpaynent. Frequently, sone inflation
protectionis built into the settlenent. Wsually the clai nant
has been seriously injured, and thus the periodi c paynents nust
be unquestionably secure for decades to cone. Ve believe we
offer unparall el ed security. No other insurer we know of - even
those wth nuch | arger gross assets - has our financial strength.

W al so think our financia strength should recommend us to
conpani es wi shing to transfer |oss reserves. In such
transactions, other insurance conpanies pay us |unp suns to
assune all (or a specified portion of) future | oss paynents
applicable to | arge bl ocks of expired business. Here also, the
conpany transferring such clains needs to be certain of the
transferee’s financial strength for nany years to cone. Again,
nost of our conpetitors soliciting such business appear to us to
have a financial condition that is naterially inferior to ours.

Potentially, structured settlenents and the assunption of
| oss reserves coul d becone very significant to us. Because of
their potential size and because these operations generate |arge
anounts of investnent incone conpared to premumvol une, we wll
show underwiting results fromthose busi nesses on a separate
line in our insurance segnent data. V¢ also wll exclude their
effect in reporting our conbined ratio to you. Ve “front end” no
profit on structured settlenent or |oss reserve transactions, and
all attributabl e overhead i s expensed currently. Both busi nesses
are run by Don Wirster at National |ndemity Conpany.

Insurance - (9 QO

@i co' s performance during 1983 was as good as our own
i nsurance performance was poor. Gonpared to the industry’ s
conbi ned ratio of 111, A wote at 96 after a large vol untary
accrual for policyhol der dividends. A fewyears ago | woul d not
have thought (GH QD could so greatly outperformthe industry. Its
superiority reflects the conbi nation of a truly exceptional
busi ness i dea and an excepti onal nanagenent .

Jack Byrne and B Il Shyder have nai ntai ned extraordi nary
discipline in the underwiting area (including, crucially,
provision for full and proper |oss reserves), and their efforts
are now being further rewarded by significant gains in new
business. FEgually inportant, Lou S npson is the class of the
field anong i nsurance investnent nanagers. The three of themare
sone team

V& have approxinately a one-third interest in G QQ That
gives us a $270 mllion share in the conpany’ s preniumvol ung, an
anount sone 80%l arger than our own vol une. Thus, the naj or
portion of our total insurance business cones fromthe best
i nsurance book in the country. This fact does not noderate by an
iota the need for us to inprove our own operation.

Sock Flits and Sock Activity

W often are asked why Berkshire does not split its stock.
The assunption behind this question usually appears to be that a
split would be a pro-sharehol der action. V¢ disagree. Let ne
tell you why.

(ne of our goals is to have Berkshire Hathanway stock sell at
apricerationally related to its intrinsic business val ue. (But
note “rationally related”, not “identical”: if well-regarded
conpanies are generally selling in the narket at |arge di scounts
fromval ue, Berkshire might well be priced simlarly.) The key to
arational stock price is rational sharehol ders, both current and
prospecti ve.

If the holders of a conpany’ s stock and/or the prospective
buyers attracted to it are prone to make irrational or enotion-
based deci sions, sone pretty silly stock prices are going to
appear periodically. Manic-depressive personalities produce
nani c- depressi ve val uati ons. Such aberrations may help us in



buyi ng and selling the stocks of other conpanies. But we think
it isinboth your interest and ours to nininze their occurrence
in the narket for Berkshire.

To obtain only high quality sharehol ders is no cinch. Ms.
Astor coul d sel ect her 400, but anyone can buy any stock.
Entering nenbers of a sharehol der “club” cannot be screened for
intellectual capacity, enotional stability, noral sensitivity or
acceptabl e dress. Sharehol der eugeni cs, therefore, mght appear
to be a hopel ess undert aki ng.

Inlarge part, however, we feel that high quality ownership
can be attracted and mai ntained i f we consistently communi cate
our busi ness and owner shi p phil osophy - al ong wth no ot her
conflicting nessages - and then | et self selection followits
course. For exanple, self selection wll drawa far different
crond to a nusi cal event advertised as an opera than one
advertised as a rock concert even though anyone can buy a ti cket
to either.

Through our policies and comuni cati ons - our
“advertisenents” - we try to attract investors who wll
under stand our operations, attitudes and expectations. (And,
fully as inportant, we try to di ssuade those who won't.) V& want
those who think of thensel ves as busi ness owners and invest in
conpanies wth the intention of staying along tine. And, we
want those who keep their eyes focused on business results, not
nmar ket pri ces.

I nvest ors possessi ng those characteristics are in a snall
mnority, but we have an exceptional collection of them |
bel i eve wel | over 90%- probably over 95%- of our shares are
hel d by those who were sharehol ders of Berkshire or B ue Chip
five years ago. And | woul d guess that over 95%of our shares
are held by investors for whomthe holding is at |east double the
size of their next largest. Anong conpanies wth at |east
several thousand public sharehol ders and nore than $1 billion of
nmarket val ue, we are alnost certainly the leader in the degree to
whi ch our sharehol ders think and act |ike owners. Upgrading a
sharehol der group that possesses these characteristics is not
easy.

Wre we to split the stock or take other actions focusing on
stock price rather than busi ness val ue, we woul d attract an
entering class of buyers inferior to the exiting class of
sellers. A $1300, there are very fewinvestors who can't afford
a Berkshire share. Wuld a potential one-share purchaser be
better off if we split 100 for 1 so he coul d buy 100 shares?
Those who think so and who woul d buy the stock because of the
split or in anticipation of one would definitely downgrade the
quality of our present sharehol der group. (Gould we really
i nprove our sharehol der group by trading sone of our present
cl ear-thinking nenbers for inpressionabl e new ones who,
preferring paper to value, feel wealthier wth nine $10 bills
than with one $100 bill?) Peopl e who buy for non-val ue reasons
are likely to sell for non-val ue reasons. Their presence in the
picture wll accentuate erratic price swings unrelated to
under | yi ng busi ness devel opnent s.

WV will try to avoid policies that attract buyers with a
short-termfocus on our stock price and try to foll ow policies
that attract inforned | ong-terminvestors focusing on busi ness
val ues. just as you purchased your Berkshire shares in a narket
popul ated by rational inforned investors, you deserve a chance to
sell - should you ever want to - in the sane kind of narket. Ve
will work to keep it in existence.

(ne of the ironies of the stock narket is the enphasis on
activity. Brokers, using terns such as “narketability” and
“liquidity”, sing the praises of conpanies wth high share
turnover (those who cannot fill your pocket wll confidently fill
your ear). But investors shoul d understand that what is good for
the croupier is not good for the custoner. A hyperactive stock
narket is the pi ckpocket of enterprise.

For exanpl e, consider a typical conpany earning, say, 12%on
equity. Assune a very high turnover rate inits shares of 100%
per year. |If a purchase and sal e of the stock each extract
commssions of 1%(the rate nay be nuch hi gher on | ow priced
stocks) and if the stock trades at book val ue, the owners of our
hypot hetical conpany wll pay, in aggregate, 2%of the conpany’s



net worth annually for the privilege of transferring ownership.
This activity does nothing for the earnings of the business, and
neans that 1/6 of themare lost to the owlers through the
“frictional” cost of transfer. (And this cal cul ati on does not
count option trading, which would increase frictional costs still
further.)

Al that nakes for a rather expensive gane of nusical
chairs. Gan you inagine the agoni zed cry that would arise if a
governnental unit were to inpose a new 16 2/ 3%tax on earnings of
corporations or investors? By narket activity, investors can
i npose upon thensel ves the equi val ent of such a tax.

Days when the narket trades 100 nillion shares (and that
kind of vol une, when over-the-counter trading is included, is
today abnorrmal ly low) are a curse for owners, not a bl essing -
for they nean that owners are paying tw ce as much to change
chairs as they are on a 50-nillion-share day. |f 100 nillion-
share days persist for a year and the average cost on each
purchase and sale is 15 cents a share, the chair-changing tax for
investors in aggregate woul d total about $7.5 billion - an anount
roughly equal to the conbi ned 1982 profits of Exxon, General
Mt ors, Mbil and Texaco, the four |argest conpanies in the
Fort une 500.

These conpani es had a conbi ned net worth of $75 billion at
yearend 1982 and accounted for over 12%of both net worth and net
i ncone of the entire Fortune 500 list. Unhder our assunption
investors, in aggregate, every year forfeit all earnings from
this staggering sumof capital nerely to satisfy their penchant
for “financial flip-flopping”. In addition, investnent
nanagenent fees of over $2 billion annually - suns paid for
chair-changing advice - require the forfeiture by investors of
all earnings of the five | argest banking organi zati ons (dticorp,
Bank Anerica, Chase Manhattan, Mwnufacturers Hanover and J. P.
Morgan). These expensive activities nay deci de who eats the pie,
but they don't enlarge it.

(Ve are aware of the pie-expanding argunent that says that
such activities inprove the rationality of the capital allocation
process. Ve think that this argunent is specious and that, on
bal ance, hyperactive equity narkets subvert rational capital
allocation and act as pie shrinkers. AdamSmth felt that all
noncol | usi ve acts in a free narket were guided by an invisible
hand that |ed an econony to naxi numprogress; our viewis that
casi no-type narkets and hai r-trigger investnent nanagenent act as
aninvisible foot that trips up and sl ows down a forward-novi ng
econony. )

ontrast the hyperactive stock wth Berkshire. The bid-and-
ask spread in our stock currently is about 30 points, or alittle
over 2% Depending on the size of the transaction, the
di fference between proceeds received by the seller of Berkshire
and cost to the buyer nay range downward from4%(in tradi ng
involving only a few shares) to perhaps 1 1/2%(in | arge trades
where negoti ation can reduce both the narket-naker’s spread and
the broker’s conmission). Because nost Berkshire shares are
traded in fairly large transactions, the spread on all trading
probabl y does not average nore than 2%

Meanwhi | e, true turnover in Berkshire stock (excluding
inter-deal er transactions, gifts and bequests) probably runs 3%
per year. Thus our owners, in aggregate, are paying perhaps
6/ 100 of 1%of Berkshire' s narket val ue annual |y for transfer
privileges. By this very rough estinate, that’s $900,000 - not a
smal | cost, but far |ess than average. Splitting the stock woul d
i ncrease that cost, downgrade the quality of our sharehol der
popul ation, and encourage a narket price | ess consistently
related to intrinsic business value. V¢ see no offsetting
advant ages.

M scel | aneous

Last year inthis section| ran a snall ad to encourage
acqui sition candidates. In our conmmunications busi nesses we tell
our advertisers that repetitionis a key to results (which it
is), sowe wll again repeat our acquisition criteria.

Ve prefer:
(1) large purchases (at least $5 nillion of after-tax
earni ngs),



(2) denonstrated consistent earning power (future
projections are of little interest to us, nor are
“turn-around” situations),

(3) businesses earning good returns on equity while
enploying little or no debt,

(4) rmanagenent in place (we can't supply it),

(5) sinple businesses (if there’s lots of technol ogy, we
won't understand it),

(6) an offering price (we don't want to waste our tine or
that of the seller by talking, even prelininarily,
about a transaction when price i s unknown).

Ve wil not engage in unfriendly takeovers. V& can pronise
conpl ete confidentiality and a very fast answer - custonarily
wthin five mnutes - as to whether we're interested. Ve prefer
to buy for cash, but wll consider issuance of stock when we
recei ve as much in intrinsic business val ue as we give. W
invite potential sellers to check us out by contacting peopl e
w th whomwe have done business in the past. For the right
busi ness - and the right people - we can provi de a good hone.

