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			Praise for 
Dear Shareholder

			“Little has been written about CEOs’ letters to shareholders. In Dear Shareholder, Lawrence Cunningham pulls together the best excerpts from the best letters. He demonstrates the qualities of superior letters, and the ones he has excerpted illustrate what makes for a successful company and a great CEO. There’s much to be learned from this volume.”

			—Howard Marks, Director and Co-Chairman, Oaktree Capital & Author, The Most Important Thing and Mastering the Market Cycle

			“Want to know how the best CEOs in the business think? Dear Shareholder is your cheat sheet. Larry Cunningham has distilled the lessons buried in the annual letters of the most successful CEOs of our generation to bring us a treasure of timeless, common-sense principles for business, management and capital allocation (a surprisingly uncommon trifecta).”

			—Robert Robotti, President, Robotti & Co.

			“Dear Shareholder is an invaluable curation of the finest shareholder letters, a treasure trove for current and aspiring investors and CEOs, and for anyone on the lookout for exceptional capital allocators. The clarity and concision of these letters correlates highly with extraordinary returns and will delight any reader intrigued by (very) long-term value creation.”

			—Will Thorndike, Author, The Outsiders: Eight Unconventional CEOs and Their Radically Rational Blueprint for Success

			“Dear Shareholder provides a collection of invaluable lessons and insights from the world’s savviest wealth-creating CEOs. Lawrence Cunningham delivers a curated classic that is both bingeworthy and a permanent addition to any investor’s library.”

			—Lauren C. Templeton, President, Templeton & Phillips Capital Management & Author, Investing The Templeton Way

			“It’s usually the case that ‘Those who can do, while those who can’t, teach or write.’ Not so here. Of course, Warren Buffett