* * * * *

About 96. 4%of all eligible shares participated in our 1983
shar ehol der - desi gnated contributi ons program The total
contributions made pursuant to this program- disbursed in the
early days of 1984 but fully expensed in 1983 - were $3, 066, 501,
and 1353 charities were recipients. A though the response
neasured by the percentage of shares participating was
extraordinarily good, the response neasured by the percentage of
hol ders participating was not as good. The reason nay wel |l be
the I arge nunber of new sharehol ders acquired through the nerger
and their lack of familiarity with the program Ve urge new
sharehol ders to read the description of the programon pages 52-
53.

If you wsh to participate in future prograns, we strongly
urge that you i nmedi atel y nake sure that your shares are
registered in the actual ower’s nane, not in “street” or noninee
nane. Shares not so registered on Septener 28, 1984 will not be
eligible for any 1984 program

* * * * *

The B ue Chip/Berkshire nerger went off wthout a hitch.
Less than one-tenth of 1%of the shares of each conpany voted
agai nst the nerger, and no requests for appraisal were nade. In
1983, we gai ned sone tax efficiency fromthe nerger and we expect
togain nore in the future.

ne interesting sidelight to the nerger: Berkshire now has
1, 146, 909 shares outstandi ng conpared to 1,137, 778 shares at the
begi nning of fiscal 1965, the year present nanagenent assuned
responsibility. For every 1%of the conpany you owned at that
tine, you nowwould own .99% Thus, all of today’ s assets - the
News, See’s, Nebraska Furniture Mart, the Insurance Goup, $1.3
billion in marketabl e stocks, etc. - have been added to the
original textile assets wth virtually no net dilution to the
original owners.

VW are delighted to have the forner B ue Chi p sharehol ders
joinus. To aidin your understanding of Berkshire Hat hanay, we
wll be glad to send you the Gonpendi umof Letters fromthe
Annual Reports of 1977-1981, and/or the 1982 Annual report.
Drect your request to the Conpany at 1440 Kiewt P aza, Qmaha,
Nebr aska 68131.

Vdrren E Buffett
March 14, 1984 Chai rman of the Board

Appendix
BERKSHIRE HATHAWAY INC.

Goodwill and its Amortization: The Rules and The Realities



This appendix deals only with economic and accounting Goodwill - not the goodwill of everyday usage. For example, a business may be well liked, even loved, by
most of its customers but possess no economic goodwill. (AT&T, before the breakup, was generally well thought of, but possessed not a dime of economic
Goodwill.) And, regrettably, a business may be disliked by its customers but possess substantial, and growing, economic Goodwill. So, just for the moment, forget
emotions and focus only on economics and accounting.

When a business is purchased, accounting principles require that the purchase price first be assigned to the fair value of the identifiable assets that are acquired.
Frequently the sum of the fair values put on the assets (after the deduction of liabilities) is less than the total purchase price of the business. In that case, the
difference is assigned to an asset account entitled "excess of cost over equity in net assets acquired”. To avoid constant repetition of this mouthful, we will
substitute "Goodwill".

Accounting Goodwill arising frombusinesses purchased before November 1970 has a special standing. Except under rare circumstances, it can remain an asset on the
balance sheet as long as the business bought is retained. That means no amortization charges to gradually extinguish that asset need be made against earnings.

The case is different, however, with purchases made from November 1970 on. When these create Goodwiill, it must be amortized over not more than 40 years through
charges - of equal amount in every year — to the earnings account. Since 40 years is the maximum period allowed, 40 years is what managements (including us)
usually elect. This annual charge to earnings is not allowed as a tax deduction and, thus, has an effect on after-tax income that is roughly double that of most other
expenses.

That’s how accounting Goodwill works. To see how it differs from economic reality, let’s look at an example close at hand. We’ll round some figures, and greatly
oversimplify, to make the example easier to follow. We’ll also mention some implications for investors and managers.

Blue Chip Stamps bought See’s early in 1972 for $25 million, at which time See’s had about $8 million of net tangible assets. (Throughout this discussion, accounts
receivable will be classified as tangible assets, a definition proper for business analysis.) This level of tangible assets was adequate to conduct the business without
use of debt, except for short periods seasonally. See’s was earning about $2 million after taxat the time, and such eamings seemed conservatively representative of
future eaming power in constant 1972 dollars.

Thus our first lesson: businesses logically are worth far more than net tangible assets when they can be expected to produce earnings on such assets considerably in
excess of market rates of return. The capitalized value of this excess return is economic Goodwill.

In 1972 (and now) relatively few businesses could be expected to consistently earn the 25% after tax on net tangible assets that was eamed by See’s — doing it,
furthermore, with conservative accounting and no financial leverage. It was not the fair market value of the inventories, receivables or fixed assets that produced the
premiumrates of return. Rather it was a combination of intangible assets, particularly a pervasive favorable reputation with consumers based upon countless pleasant
experiences they have had with both product and personnel.

Such a reputation creates a consumer franchise that allows the value of the product to the purchaser, rather than its production cost, to be the major determinant of
selling price. Consumer franchises are a prime source of economic Goodwill. Other sources include governmental franchises not subject to profit regulation, such as
television stations, and an enduring position as the low cost producer in an industry.

Let’s return to the accounting in the See’s example. Blue Chip’s purchase of See’s at $17 million over net tangible assets required that a Goodwill account of this
amount be established as an asset on Blue Chip’s books and that $425,000 be charged to income annually for 40 years to amortize that asset. By 1983, after 11 years
of such charges, the $17 million had been reduced to about $12.5 million. Berkshire, meanwhile, owned 60% of Blue Chip and, therefore, also 60% of See’s. This
ownership meant that Berkshire’s balance sheet reflected 60% of See’s Goodwill, or about $7.5 million.

In 1983 Berkshire acquired the rest of Blue Chip in a merger that required purchase accounting as contrasted to the "pooling” treatment allowed for some mergers.
Under purchase accounting, the "fair value" of the shares we gave to (or "paid") Blue Chip holders had to be spread over the net assets acquired from Blue Chip.
This "fair value" was measured, as it almost always is when public companies use their shares to make acquisitions, by the market value of the shares given up.

The assets "purchased" consisted of 40% of everything owned by Blue Chip (as noted, Berkshire already owned the other 60%). What Berkshire "paid" was more
than the net identifiable assets we received by $51.7 million, and was assigned to two pieces of Goodwill: $28.4 million to See’s and $23.3 million to Buffalo Evening
News.

After the merger, therefore, Berkshire was left with a Goodwill asset for See’s that had two components: the $7.5 million remaining from the 1971 purchase, and $28.4
million newly created by the 40% "purchased" in 1983. Our amortization charge now will be about $1.0 million for the next 28 years, and $.7 million for the following 12
years, 2002 through 2013.

In other words, different purchase dates and prices have given us vastly different asset values and amortization charges for two pieces of the same asset. (We repeat
our usual disclaimer: we have no better accounting systemto suggest. The problems to be dealt with are mind boggling and require arbitrary rules.)

But what are the economic realities? One reality is that the amortization charges that have been deducted as costs in the earnings statement each year since
acquisition of See’s were not true economic costs. We know that because See’s last year eamed $13 million after taxes on about $20 million of net tangible assets — a
performance indicating the exstence of economic Goodwill far larger than the total original cost of our accounting Goodwill. In other words, while accounting
Goodwill regularly decreased fromthe moment of purchase, economic Goodwill increased in irregular but very substantial fashion.

Another reality is that annual amortization charges in the future will not correspond to economic costs. It is possible, of course, that See’s economic Goodwill will
disappear. But it won’t shrink in even decrements or anything remotely resembling them. What is more likely is that the Goodwill will increase — in current, if not in
constant, dollars — because of inflation.

That probability exists because true economic Goodwill tends to rise in nominal value proportionally with inflation. To illustrate how this works, let’s contrast a See’s
kind of business with a more mundane business. When we purchased See’s in 1972, it will be recalled, it was earning about $2 million on $8 million of net tangible
assets. Let us assume that our hypothetical mundane business then had $2 million of eamings also, but needed $18 million in net tangible assets for normal
operations. Eamning only 11% on required tangible assets, that mundane business would possess little or no economic Goodwill.

A business like that, therefore, might well have sold for the value of its net tangible assets, or for $18 million. In contrast, we paid $25 million for See’s, even though it
had no more in eamings and less than half as much in "honest-to-God" assets. Could less really have been more, as our purchase price implied? The answer is "yes"
—even if both businesses were expected to have flat unit volume - as long as you anticipated, as we did in 1972, a world of continuous inflation.

To understand why, imagine the effect that a doubling of the price level would subsequently have on the two businesses. Both would need to double their nominal
eamings to $4 million to keep themselves even with inflation. This would seem to be no great trick: just sell the same number of units at double earlier prices and,
assuming profit margins remain unchanged, profits also must double.

But, crucially, to bring that about, both businesses probably would have to double their nominal investment in net tangible assets, since that is the kind of economic
requirement that inflation usually imposes on businesses, both good and bad. A doubling of dollar sales means correspondingly more dollars must be employed
immediately in receivables and inventories. Dollars employed in fixed assets will respond more slowly to inflation, but probably just as surely. And allof thisjnflation-
required investment will produce no improvement in rate of return. The motivation for this investment is the survival of the business, not the prosperity-of the owner.



Remember, however, that See’s had net tangible assets of only $8 million. So it would only have had to commit an additional $8 million to finance the capital needs
imposed by inflation. The mundane business, meanwhile, had a burden over twice as large — a need for $18 million of additional capital.

After the dust had settled, the mundane business, now earning $4 million annually, might still be worth the value of its tangible assets, or $36 million. That means its
owners would have gained only a dollar of nominal value for every new dollar invested. (This is the same dollar-for-dollar result they would have achieved if they had
added money to a savings account.)

See’s, however, also earning $4 million, might be worth $50 million if valued (as it logically would be) on the same basis as it was at the time of our purchase. So it
would have gained $25 million in nominal value while the owners were putting up only $8 million in additional capital — over $3 of nominal value gained for each $1
invested.

Remember, even so, that the owners of the See’s kind of business were forced by inflation to ante up $8 million in additional capital just to stay even in real profits.
Any unleveraged business that requires some net tangible assets to operate (and almost all do) is hurt by inflation. Businesses needing little in the way of tangible
assets simply are hurt the least.

And that fact, of course, has been hard for many people to grasp. For years the traditional wisdom — long on tradition, short on wisdom — held that inflation
protection was best provided by businesses laden with natural resources, plants and machinery, or other tangible assets (*In Goods We Trust"). It doesn’t work that
way. Asset-heavy businesses generally earn low rates of return — rates that often barely provide enough capital to fund the inflationary needs of the existing
business, with nothing left over for real growth, for distribution to owners, or for acquisition of new businesses.

In contrast, a disproportionate number of the great business fortunes built up during the inflationary years arose from ownership of operations that combined
intangibles of lasting value with relatively minor requirements for tangible assets. In such cases eamings have bounded upward in nominal dollars, and these dollars
have been largely available for the acquisition of additional businesses. This phenomenon has been particularly evident in the communications business. That
business has required little in the way of tangible investment — yet its franchises have endured. During inflation, Goodwill is the gift that keeps giving.

But that statement applies, naturally, only to true economic Goodwill. Spurious accounting Goodwill — and there is plenty of it around — is another matter. When an
overexcited management purchases a business at a silly price, the same accounting niceties described earlier are observed. Because it can’t go anywhere else, the
silliness ends up in the Goodwill account. Considering the lack of managerial discipline that created the account, under such circumstances it might better be labeled
"No-Will". Whatever the term, the 40-year ritual typically is observed and the adrenalin so capitalized remains on the books as an "asset" just as if the acquisition
had been a sensible one.

* Kk k Kk k

If you cling to any belief that accounting treatment of Goodwill is the best measure of economic reality, | suggest one final itemto ponder.

Assume a company with $20 per share of net worth, all tangible assets. Further assume the company has internally developed some magnificent consumer franchise,
or that it was fortunate enough to obtain some important television stations by original FCC grant. Therefore, it eams a great deal on tangible assets, say $5 per
share, or 25%.

With such economics, it might sell for $100 per share or more, and it might well also bring that price in a negotiated sale of the entire business.

Assume an investor buys the stock at $100 per share, paying in effect $80 per share for Goodwill (just as would a corporate purchaser buying the whole company).
Should the investor impute a $2 per share amortization charge annually ($80 divided by 40 years) to calculate "true" earnings per share? And, if so, should the new
"true" earnings of $3 per share cause himto rethink his purchase price?

* Kk k k%

We believe managers and investors alike should view intangible assets fromtwo perspectives:

1. Inanalysis of operating results — that is, in evaluating the underlying economics of a business unit — amortization charges should be ignored. What a
business can be expected to eamn on unleveraged net tangible assets, excluding any charges against earnings for amortization of Goodwiill, is the best
guide to the economic attractiveness of the operation. It is also the best guide to the current value of the operation’s economic Goodwiill.

1. In evaluating the wisdom of business acquisitions, amortization charges should be ignored also. They should be deducted neither fromearnings nor
fromthe cost of the business. This means forever viewing purchased Goodwill at its full cost, before any amortization. Furthermore, cost should be
defined as including the full intrinsic business value — not just the recorded accounting value — of all consideration given, irrespective of market prices
of the securities involved at the time of merger and irrespective of whether pooling treatment was allowed. For example, what we truly paid in the Blue
Chip merger for 40% of the Goodwill of See’s and the News was considerably more than the $51.7 million entered on our books. This disparity exists
because the market value of the Berkshire shares given up in the merger was less than their intrinsic business value, which is the value that defines the
true cost to us.

Operations that appear to be winners based upon perspective (1) may pale when viewed from perspective (2). A good business is not always a good purchase —
although it’s a good place to look for one.

We will try to acquire businesses that have excellent operating economics measured by (1) and that provide reasonable returns measured by (2). Accounting
consequences will be totally ignored.

At yearend 1983, net Goodwill on our accounting books totaled $62 million, consisting of the $79 million you see stated on the asset side of our balance sheet, and
$17 million of negative Goodwill that is offset against the carrying value of our interest in Mutual Savings and Loan.

We believe net economic Goodwill far exceeds the $62 million accounting number.



1984



BERKSHIRE HATHAWAY INC.

To the Sharehol ders of Berkshire Hathaway Inc.:

Qur gainin net worth during 1984 was $152.6 mllion, or
$133 per share. This sounds pretty good but actually it’s
nedi ocre. Econonic gai ns nust be eval uated by conparison with
the capital that produces them Qur twenty-year conpounded
annual gain in book val ue has been 22. 1% (from $19.46 in 1964 to
$1108. 77 in 1984), but our gain in 1984 was only 13.6%

As we discussed | ast year, the gain in per-share intrinsic
busi ness val ue i s the econonmic neasurenent that really counts.
But calculations of intrinsic business val ue are subjective. In
our case, book val ue serves as a useful, although sonewhat
understated, proxy. In ny judgnent, intrinsic business val ue and
book val ue increased during 1984 at about the sane rate.

UWsi ng ny acadenic voice, | have told you in the past of the
drag that a nushroonming capital base exerts upon rates of return.
Unfortunately, ny acadenic voice is nowgiving way to a
reportorial voice. Qur historical 22%rate is just that -
history. To earn even 15%annual |y over the next decade
(assuming we continue to fol l owour present dividend policy,
about which nmore will be said later inthis letter) we woul d need
profits aggregating about $3.9 billion. Acconplishing this will
require a fewbig ideas - small ones just won't do. Charlie
Minger, ny partner in general nanagenent, and | do not have any
such ideas at present, but our experience has been that they pop
up occasional ly. (Hws that for a strategic pl an?)

Sour ces of Reported Earni ngs

The table on the fol | ow ng page shows the sources of
Berkshire's reported earnings. Berkshire' s net ownership
interest in nany of the constituent businesses changed at nidyear
1983 when the B ue Chip nerger took place. Because of these
changes, the first two col unms of the table provide the best
nmeasur e of underlyi ng busi ness perf or nance.

Al of the significant gains and | osses attributable to
unusual sal es of assets by any of the business entities are
aggregated with securities transactions on the |ine near the
bottomof the table, and are not included in operating earnings.
(Ve regard any annual figure for realized capital gains or |osses
as neani ngl ess, but we regard the aggregate real i zed and
unreal i zed capital gains over a period of years as very
i nportant.)

Furthernmore, anortization of Godw || is not charged agai nst
the specific businesses but, for reasons outlined in the Appendi x
tony letter inthe 1983 annual report, is set forth as a
separate item

(000s onitt ed)

(perati ng Ear ni ngs:
I nsurance G oup:

Ater Tax

Uhderwriting ............ $(48,060) $(33,872) $(48,060) $(33,872) $(25,955) $(18,400)

Net Investnent Incone ... 68,903 43, 810 68, 903 43, 810 62, 059 39,114
Buffalo News .............. 27,328 19, 352 27,328 16, 547 13, 317 8, 832
Nebraska Furniture Mrt (1) 14,511 3,812 11, 609 3,049 5,917 1,521
See’s Gandies ............. 26, 644 27,411 26, 644 24, 526 13, 380 12,212
Associated Retail Sores .. (1,072 697 (1,072 697 (579) 355
B ue Chip Sanps(2) (1,843) (1,422) (1,843) (1,876) (899) (353)
Mit ual Savings and Loan ... 1, 456 (798) 1, 166 (467) 3,151 1,917
Precision Seel ........... 4,092 3,241 3,278 2,102 1, 696 1,136
Textiles .................. 418 (100) 418 (100) 226 (63)
VWsco Fnancial ........... 9,777 7,493 7,831 4,844 4,828 3,448
Aortization of Goodw | | (1, 434) (532) (1,434 (563) (1,434 (563)
Interest on Debt .......... (14,734) (15,104) (14,097) (13,844) (7,452) (7,346)



Shar ehol der - Desi gnat ed

ontributions .......... (3,179) (3,066) (3,179 (3,066)
Gher ...... ... 4,932 10,121 4,529 9, 623
(perating Earnings .......... 87,739 61, 043 82,021 51, 410
Secial A D stribution .. -- 19, 575 -- 19, 575
Soecial Gn. Foods Distribution 8,111 -- 7, 896 --

Sales of securities and

unusual sal es of assets .. 104, 699 67,260 101, 376 65, 089

(1, 716)
3, 476

70, 015

7,294
71, 587

(1, 656)
8, 490

Total Earnings - all entities $200,549 $147,878 $191,293 $136,074 $148,896 $112, 166

(1) 1983 figures are those for Qrtober through Decenter.
(2) 1984 and 1983 are not conparabl €; naj or assets were
transferred in the mdyear 1983 nerger of Bue Ghip Sanps.

Shar p-eyed sharehol ders will notice that the anount of the
special A distribution and its location in the tabl e have
been changed fromthe presentation of last year. Though they
recl assi fy and reduce “accounting’ earnings, the changes are
entirely of form not of substance. The story behind the
changes, however, is interesting.

As reported last year: (1) in md-1983 (d GO nade a tender
offer to buy its own shares; (2) at the sane tine, we agreed by
witten contract to sell (@ Q) an amount of its shares that woul d
be proportionately related to the aggregate nunber of shares
& O repurchased via the tender fromall other sharehol ders; (3)
at conpl etion of the tender, we delivered 350,000 shares to
@A QA received $21 mllion cash, and were |l eft owning exactly
the sane percentage of (HQOthat we owed before the tender; (4)
@& Os transaction with us anounted to a proportionate
redenption, an opinion rendered us, wthout qualification, by a
leading lawfirm (5) the Tax Gode logical ly regards such
proportionate redenpti ons as substantially equivalent to
dividends and, therefore, the $21 nillion we recei ved was taxed
at only the 6.9%inter-corporate dividend rate; (6) inportantly,
that $21 million was far |ess than the previousl y-undi stri but ed
earnings that had inured to our ownership in (8 QO and, thus,
fromthe standpoi nt of economic substance, was in our view
equivalent to a dividend.

Because it was naterial and unusual, we highlighted the
@A Odistribution last year to you, both in the applicabl e
quarterly report and in this section of the annual report.
Additional ly, we enphasized the transaction to our auditors,
Peat, Marwi ck, Mtchell & G. Both the Qmha of fice of Peat
Marwi ck and the revi ewing Chi cago partner, wthout objection,
concurred wth our dividend presentation.

In 1984, we had a virtually identical transaction with
General Foods. The only difference was that General Foods
repurchased its stock over a period of tine in the open narket,
whereas (H QO had nade a “one-shot” tender offer. In the General
Foods case we sold to the conpany, on each day that it
repurchased shares, a quantity of shares that |eft our ownership
percent age preci sely unchanged. Again our transaction was
pursuant to a witten contract executed before repurchases began.
And agai n the noney we received was far | ess than the retai ned
earnings that had inured to our ownership interest since our
purchase. Orverall we received $21, 843,601 i n cash from General
Foods, and our ownership renai ned at exactly 8. 75%

At this point the New York office of Peat Marw ck cane into
the picture. Latein 1984 it indicated that it disagreed wth
the conclusions of the firms Qraha office and Chi cago revi ew ng
partner. The New York viewwas that the G2 QO and General Foods
transactions should be treated as sal es of stock by Berkshire
rather than as the receipt of dividends. Uhder this accounting
approach, a portion of the cost of our investnent in the stock of
each conpany woul d be charged agai nst the redenpti on paynent and
any gai n woul d be shown as a capital gain, not as dividend
incone. This is an accounting approach only, having no bearing
on taxes: Peat Marw ck agrees that the transactions were
di vidends for | RS purposes.

V¢ di sagree with the New York position fromboth the
vi ewpoi nt of econonic substance and proper accounting. But, to
avoid a qualified auditor’s opinion, we have adopted herein Peat
Mrw ck’s 1984 view and restated 1983 accordingly. None of this,



however, has any effect on intrinsic business val ue: our
ownership interests in 8 Q) and General Foods, our cash, our
taxes, and the narket val ue and tax basis of our hol dings all
remai n the sane.

This year we have again entered into a contract wth General
Foods whereby we will sell themshares concurrently wth open
nmarket purchases that they nake. The arrangenent provides that
our ownership interest wll remain unchanged at all tines. By
keeping it so, we wll insure oursel ves dividend treatnent for
tax purposes. In our view al so, the economc substance of this
transaction again is the creation of dividend i ncone. However,
we Wil account for the redenptions as sales of stock rather than
di vidend i ncone unl ess accounting rul es are adopted that speak
directly tothis point. Ve will continue to promnently identify
any such special transactions in our reports to you.

Wile we enjoy a |l owtax charge on these proportionate
redenptions, and have participated in several of them we view
such repurchases as at | east equal |y favorabl e for sharehol ders
who do not sell. Wen conpanies with outstandi ng busi nesses and
confortabl e financial positions find their shares selling far
belowintrinsic value in the narketpl ace, no alternative action
can benefit sharehol ders as surely as repurchases.

(Qur endorsenent of repurchases is linmted to those dictated
by price/val ue rel ati onshi ps and does not extend to the
“greennai | ” repurchase - a practice we find odi ous and repugnant .
In these transactions, two parties achieve their personal ends by
expl oitation of an innocent and unconsulted third party. The
pl ayers are: (1) the “sharehol der” extortionist who, even before
the ink on his stock certificate dries, delivers his “your-
noney-or-your-|ife” nessage to nanagers; (2) the corporate
i nsiders who qui ckly seek peace at any price - as long as the
price is paid by soneone el se; and (3) the sharehol ders whose
nmoney is used by (2) to nake (1) go away. As the dust settles,
the muggi ng, transi ent sharehol der gives his speech on “free
enterprise’, the nuggee nanagenent gives its speech on “the best
interests of the conpany”, and the innocent sharehol der standing
by mutely funds the payoff.)

The conpani es i n whi ch we have our |argest investnents have
all engaged in significant stock repurhases at tines when w de
di screpanci es exi sted between price and value. As sharehol ders,
we find this encouraging and rewarding for two inportant reasons
- one that is obvious, and one that is subtle and not al ways
understood. The obvi ous point invol ves basic arithnetic: naj or
repurchases at prices wel |l bel ow per-share intrinsic business
val ue inmedi atel y increase, in a highly significant way, that
val ue. Wen conpani es purchase their own stock, they often find
it easy to get $2 of present value for $1. Qorporate acquisition
prograns al nost never do as well and, in a discouragingly |arge
numper of cases, fail to get anything close to $1 of val ue for
each $1 expended.

The other benefit of repurchases is |ess subject to precise
neasurenent but can be fully as inportant over tine. By naking
repur chases when a conpany’ s narket value is well belowits
busi ness val ue, managenent clearly denonstrates that it is given
to actions that enhance the weal th of sharehol ders, rather than
to actions that expand nanagenent’s donain but that do nothing
for (or even harnm) sharehol ders. Seeing this, sharehol ders and
potential sharehol ders increase their estinmates of future returns
fromthe business. This upward revision, in turn, produces
nmarket prices nore inline with intrinsic business val ue. These
prices are entirely rational. Investors should pay nore for a
business that is lodged in the hands of a nanager wth
denonstrat ed pro-sharehol der | eani ngs than for one in the hands
of a self-interested nanager narching to a different drummer. (To
nake the point extreng, how nuch woul d you pay to be a mnority
shar ehol der of a conmpany control | ed by Robert Vésco?)

The key word is “denonstrated”. A nmanager who consistently
turns his back on repurchases, when these clearly are in the
interests of owners, reveal s nore than he knows of his
notivations. No natter how often or how el oquent!ly he nout hs
sone public relations-inspired phrase such as “naxi m zi ng
sharehol der weal th” (this season’s favorite), the narket
correctly discounts assets lodged wth him Hs heart is not
listening to his nouth - and, after a while, neither will the
nar ket .



V& have prospered in a very nmajor way - as have ot her
sharehol ders - by the | arge share repurchases of (2 QQ
Véshi ngt on Post, and General Foods, our three | argest hol di ngs.
(Bxxon, in which we have our fourth largest hol ding, has al so
w sel y and aggressi vel y repurchased shares but, in this case, we
have only recently established our position.) In each of these
conpani es, sharehol ders have had their interests in outstand ng
busi nesses naterial |y enhanced by repurchases nade at bargai n
prices. V¢ feel very confortable owning interests in busi nesses
such as these that of fer excel |l ent econonics conbi ned wth
shar ehol der - consci ous nanagenent s.

The fol | owi ng tabl e shows our 1984 yearend net hol dings in
nmarketabl e equities. Al nunbers exclude the interests
attributable to minority sharehol ders of Vésco and Nebraska
Furniture Mart.

No. of Shares Qost M ket
(000s ontted)

690, 975 Affiliated Publications, Inc. ....... $ 3,516 $ 32,908
740, 400 Aneri can Broadcasting Gonpani es, |nc. 44, 416 46, 738
3,895, 710 Exxon Qorporation ................... 173, 401 175, 307
4,047,191 General Foods Gorporation ........... 149, 870 226, 137
6, 850, 000 A Qrporation ................... 45,713 397, 300
2,379, 200 Hindy & Harman ...................... 27,318 38, 662
818, 872 Interpublic Goup of Conpanies, |nc. 2,570 28,149
555, 949 Nort hwest | ndustries 26, 581 27, 242
2,553, 488 Ting, Inc. ............ . ... 89, 327 109, 162
1, 868, 600 The Véshi ngton Post Gonpany ......... 10, 628 149, 955
$573,340  $1, 231, 560
Al Qher Gomon S ockhol di ngs 11, 634 37, 326
Total Gonmon S ocks $584, 974  $1, 268, 886

It’s been over ten years since it has been as difficult as
nowto find equity investnents that neet both our qualitative
standards and our quantitative standards of val ue versus price.
W try to avoi d conpronise of these standards, although we find
doing nothing the nost difficult task of all. (Qne English
statesnan attributed his country’s greatness in the nineteenth
century to a policy of “nasterly inactivity”. This is a strategy
that is far easier for historians to coomend than for
participants to foll ow)

In addition to the figures supplied at the beginning of this
section, infornation regardi ng the busi nesses we own appears in
Managenent’ s DO scussi on on pages 42-47. An anplified di scussion
of Vésco' s busi nesses appears in Charlie Minger’s report on pages
50-59. You will find particularly interesting his conments about
conditions in the thrift industry. Qur other najor controlled
busi nesses are Nebraska Furniture Mrt, See’s, Buffal o Eveni ng
News, and the | nsurance G oup, to which we wll give sone special
attention here.

Nebraska Furniture Mrt

Last year | introduced you to Ms. B (Rose B unkin) and her
fanmily. | told you they were terrific, and | understated the
case. After another year of observing their renarkable talents
and character, | can honestly say that | never have seen a
managerial group that either functions or behaves better than the
B unkin famly.

Ms. B, Chairnan of the Board, is now 91, and recently was
quoted in the | ocal newspaper as saying, “l cone hone to eat and
sleep, and that’s about It. | can't wait until it gets daylight
so | can get back to the business”. Ms. Bis at the store seven
days a week, fromopening to close, and probably nakes nore
decisions in a day than nost (EG do in a year (better ones,
t00).

In My Ms. Bwas granted an Honorary Doctorate in
Gonmercial Science by New York University. (She's a “fast track”
student: not one day in her life was spent in a school roomprior
to her receipt of the doctorate.) Previous recipients of honorary
degrees in business fromNvUinclude Qifton Garvin, Jr., CEO of



Exxon Qorp.; Vélter Wiston, then CEOof dticorp;, Frank Cary,
then CEO of IBM Tom Murphy, then CEO of General Mdtors; and,
nost recently, Paul Vol cker. (They are in good conpany.)

The Blunkin blood did not run thin. Louie, Ms. Bs son,
and his three boys, Fon, Irv, and Seve, all contribute in full
neasure to NFMs amazi ng success. The younger generation has
attended the best busi ness school of themall - that conducted by
Ms. Band Louie - and their trainingis evident in their
per f or mance.

Last year NFM's net sal es increased by $14.3 nillion,
bringing the total to $115 million, all fromthe one store in
Qmha. That is by far the largest vol une produced by a single
hone furni shings store inthe Lhited Sates. In fact, the gain
insales last year was itself greater than the annual vol une of
many good- si zed successful stores. The busi ness achi eves this
success because it deserves this success. Afewfigures wil
tell you why.

Inits fiscal 1984 10-K the largest independent specialty
retailer of hone furnishings in the country, Levitz Furniture,
described its prices as “generally | ower than the prices charged
by conventional furniture stores inits trading area’. Levitz,
inthat year, operated at a gross nargin of 44.4%(that is, on
average, custoners paid it $100 for nerchandi se that had cost it
$55.60 to buy). The gross margin at NFMis not nuch nore than
hal f of that. N-Ms | ow nark-ups are possibl e because of its
exceptional efficiency: operating expenses (payroll, occupancy,
advertising, etc.) are about 16.5%of sal es versus 35.6%at
Levitz.

None of thisis incriticismof Levitz, which has a well -
managed operation. But the NFMoperation is sinply extraordi nary
(and, renenber, it all cones froma $500 i nvestnent by Ms. Bin
1937). By unparall el ed efficiency and astute vol une purchasi ng,
NFMis able to earn excel lent returns on capital while saving its
custoners at least $30 mllion annual ly fromwhat, on average, it
woul d cost themto buy the sane nerchandi se at stores nai ntai ni ng
typi cal mark-ups. Such savings enabl e NFMto constantly w den
its geographical reach and thus to enjoy growth well beyond the
natural growth of the Qraha narket.

I have been asked by a nunber of people just what secrets
the B unkins bring to their business. These are not very
esoteric. Al nenbers of the family: (1) apply thensel ves wth
an ent husiasmand energy that woul d make Ben Franklin and Horatio
A ger look like dropouts; (2) define wth extraordinary real i sm
their area of special conpetence and act decisively on all
matters wthinit; (3) ignore even the nost enticing propositions
failing outside of that area of special conpetence; and, (4)
unfai | i ngly behave in a high-grade nanner wth everyone they deal
with. (Ms. Bboils it dow to “sell cheap and tell the truth”.)

Qur evaluation of the integrity of Ms. B and her fanily was
denonstrat ed when we purchased 90%of the busi ness: NFMhad never
had an audit and we did not request one; we did not take an
inventory nor verify the receivabl es; we did not check property
titles. V@ gave Ms. B a check for $55 nillion and she gave us
her word. That nade for an even exchange.

You and | are fortunate to be in partnership with the
B unkin famly.

See’ s Gandy Shops, |nc.

Bel owis our usual recap of See’s perfornance since the tine
of purchase by B ue Chip Sanps:

52-53 ek Year perating Nunioer  of Nunfoer  of
Enhded About Sl es Pofits Pounds of Sores (pen
Decenoer 31 Revenues Ater Taxes Gandy Sold at Year Bnd

1984 .............. $135, 946,000 $13, 380,000 24, 759, 000 214
1983 (53 weeks) ... 133, 531, 000 13,699,000 24, 651, 000 207
1982 ...l 123, 662, 000 11,875,000 24, 216, 000 202
1981 ...l 112, 578, 000 10, 779,000 24, 052, 000 199
1980 ...l 97, 715, 000 7,547,000 24, 065, 000 191
1979 ...l 87, 314, 000 6,330,000 23,985, 000 188
1978 ... 73, 653, 000 6,178,000 22,407, 000 182

1977 ..o 62, 886, 000 6,154,000 20, 921, 000 179



1976 (53 weeks) ... 56, 333, 000 5,569,000 20, 553, 000

1975 ...l 50, 492, 000 5,132,000 19, 134, 000
1974 ...l 41, 248, 000 3,021,000 17,883,000
1973 ...l 35, 050, 000 1,940,000 17,813, 000
1972 ...l 31, 337, 000 2,083,000 16, 954, 000

Thi s performance has not been produced by a generally rising
tide. To the contrary, nany wel | -known participants in the
boxed- chocol ate i ndustry either have | ost noney in this sane
period or have been narginally profitable. To our know edge,
only one good-si zed conpetitor has achi eved high profitability.
The success of See's reflects the conbination of an exceptional
product and an exceptional manager, Chuck Huggi ns.

During 1984 we increased prices considerably | ess than has
been our practice in recent years: per-pound realization was
$5.49, up only 1.4%from1983. Fortunately, we nade good
progress on cost control, an area that has caused us problens in
recent years. Per-pound costs - other than those for raw
materials, a segnent of expense |argely outside of our control -
increased by only 2.2%l ast year.

Qur cost-control probl emhas been exacerbated by the probl em
of nodestly declining vol une (nmeasured by pounds, not dollars) on
a sane-store basis. Total pounds sol d through shops in recent
years has been naintained at a roughly constant |evel only by the
net addition of a few shops annual ly. This nore-shops-to-get-

t he- sane-vol une situation natural |y puts heavy pressure on per-
pound selling costs.

In 1984, same-store vol une declined 1.1% Total shop vol une,
however, grew 0.6%because of an increase in stores. (Both
percentages are adj usted to conpensate for a 53-week fiscal year
in 1983.)

See’ s business tends to get a bit nore seasonal each year.
In the four weeks prior to Gristnas, we do 40%of the year’s
vol une and earn about 75%of the year’'s profits. V¢ also earn
significant suns in the Easter and Val entine’s Day periods, but
pretty nuch tread water the rest of the year. |In recent years,
shop volune at Christnas has grown in rel ative inportance, and so
have quantity orders and nail orders. The increased
concentration of business in the Christnas period produces a
mul titude of nanagerial problens, all of which have been handl ed
by Chuck and hi s associates wth exceptional skill and grace.

Their sol utions have in no way invol ved conpromses in
either quality of service or quality of product. Mst of our
larger conpetitors could not say the same. Though faced with
sonevhat | ess extrene peaks and val |l eys in denand than we, they
add preservatives or freeze the finished product in order to
smooth the production cycle and thereby | ower unit costs. Ve
rej ect such techniques, opting, in effect, for production
headaches rather than product nodification.

Qur nall stores face a host of new food and snack vendors
that provide particularly strong conpetition at non-hol i day
periods. Ve need new products to fight back and during 1984 we
i ntroduced six candy bars that, overall, net wth a good
reception. Further product introductions are pl anned.

In 1985 we wll intensify our efforts to keep per-pound cost
increases belowthe rate of inflation. Gontinued success in
these efforts, however, wll require gains in sane-store
poundage. Prices in 1985 shoul d average 6%- 7%above those of
1984. Assuming no change in sane-store vol une, profits should
show a noderate gain.

Buffal o Bveni ng News

Profits at the News in 1984 were considerably greater than
we expected. As at See’s, excellent progress was nade in
control ling costs. Excluding hours worked in the newsroom total
hours worked decreased by about 2.8% Wth this productivity
i nprovenent, overall costs increased only 4.9% This perfornance
by San Lipsey and his nanagenent teamwas one of the best in the
i ndustry.

However, we now face an accel eration in costs. |n md- 1984
we entered into new mul ti-year union contracts that provided for
a large “catch-up” wage increase. This catch-up is entirely
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appropriate: the cooperative spirit of our unions during the
unprofitabl e 1977-1982 period was an inportant factor in our
success in renai ning cost conpetitive wth The Gouri er- Express.
Had we not kept costs down, the outcone of that struggl e mght
vel | have been different.

Because our new union contracts took effect at varying
dates, little of the catch-up increase was reflected in our 1984
costs. But the increase will be alnost totally effective in 1985
and, therefore, our unit |abor costs wll rise this year at a
rate considerably greater than that of the industry. V¢ expect
to mitigate this increase by continued snall gains in
productivity, but we cannot avoid significantly higher wage costs
this year. Newsprint price trends al so are | ess favorabl e now
than they were in 1984. Prinmarily because of these two factors,
we expect at least a minor contraction in nargins at the News.

Wrking in our favor at the News are two factors of najor
econoni ¢ i nport ance:

(1) Qur circulation is concentrated to an unusual degree
inthe area of maxi numutility to our advertisers.
“Regi onal " newspapers wi th wi de-ranging circul ation, on
the other hand, have a significant portion of their
circulationin areas that are of negligible utility to
nost advertisers. A subscriber several hundred nil es
away i s not nuch of a prospect for the puppy you are
offering to sell viaaclassified ad - nor for the
grocer with stores only in the netropolitan area.
“Wisted” circulation - as the advertisers call it -
hurts profitability: expenses of a newspaper are
determned | argely by gross circulation while
advertising revenues (usual ly 70%- 80%of total
revenues) are responsive only to useful circul ation;

(2) Qur penetration of the Buffalo retail narket is
exceptional ; advertisers can reach alnost all of their
potential custoners using only the News.

Last year | told you about this unusual reader acceptance:
anmong the 100 | argest newspapers in the country, we were then
nunber one, daily, and nunber three, Sunday, in penetration. The
nost recent figures show us nunber one in penetration on weekdays
and nunber two on Sunday. (Even so, the nunber of househol ds in
Buffal o has declined, so our current weekday circulation is down
slightly; on Sundays it is unchanged.)

I told you al so that one of the naj or reasons for this
unusual acceptance by readers was the unusual quantity of news
that we delivered to them a greater percentage of our paper is
devoted to news than is the case at any other donminant paper in
our size range. In 1984 our “news hol e” ratio was 50.9% (versus
50.4%in 1983), a level far above the typical 35%- 40% Vé wll
continue to maintain this ratioin the 50%area. A so, though we
| ast year reduced total hours worked in other departnents, we
mai ntai ned the | evel of enploynent in the newsroomand, again,
wll continue to do so. Newsroomcosts advanced 9.1%in 1984, a
rise far exceeding our overall cost increase of 4.9%

Qur news hol e policy costs us significant extra noney for
newsprint. As aresult, our news costs (newsprint for the news
hol e plus payrol | and expenses of the newsroon) as a percentage
of revenue run higher than those of nost doninant papers of our
size. There is adequate room however, for our paper or any
other dominant paper to sustain these costs: the difference
between “high” and “l ow news costs at papers of conparabl e size
runs perhaps three percentage points while pre-tax profit nargins
are often ten tines that anount.

The econonics of a donminant newspaper are excel |l ent, anong
the very best in the business world. Onaners, naturally, would
like to believe that their wonderful profitability is achi eved
only because they unfailingly turn out a wonderful product. That
confortable theory wlts before an unconiortable fact. Wiile
first-class newspapers nake excel lent profits, the profits of
third-rate papers are as good or better - as long as either class
of paper is domnant wthinits conmunity. G course, product
qual ity may have been crucial to the paper in achieving
domnance. V¢ believe this was the case at the News, in very
| arge part because of peopl e such as Afred Kirchhofer who
preceded us.



Qnce dominant, the newspaper itself, not the narketpl ace,
determnes just how good or how bad the paper will be. Good or
bad, it wll prosper. That is not true of nost busi nesses:
inferior quality generally produces inferior econonmics. But even
a poor newspaper is a bargain to nost citizens sinply because of
its “bulletin board” value. Qher things being equal, a poor
product will not achieve quite the | evel of readership achi eved
by a first-class product. A poor product, however, wll still
remai n essential to nost citizens, and what commands their
attention wll command the attention of advertisers.

S nce high standards are not inposed by the narket pl ace,
nmanagenent nust inpose its own. Qur conmitnent to an above-
average expenditure for news represents an inportant quantitative
standard. Ve have confidence that San Li psey and Mirray Li ght
Wil continue to apply the far-nore inportant qualitative
standards. Charlie and | believe that newspapers are very
special institutions in society. Ve are proud of the News, and
intend an even greater pride to be justified in the years ahead.

I nsurance (perati ons

Shown bel owis an updated version of our usual table listing
two key figures for the insurance industry:

Year|ly Change @i ned Ratio
in Prenuns after Policy-hol der

Witten (% D vi dends
1972 10.2 96. 2
1973 . 8.0 99. 2
1974 . 6.2 105. 4
1975 . 11.0 107.9
1976 ..o 21.9 102. 4
1977 19.8 97.2
1978 . 12.8 97.5
1979 . 10.3 100. 6
1980 ..o 6.0 103.1
1981 . 3.9 106.0
1982 . 4.4 109. 7
1983 (Revised) .................... 4.5 111.9
1984 (Estimated) .................. 8.1 117.7

Source: Best’s Aggregates and Averages

Best’'s data reflect the experience of practically the entire
industry, including stock, mutual, and reci procal conpanies. The
conbined ratio represents total insurance costs (losses incurred
pl us expenses) conpared to revenue frompremuns; a rati o bel ow
10|0 indicates an underwiting profit, and one above 100 i ndi cat es
a | oss.

For a nunber of years, we have told you that an annual
increase by the industry of about 10%per year in preniuns
witten is necessary for the conbined ratio to renai n roughly
unchanged. V& assuned i n naking that assertion that expenses as
a percentage of premumvol une woul d stay rel atively stable and
that | osses would grow at about 10%annual |y because of the
conbi ned i nfluence of unit vol une increases, inflation, and
judicia rulings that expand what is covered by the insurance

pol i cy.

Qur opinion is proving disnayingly accurate: a prenmum
i ncrease of 10%per year since 1979 woul d have produced an
aggregat e i ncrease through 1984 of 61%and a conbined ratio in
1984 al nost identical to the 100.6 of 1979. Instead, the
industry had only a 30%increase in premuns and a 1984 conbi ned
ratio of 117.7. Today, we continue to believe that the key i ndex
tothe trend of underwiting profitability is the year-to-year
per cent age change in industry preniumvol une.

It now appears that premumvol une in 1985 w Il grow wel |
over 10% Therefore, assunming that catastrophes are at a
“nornal 7 level, we woul d expect the conbined ratio to begin
easi ng dowward toward the end of the year. However, under our
i ndust ryw de | oss assunptions (i.e., increases of 10%annual ly),
five years of 15%per-year increases in premuns woul d be
required to get the conbined ratio back to 100. This woul d nean
a doubling of industry volune by 1989, an outcone that seens
highly unlikely to us. Instead, we expect several years of
premumgai ns sonewhat above the 10%l evel, fol | oned by hi ghly-



conpetitive pricing that generally wll produce conbined ratios
in the 108-113 range.

Qur own conbi ned ratio in 1984 was a hunbling 134. (Here, as
throughout this report, we exclude structured settlenents and the
assunption of |oss reserves in reporting this ratio. Mich
additional detail, including the effect of discontinued
operations on the ratio, appears on pages 42-43). This is the
third year in arowthat our underwiting perfornance has been
far poorer than that of the industry. W& expect an i nprovenent
inthe conbined ratio in 1985, and al so expect our inprovenent to
be substantially greater than that of the industry. Mke
@l dberg has corrected nany of the mstakes | nade before he took
over insurance operations. Mreover, our business is
concentrated in |lines that have experienced poorer-than-aver age
results during the past several years, and that circunstance has
begun to subdue many of our conpetitors and even elininate sone.
Wth the conpetition shaken, we were able during the last hal f of
1984 to raise prices significantly in certain inportant |ines
with little loss of business.

For sone years | have told you that there coul d be a day
conmng when our prenmier financial strength woul d nake a real
difference in the conpetitive position of our insurance
operation. That day may have arrived. V& are al nost w thout
question the strongest property/casualty insurance operation in
the country, wth a capital position far superior to that of
wel | -known conpani es of nuch greater size.

Egual ly inportant, our corporate policy is to retain that
superiority. The buyer of insurance receives only a pronise in
exchange for his cash. The val ue of that promse shoul d be
appr ai sed agai nst the possibility of adversity, not prosperity.
At a mininum the promse shoul d appear able to wthstand a
prol onged conbi nation of depressed financial narkets and
exceptional |y unfavorabl e underwiting results. Qur insurance
subsidiaries are both willing and able to keep their promses in
any such environnent - and not too many other conpanies clearly
are.

Qur financial strength is a particular asset in the busi ness
of structured settlenents and | oss reserve assunptions that we
reported on last year. The clainmant in a structured settl enent
and the insurance conpany that has reinsured | oss reserves need
to be conpletely confident that paynents will be forthcomng for
decades to cone. Very few conpanies in the property/casualty
field can neet this test of unquestioned long-termstrength. (In
fact, only a handful of conpanies exists with which we wll
reinsure our own liabilities.)

% have grown in these new | ines of business: funds that we
hold to offset assuned liabilities grewfrom$16.2 nillion to
$30.6 mllion during the year. \¢ expect growh to continue and
perhaps to greatly accel erate. To support this projected growh
we have added substantially to the capital of ol unbi a I nsurance
Gonpany, our reinsurance unit specializing in structured
settlenents and | oss reserve assunptions. Wiile these busi nesses
are very conpetitive, returns should be satisfactory.

A Ethe news, as usual, is nostly good. That conpany
achi eved excel lent unit grosth inits prinary insurance busi ness
during 1984, and the performance of its investnent portfolio
continued to be extraordinary. Though underwiting results
deteriorated late in the year, they still renain far better than
those of the industry. Qur ownership in G QOat yearend
amounted to 36%and thus our interest in their direct
property/ casual ty vol une of $885 nillion anounted to $320
mllion, or well over double our own prenium vol une.

I have reported to you in the past fewyears that the
performance of (B QOs stock has consi derabl y exceeded t hat
conpany’ s busi ness perfornance, brilliant as the latter has been.
In those years, the carrying val ue of our (&2 QO investnent on our
bal ance sheet grewat a rate greater than the growth in & Qs
intrinsic business value. | warned you that over perfornance by
the stock rel ative to the perfornmance of the busi ness obvi ously
could not occur every year, and that in sone years the stock nust
under performthe business. 1In 1984 that occurred and the
carrying value of our interest in (3 GOchanged hardly at all,
while the intrinsic business val ue of that interest increased
substantially. S nce 27%of Berkshire’'s net worth at the



begi nning of 1984 was represented by (3 QQ its static narket

val ue had a significant inpact upon our rate of gain for the
year. Ve are not at all unhappy wth such a result: we woul d far
rather have the busi ness value of (8 QOincrease by X during the
year, while narket val ue decreases, than have the intrinsic val ue
increase by only /2 Xwth narket value soaring. In Qs
case, as in all of our investnents, we | ook to busi ness
performance, not narket performance. If we are correct in
expectations regarding the business, the market eventual ly wll
fol | ow al ong.

You, as sharehol ders of Berkshire, have benefited in
enornous neasure fromthe talents of A Q0 s Jack Byrne, Bl
Syder, and Lou Snpson. Inits core business - | owcost auto
and honeowners insurance - (A GO has a nmaj or, sustai nabl e
conpetitive advantage. That is a rare asset in busi ness
generally, and it’s alnost non-existent in the field of financial
services. (@ Q] itself, illustrates this point: despite the
conpany’ s excel | ent nmanagenent, superior profitability has el uded
@& Oin al endeavors other than its core business.) In alarge
industry, a conpetitive advantage such as G2 Q0 s provides the
potential for unusual econonic rewards, and Jack and Bl
continue to exhibit great skill inrealizing that potential.

Mbst of the funds generated by (A QO s core insurance
operation are made available to Lou for investnent. Lou has the
rare conbi nation of tenperanental and intell ectual
characteristics that produce outstandi ng | ong-terminvest nent
performance. (perating wth bel owaverage risk, he has generated
returns that have been by far the best in the insurance industry.
| applaud and appreciate the efforts and tal ents of these three
out st andi ng nanager s.

Erors in Loss Reserving

Any sharehol der in a conpany wth inportant interests in the
property/ casual ty i nsurance busi ness shoul d have sone
under standi ng of the weaknesses inherent in the reporting of
current earnings in that industry. Phil Gaham when publisher
of the Wshi ngton Post, described the daily newspaper as “a first
rough draft of history”. Ufortunately, the financial statenents
of a property/casualty insurer provide, at best, only a first
rough draft of earnings and financial condition.

The determination of costs is the nain problem Mst of an
insurer’s costs result fromlosses on clains, and nany of the
| osses that shoul d be charged agai nst the current year’s revenue
are exceptional ly difficult to estinate. Sonetines the extent of
these | osses, or even their existence, is not known for decades.

The | oss expense charged in a property/casualty conpany’ s
current incone statenent represents: (1) |osses that occurred and
were paid during the year; (2) estinmates for |osses that occurred
and were reported to the insurer during the year, but which have
yet to be settled; (3) estinmates of ultimate dollar costs for
| osses that occurred during the year but of which the insurer is
unavare (terned “IBN\R': incurred but not reported); and (4) the
net effect of revisions this year of simlar estinmates for (2)
and (3) nade in past years.

Such revisions may be | ong del ayed, but eventual |y any
estinmate of |osses that causes the incone for year Xto be
msstated nust be corrected, whether it isinyear X+ 1, or
X+ 10. This, perforce, neans that earnings in the year of
correction also are nmisstated. For exanpl e, assune a cl ai nant
was injured by one of our insureds in 1979 and we thought a
settlenent was likely to be nade for $10,000. That year we woul d
have charged $10,000 to our earnings statement for the estinated
cost of the loss and, correspondingly, set up aliability reserve
on the bal ance sheet for that anount. If we settled the claimin
1984 for $100, 000, we woul d charge earnings wth a | oss cost of
$90, 000 in 1984, although that cost was truly an expense of 1979.
And if that piece of business was our only activity in 1979, we
woul d have badly nisled oursel ves as to costs, and you as to
ear ni ngs.

The necessari | y-extensi ve use of estinates in assenbling the
figures that appear in such deceptively precise formin the
i ncone statenent of property/casualty conpani es neans that sone
error nust seep in, no matter how proper the intentions of
nmanagenent. In an attenpt to nmininize error, nost insurers use



various statistical techniques to adjust the thousands of
individual |oss eval uations (called case reserves) that conprise
the rawdata for estination of aggregate liabilities. The extra
reserves created by these adjustnents are variously | abel ed

“bul k”, “devel opnent”, or “suppl enental ” reserves. The goal of
the adjustnents should be a | oss-reserve total that has a 50-50
chance of being proved either slightly too high or slightly too
lowwhen all losses that occurred prior to the date of the
financial statenent are ultinmately paid.

At Berkshire, we have added what we thought were appropriate
suppl enental reserves but in recent years they have not been
adequate. It is inportant that you understand the nagnitude of
the errors that have been invol ved in our reserving. You can
thus see for yoursel ves just how inprecise the process is, and
al so judge whether we nay have sone systenic bias that shoul d
nmake you wary of our current and future figures.

The fol | ow ng tabl e shows the results frominsurance
underwiting as we have reported themto you in recent years, and
al so gives you cal culations a year |ater on an “if-we-knewthen-
what - we t hi nk-we-knownow' basis. | say “what we think we know
now because the adjusted figures still include a great nany
estimates for losses that occurred in the earlier years.

However, nany clains fromthe earlier years have been settled so
that our one-year-later estinate contains | ess guess work than
our earlier estinate:

Lhderwriting Results Qxrrected Hgures
as Reported Ater Qe Year's

Year to You Experi ence
1980 $ 6,738,000 $ 14, 887, 000
1981 1, 478, 000 (1, 118, 000)
1982 (21, 462, 000) (25, 066, 000)
1983 (33, 192, 000) (50, 974, 000)
1984 (45, 413, 000) ?

Qur structured settlenent and | oss-reserve assunption
busi nesses are not included inthis table. Inportant
addi tional infornation on | 0ss reserve experience appears
on pages 43-45.

To hel p you understand this table, here is an expl anation of
the nost recent figures: 1984 s reported pre-tax underwiting
loss of $45.4 mllion consists of $27.6 mllion we estinate that
we lost on 1984’ s business, plus the increased | oss of $17.8
mllion reflected in the corrected figure for 1983.

As you can see fromreviewng the table, ny errors in
reporting to you have been substantial and recently have al ways
presented a better underwiting picture than was truly the case.
This is a source of particular chagrin to ne because: (1) | like
for you to be able to count on what | say; (2) our insurance
managers and | undoubtedly acted with | ess urgency than we woul d
have had we understood the full extent of our |osses; and (3) we
pai d i ncone taxes cal cul ated on overstated earnings and t hereby
gave the governnment noney that we didn't need to. (These
overpaynents eventual |y correct thensel ves, but the delay is | ong
and we don’'t receive interest on the anounts we overpaid.)

Because our business is weighted toward casualty and
rei nsurance |lines, we have nore problens in estinating | oss costs
than conpani es that specialize in property insurance. (Wen a
buil ding that you have insured burns down, you get a nuch faster
fix on your costs than you do when an enpl oyer you have i nsured
finds out that one of his retirees has contracted a di sease
attributable to work he did decades earlier.) But | still find
our errors enbarrassing. |n our direct business, we have far
under esti mat ed the nushrooning tendency of juries and courts to
nmake the “deep pocket” pay, regard ess of the factual situation
and the past precedents for establishment of liability. Ve also
have underestinmated the contagious effect that publicity
regarding giant awards has on juries. In the reinsurance area,
where we have had our worst experience in under reserving, our
cust oner insurance conpani es have nade the sane mistakes. S nce
we set reserves based on infornation they supply us, their
m st akes have becone our ni st akes.

| heard a story recently that is applicable to our insurance
accounting probl ens: a nman was travel i ng abroad when he recei ved



acall fromhis sister informng himthat their father had died
unexpectedly. It was physically inpossible for the brother to
get back hone for the funeral, but he told his sister to take
care of the funeral arrangenents and to send the bill to him
After returning hone he received a bill for several thousand
dol lars, which he pronptly paid. The follow ng nonth anot her
bill cane along for $15, and he paid that too. Another nonth

followed, wth asinmlar bill. Wen, inthe next nonth, a third
bill for $15 was presented, he called his sister to ask what was
going on. “Qh’, she said. “lI forgot to tell you. Ve buried Dad

inarented suit.”

If you' ve been in the insurance business in recent years -
particularly the rei nsurance business - this story hurts. Vé
have tried to include all of our “rented suit” liabilities in our
current financial statenent, but our record of past error shoul d
nmake us hunbl e, and you suspicious. | wll continue to report to
you the errors, plus or nminus, that surface each year.

Not all reserving errors in the industry have been of the
i nnocent -but -dunb variety. Wth underwiting results as bad as
they have been in recent years - and wth nanagenents havi ng as
nmuch discretion as they do in the presentation of financial
statenents - sone unattractive aspects of hunman nature have
nmani fested t hensel ves. Gonpani es that woul d be out of busi ness
if they realistically appraised their |oss costs have, in sone
cases, sinply preferred to take an extraordinarily optimstic
vi ew about these yet-to-be-paid suns. Qhers have engaged in
various transactions to hide true current |oss costs.

Both of these approaches can “work” for a considerabl e tine:
external auditors cannot effectively police the financial
statements of property/casualty insurers. If liabilities of an
insurer, correctly stated, woul d exceed assets, it falls to the
insurer to volunteer this norbid information. |n other words,
the corpse is supposed to file the death certificate. Uhder this
“honor systeni of nortality, the corpse sonetines gives itself
the benefit of the doubt.

In most busi nesses, of course, insolvent conpani es run out
of cash. Insurance is different: you can be broke but flush.
S nce cash conmes in at the inception of an insurance policy and
| osses are paid nuch later, insolvent insurers don't run out of
cash until long after they have run out of net worth. In fact,
these “wal ki ng dead” often redouble their efforts to wite
busi ness, accepting al nost any price or risk, sinply to keep the
cash flowng in. Wth an attitude |ike that of an enbezzl er who
has ganbl ed away hi s purl oi ned funds, these conpani es hope t hat
sonehow they can get |ucky on the next batch of busi ness and
thereby cover up earlier shortfalls. BEven if they don't get
lucky, the penalty to nanagers is usually no greater for a $100
mllion shortfall than one of $10 mllion; in the neanti ne, while
the |l osses nount, the managers keep their jobs and perquisites.

The | oss-reserving errors of other property/casualty
conpani es are of nore than acadenmic interest to Berkshire. Not
only does Berkshire suffer fromsell-at-any-price conpetition by
the “wal king dead”, but we al so suffer when their insolvency is
final |y acknow edged. Through various state guarantee funds that
| evy assessnents, Berkshire ends up paying a portion of the
insol vent insurers’ asset deficiencies, swollen as they usually
are by the del ayed detection that results fromwong reporting.
There is even sone potential for cascading trouble. The
insol vency of a fewlarge insurers and the assessnents by state
guarantee funds that woul d fol l ow coul d i nperil weak-but -
previousl y-sol vent insurers. Such dangers can be mtigated if
state regul ators becone better at pronpt identification and
termnation of insolvent insurers, but progress on that front has
been sl ow

Véshi ngt on Public Power Supply System

From Q:t ober, 1983 through June, 1984 Berkshire’s insurance
subsi di ari es continuously purchased | arge quantities of bonds of
Projects 1, 2, and 3 of Véshington Public Power Supply System
(“WPSS’). This is the sane entity that, on July 1, 1983,
defaulted on $2.2 billion of bonds issued to finance partial
construction of the now abandoned Projects 4 and 5. Wiile there
are naterial differences in the obligors, promses, and
properties underlying the two categories of bonds, the probl ens
of Projects 4 and 5 have cast a nmajor cloud over Projects 1, 2,



and 3, and might possibly cause serious problens for the latter
issues. In addition, there have been a multitude of probl ens
related directly to Projects 1, 2, and 3 that coul d weaken or
destroy an otherw se strong credit position arising from
guarant ees by Bonnevil | e Power Adninistration.

Despite these inportant negatives, Charlie and | judged the
risks at the tine we purchased the bonds and at the prices
Berkshire pai d (nuch | ower than present prices) to be
consi derabl y nore than conpensated for by prospects of profit.

As you know we buy narketabl e stocks for our insurance
conpani es based upon the criteria we would apply in the purchase
of an entire business. This business-val uati on approach i s not
W despread anong prof essi onal noney nanagers and i s scorned by
many acadenmics. Nevertheless, it has served its fol |l oners wel |
(to whi ch the acadenics seemto say, “Véll, it nmay be all right
inpractice, but it will never work in theory.”) Snply put, we
feel that if we can buy snal |l pieces of businesses wth
satisfactory underlying economcs at a fraction of the per-share
val ue of the entire business, sonething good is |ikely to happen
tous - particularly if we own a group of such securities.

W extend this business-val uati on approach even to bond
purchases such as WPSS. V¢ conpare the $139 million cost of our
yearend investnent in WPSS to a simlar $139 nillion i nvest nent
in an operating business. |In the case of WPSS the “busi ness”
contractual ly earns $22.7 mllion after tax (via the interest
pai d on the bonds), and those earnings are available to us
currently in cash. V¢ are unabl e to buy operating busi nesses
wth econonics close to these. iy arelatively few busi nesses
earn the 16. 3%after tax on unl everaged capital that our WPSS
i nvestnrent does and those busi nesses, when avail abl e for
purchase, sell at large premiuns to that capital. |n the average
negoti ated busi ness transacti on, unl everaged corporate earni ngs
of $22.7 million after-tax (equival ent to about $45 mllion pre-
tax) might coomand a price of $250 - $300 mllion (or sonetines
far nore). For a business we understand wel |l and strongly Iike,
we wll gladly pay that much. But it is double the price we paid
to realize the sane earnings fromWPPSS bonds.

However, in the case of WPSS, there is what we viewto be a
very slight risk that the “business” coul d be worth not hi ng
wthin a year or two. There also is the risk that interest
paynents might be interrupted for a considerabl e period of tine.
Furthernore, the nost that the “busi ness” coul d be worth i s about
the $205 nillion face val ue of the bonds that we own, an anount
only 48%hi gher than the price we paid.

This ceiling on upside potential is an inportant minus. |t
shoul d be realized, however, that the great naority of operating
busi nesses have a linited upside potentia al so unless nore
capital is continuously invested in them That is so because
nost busi nesses are unabl e to significantly inprove their average
returns on equity - even under inflationary conditions, though
these were once thought to automatically rai se returns.

(Let’ s push our bond- as- a- busi ness exanpl e one notch
further: if you elect to “retain” the annual earnings of a 12%
bond by using the proceeds fromcoupons to buy nore bonds,
earnings of that bond “business” will growat a rate conparabl e
to that of nost operating businesses that simlarly reinvest all
earnings. Inthe first instance, a 30-year, zero-coupon, 12%
bond purchased today for $10 mllion will be worth $300 mllion
in 2015. In the second, a $10 mllion business that regul arly
earns 12%on equity and retains all earnings to grow wll also
end up with $300 mllion of capital in 2015 Both the busi ness
and the bond will earn over $32 nillion in the final year.)

Qur approach to bond investnent - treating it as an unusual
sort of “business” with specia advantages and di sadvant ages -
may strike you as a bit quirky. However, we believe that nany
staggering errors by investors coul d have been avoi ded if they
had vi ewed bond i nvestment wth a busi nessman’ s perspective. For
exanpl e, in 1946, 20-year AAA tax-exenpt bonds traded at slightly
bel ow a 1%yield. In effect, the buyer of those bonds at that
tinme bought a “busi ness” that earned about 1%on “book val ue”
(and that, noreover, could never earn a dine nore than 1%on
book), and pai d 100 cents on the dollar for that aboninabl e
busi ness.



If an investor had been busi ness-ninded enough to think in
those terns - and that was the precise reality of the bargain
struck - he woul d have | aughed at the proposition and wal ked
away. For, at the sane tine, businesses wth excellent future
prospects coul d have been bought at, or close to, book val ue
while earning 10% 12% or 15%after tax on book. Probably no
busi ness in America changed hands in 1946 at book val ue that the
buyer believed | acked the ability to earn nore than 1%on book.
But investors wth bond-buyi ng habits eagerly nade econonic
commitnents throughout the year on just that basis. Smnlar,
al though | ess extrene, conditions prevailed for the next two
decades as bond investors happily signed up for twenty or thirty
years on terns outrageously i nadequate by busi ness standards.
(Inwhat | think is by far the best book on investing ever
witten - “The Intelligent Investor”, by Ben Gaham- the | ast
section of the last chapter begins with, “Investnent is nost
intelligent when it is nost businesslike.” This section is called
“AFna Wrd', and it is appropriately titled.)

V& w | enphasize again that there i s unquestionably sone
risk inthe WPSS cormitnent. It is also the sort of risk that
isdifficut toevaluate. Wre Charlie and | to deal wth 50
simlar evaluations over a lifetine, we woul d expect our judgnent
to prove reasonably satisfactory. But we do not get the chance
to nmake 50 or even 5 such decisions in a single year. Even
though our long-termresults may turn out fine, in any given year
we run arisk that we will look extraordinarily foolish. (That’s
why all of these sentences say “Charlie and |7, or “we".)

Mbst managers have very little incentive to nake the
intelligent-but-w th-sone-chance- of -1 ooki ng- | i ke-an-i di ot
decision. Their personal gain/loss ratiois all too obvious: if
an unconventional decision works out well, they get a pat on the
back and, if it works out poorly, they get a pink slip. (Failing
conventional ly is the route to go; as a group, |emmings nay have
a rott;en i mage, but no individual |emming has ever received bad
press.

Qur equation is different. Wth 47%of Berkshire's stock,
Charlie and | don't worry about being fired, and we receive our
rewards as owners, not managers. Thus we behave with Berkshire's
nmoney as we would with our own. That frequently leads us to
unconventi onal behavi or both in investnents and general busi ness
nanagenent .

¢ renai n unconventional in the degree to which we
concentrate the investnents of our insurance conpanies, including
those in WSS bonds. This concentration nmakes sense only
because our insurance business is conducted froma position of
exceptional financial strength. For alnmost all other insurers, a
conpar abl e degree of concentration (or anything close toit)
woul d be totally inappropriate. Their capital positions are not
strong enough to withstand a big error, no natter how attractive
an investnent opportunity might appear when anal yzed on the basis
of probabilities.

Wth our financial strength we can own |arge bl ocks of a few
securities that we have thought hard about and bought at
attractive prices. (Blly Rose described the probl emof over-
diversification: “If you have a haremof forty wonen, you never
get to know any of themvery well.”) Qver tine our policy of
concentration shoul d produce superior results, though these wll
be tenpered by our large size. Wen this policy produces a
really bad year, as it nust, at |east you wll knowthat our
noney was commtted on the same basis as yours.

V¢ nade the naj or part of our WPPSS investnent at different
prices and under sonewhat different factual circunstances than
exist at present. If we decide to change our position, we wll
not informsharehol ders until long after the change has been
conpl eted. (V& nay be buying or selling as you read this.) The
buying and selling of securities is a conpetitive business, and
even a nodest anount of added conpetition on either side can cost
us a great deal of noney. Qur WPPSS purchases illustrate this
principle. FomGQtober, 1983 through June, 1984, we attenpted
to buy alnost all the bonds that we could of Projects 1, 2, and
3. Yet we purchased | ess than 3%of the bonds outstanding. Had
we faced even a few additional well-heeled investors, stimilated
to buy because they knew we were, we coul d have ended up wth a
material ly snmaller anount of bonds, purchased at a naterially
higher price. (A couple of coat-tail riders easily could have



cost us $5 million.) For this reason, we will not comment about
our activities in securities - neither to the press, nor
sharehol ders, nor to anyone el se - unless legally required to do
so.

(ne final observation regarding our WPPSS pur chases: we
dislike the purchase of nost |ong-termbonds under nwost
ci rcunst ances and have bought very fewin recent years. That's
because bonds are as sound as a dollar - and we view the | ong-
termoutl ook for dollars as dismal. V& believe substantial
inflation lies ahead, although we have no idea what the average
rate wll turn out to be. Furthernore, we think there is a
snal |, but not insignificant, chance of runaway inflation.

Such a possibility may seemabsurd, considering the rate to
which inflation has dropped. But we believe that present fiscal
policy - featuring a huge deficit - is both extrenely dangerous
and difficult to reverse. (So far, nost politicians in both
parties have followed Charlie Brown' s advice: “No problemis so
bigthat it can't be run anay from”) Wthout a reversal, high
rates of inflation may be del ayed (perhaps for a long tine), but
Wil not be avoided. If high rates naterialize, they bring with
themthe potential for a runaway upward spiral.

Wiile there is not nuch to choose between bonds and st ocks

(as a class) when annual inflation is in the 5%10%range,
runavay inflation is a different story. In that circunstance, a
diversified stock portfolio would al nost surely suffer an
enornous loss in real value. But bonds al ready outstandi ng woul d
suffer far nore. Thus, we think an all-bond portfolio carries a
snal | but unacceptabl e “wipe out” risk, and we require any
purchase of |ong-termbonds to clear a special hurdle. iy when
bond purchases appear decidedly superior to other business
opportunities wll we engage in them Those occasions are |ikely
to be fewand far between.

O vidend Policy

Dvidend policy is often reported to sharehol ders, but
sel domexpl ai ned. A conpany wi Il say sonething |ike, “Qur goal
is to pay out 40%to 50%of earnings and to increase dividends at
arate at least equal totheriseinthe GA”. And that’'s it -
no analysis wll be supplied as to why that particular policy is
best for the owners of the business. Yet, allocation of capital
is crucia to business and investnent nanagenent. Because it is,
we bel i eve managers and owners shoul d think hard about the
ci rcunst ances under whi ch earnings shoul d be retai ned and under
whi ch they shoul d be distributed.

The first point to understand is that all earnings are not
created equal . In many busi nesses particul arly those that have
high asset/profit ratios - inflation causes sone or all of the
reported earnings to becone ersatz. The ersatz portion - let's
call these earnings “restricted” - cannot, if the business is to
retain its economc position, be distributed as dividends. VWre
these earnings to be paid out, the business would | ose ground i n
one or nore of the followng areas: its ability to maintainits
unit volune of sales, its long-termconpetitive position, its
financial strength. No natter how conservative its payout ratio,
a conpany that consistently distributes restricted earnings is
destined for oblivion unless equity capital is otherw se infused.

Restricted earni ngs are sel domval uel ess to owners, but they
often nust be discounted heavily. In effect, they are
conscri pted by the business, no matter how poor its econonic
potential. (This retention-no-natter-howunattractive-the-return
situation was conmuni cated unwittingly in a narvel ously ironic
vway by onsol i dated Edi son a decade ago. A the tine, a punitive
regul atory policy was a naj or factor causing the conpany’ s stock
to sell as lowas one-fourth of book value; i.e., every tine a
dollar of earnings was retained for reinvestnent in the business,
that dollar was transforned into only 25 cents of narket val ue.
But, despite this gold-into-lead process, nost earnings were
reinvested in the business rather than pai d to owners.
Meanvhi | e, at construction and nai nt enance sites throughout New
York, ;si gns proudly proclained the corporate slogan, “Og Vé
Mist ™.

Restricted earnings need not concern us further inthis
dividend discussion. Let’s turn to the nmuch-nore-val ued
unrestricted variety. These earnings nay, wth equal



feasibility, be retained or distributed. In our opinion,
nmanagenent shoul d choose whi chever course nakes greater sense for
the owners of the business.

This principle is not universally accepted. For a nunber of
reasons nanagers like to withhold unrestricted, readily
distributabl e earni ngs fromsharehol ders - to expand the
corporate enpire over which the managers rule, to operate froma
position of exceptional financial confort, etc. But we believe
there is only one valid reason for retention. Urestricted
earnings shoul d be retai ned only when there is a reasonabl e
prospect - backed preferably by historical evidence or, when
appropriate, by a thoughtful analysis of the future - that for
every dol lar retai ned by the corporation, at |east one dollar of
narket value wll be created for owners. This will happen only
if the capital retained produces increnental earnings equal to,
or above, those general ly available to investors.

Toillustrate, let’s assune that an investor owns a risk-
free 10%perpetual bond with one very unusual feature. Each year
the investor can elect either to take his 10%coupon in cash, or
to reinvest the coupon in nore 10%bonds with identical terns,
i.e., aperpetual |ife and coupons offering the sane cash-or-
reinvest option. If, in any given year, the prevailing interest
rate on long-term risk-free bonds is 5% it would be foolish for
the investor to take his coupon in cash since the 10%bonds he
coul d instead choose woul d be worth consi derably nore than 100
cents on the dollar. Under these circunstances, the investor
vanting to get his hands on cash shoul d take his coupon in
addi tional bonds and then i rmedi ately sell them By doing that,
he woul d real i ze nore cash than if he had taken his coupon
directly in cash. Assuning all bonds were hel d by rati onal
investors, no one would opt for cash in an era of 5%i nterest
rates, not even those bondhol ders needi ng cash for |iving
pur poses.

If, however, interest rates were 15% no rational investor
woul d want his noney invested for himat 10% Instead, the
i nvestor woul d choose to take his coupon in cash, evenif his
personal cash needs were nil. The opposite course - reinvest nent
of the coupon - would give an investor additional bonds wth
nmarket val ue far less than the cash he coul d have el ected. |If he
shoul d want 10%bonds, he can sinply take the cash recei ved
and buy themin the nmarket, where they wll be available at a
| arge di scount.

An analysis sinilar to that nmade by our hypot heti cal
bondhol der is appropriate for owers in thinking about whether a
conpany’ s unrestricted earni ngs should be retai ned or pai d out.
d course, the analysis is nuch nore difficult and subject to
error because the rate earned on reinvested earnings is not a
contractual figure, as in our bond case, but rather a fluctuating
figure. Onaners nust guess as to what the rate will average over
the internediate future. However, once an i nforned guess is
nmade, the rest of the analysis is sinple: you shoul d w sh your
earnings to be reinvested if they can be expected to earn high
returns, and you should wish thempaid to you if lowreturns are
the likely outcone of reinvestnent.

Many cor por at e nanagers reason very nuch al ong these |ines
i n determning whet her subsidiaries should distribute earnings to
their parent conpany. A that |evel,. the managers have no
trouble thinking like intelligent owners. But payout decisions
at the parent conpany |evel often are a different story. Here
manager s frequently have troubl e putting thensel ves in the shoes
of their sharehol der-owners.

Wth this schizoi d approach, the CEO of a nul ti-divisional
conpany w || instruct Subsidiary A whose earnings on increnental
capital may be expected to average 5% to distribute all
avail abl e earnings in order that they may be invested in
Subsi diary B, whose earnings on increnental capital are expected
to be 15% The CEO s busi ness school oath will allow no | esser
behavior. But if his own long-termrecord with increnental
capital is 5%- and market rates are 10%- he is likely to inpose
a dividend policy on sharehol ders of the parent conpany that
nerely follows sone historical or industry-w de payout pattern.
Furthernore, he will expect nmanagers of subsidiaries to give him
a full account as to why it nakes sense for earnings to be
retained in their operations rather than distributed to the
parent-owner. But seldomw |l he supply his owners with a



simlar analysis pertaining to the whol e conpany.

I'n judgi ng whet her managers shoul d retai n earni ngs,
shar ehol ders shoul d not sinply conpare total increnental earnings
inrecent years to total increnental capital because that
rel ationship may be distorted by what is going onin a core
business. During an inflationary period, conpanies with a core
busi ness characterized by extraordi nary econonics can use snal |
anounts of increnental capital in that business at very high
rates of return (as was discussed in |last year’s section on
Goodwi I'1).  But, unless they are experienci ng trenendous unit
grow h, outstandi ng busi nesses by definition generate |arge
anounts of excess cash. |f a conpany sinks nost of this noney in
other businesses that earn lowreturns, the conpany’ s overal
return on retained capital nmay neverthel ess appear excel | ent
because of the extraordinary returns bei ng earned by the portion
of earnings increnentally invested in the core business. The
situation is anal ogous to a Pro-Angolf event: even if all of the
anateurs are hopel ess duffers, the teams best-ball score wll be
respect abl e because of the domnating skills of the professional .

Many corporations that consistently show good returns both
on equity and on overall increnental capital have, indeed,
enpl oyed a | arge portion of their retai ned earni ngs on an
economical |y unattractive, even disastrous, basis. Their
nar vel ous core busi nesses, however, whose earni ngs grow year
after year, canouflage repeated failures in capital allocation
el sewhere (usual | y invol ving hi gh-priced acquisitions of
busi nesses that have i nherently nedi ocre econonics). The
managers at fault periodically report on the | essons they have
learned fromthe | atest disappointnent. They then usual ly seek
out future | essons. (Failure seens to go to their heads.)

I'n such cases, sharehol ders would be far better off if
earnings were retained only to expand the high-return busi ness,
wth the bal ance paid in dividends or used to repurchase stock
(an action that increases the owners’ interest in the exceptional
busi ness whil e sparing themparticipation in subpar busi nesses).
Manager s of high-return busi nesses who consi stently enpl oy nuch
of the cash thrown off by those busi nesses in other ventures wth
lowreturns shoul d be held to account for those allocation
deci sions, regardl ess of how profitable the overall enterprise
is.

Nothing in this discussion is intended to argue for
di vi dends that bounce around fromquarter to quarter wth each
wggle in earnings or in investnent opportunities. Sharehol ders
of public corporations understandably prefer that dividends be
consi stent and predictable. Paynents, therefore, shoul d reflect
| ong-termexpectations for both earnings and returns on
increnental capital. S nce the |ong-termcorporate outl ook
changes only infrequently, dividend patterns shoul d change no
nore often. But over tine distributabl e earnings that have been
w t hhel d by nanagers shoul d earn their keep. [If earnings have
been unwisely retained, it is likely that nanagers, too, have
been unwi sel y retai ned.

Let’s nowturn to Berkshire Hat hanay and exanine how t hese
dividend principles apply toit. Hstorically, Berkshire has
earned wel |l over market rates on retai ned earnings, thereby
creating over one dollar of narket val ue for every dol | ar
retained. Uhder such circunstances, any distribution woul d have
b(negjnl contrary to the financial interest of sharehol ders, |arge or
S .

In fact, significant distributions in the early years night
have been disastrous, as a review of our starting position wl |
show you. Charlie and | then controlled and nanaged t hree
conpani es, Berkshire Hathaway Inc., Dversified Retailing
Gonpany, Inc., and B ue Chip Sanps (all now nerged into our
present operation). Bue Chip paid only a snall dividend,
Berkshire and CRC paid nothing. |f, instead, the conpani es had
paid out their entire earnings, we al nost certainly woul d have no
earnings at all now- and perhaps no capital as well. The three
conpani es each originally nmade their noney froma single
busi ness: (1) textiles at Berkshire; (2) departnent stores at
Dversified; and (3) trading stanps at B ue Chip. These
corner stone busi nesses (carefully chosen, it shoul d be noted, by
your Chai rnan and M ce Chai rnan) have, respectively, (1) survived
but earned al nost nothing, (2) shriveled in size while incurring
large |l osses, and (3) shrunk in sales volune to about 5%its size



at the tine of our entry. (Wo says “you can't lose ‘emall”?)
nly by coomtting avail abl e funds to nuch better businesses were
we able to overcone these origins. (It’'s been |ike overconming a
msspent youth.) Qearly, diversification has served us well.

V& expect to continue to diversify while al so supporting the
growt h of current operations though, as we' ve poi nted out, our
returns fromthese efforts wll surely be bel ow our historical
returns. But as long as prospective returns are above the rate
required to produce a dollar of narket val ue per dollar retained,
we Wil continue to retain all earnings. Should our estinate of
future returns fall belowthat point, we wll distribute all
unrestricted earnings that we believe can not be effectively
used. In nmaking that judgnent, we wll ook at both our
historical record and our prospects. Because our year-to-year
results are inherently volatile, we believe a five-year rolling
average to be appropriate for judging the historical record.

Qur present plan is to use our retained earnings to further
build the capital of our insurance conpanies. Mst of our
conpetitors are in weakened financia condition and reluctant to
expand substantially. Yet large prenmiumvol une gains for the
industry are inminent, anounting probably to well over $15
billionin 1985 versus less than $5 billion in 1983. These
ci rcunst ances coul d produce naj or anounts of profitabl e busi ness
for us. { course, this result is no sure thing, but prospects
for it are far better than they have been for nmany years.

M scel | aneous

This is the spot where each year | run ny snal |l “busi ness
wanted” ad. In 1984 John Loonis, one of our particularly
knowl edgeabl e and al ert sharehol ders, cane up with a conpany that
net all of our tests. Ve immediately pursued this idea, and only
a chance conplication prevented a deal. Snce our ad is pulling,
we Wil repeat it in precisely last year’s form

V& prefer:

(1) large purchases (at least $5 million of after-tax
ear ni ngs),

(2) denonstrated consistent earning power (future
projections are of little interest to us, nor are
“turn-around’ situations),

(3) businesses earning good returns on equity while
enploying little or no debt,

(4) rmanagenent in place (we can't supply it),

(5) sinple businesses (if there's lots of technol ogy, we
won't understand it),

(6) an offering price (we don't want to waste our tine or
that of the seller by talking, even prelimnarily,
about a transaction when price i s unknown).

VW wll not engage in unfriendly takeovers. Ve can pronise
conpl ete confidentiality and a very fast answer - custonarily
within five mnutes - as to whether we're interested. V& prefer
to buy for cash, but wll consider issuance of stock when we
receive as nuch in intrinsic business value as we give. Ve
invite potential sellers to check us out by contacting peopl e
with whomwe have done business in the past. For the right
busi ness - and the right people - we can provide a good hone.

* * *

Arecord 97.2%of all eligible shares participated in
Berkshi re’ s 1984 shar ehol der-desi gnated contri buti ons program
Total contributions nade through this programwere $3, 179, 000,
and 1,519 charities were recipients. Qur proxy naterial for the
annual neeting will allowyou to cast an advisory vote expressi ng
your views about this program- whether you think we shoul d
continue it and, if so, at what per-share level. (You nay be
interested to learn that we were unable to find a precedent for
an advi sory vote in whi ch nanagenent seeks the opini ons of
sharehol ders about owner-rel ated corporate policies. Mnagers
who put their trust in capitalismseemin no hurry to put their
trust in capitalists.)

V¢ urge new sharehol ders to read the description of our
shar ehol der - desi gnat ed contri buti ons programthat appears on
pages 60 and 61. If you wish to participate in future prograns,
we strongly urge that you i medi atel y nake sure that yo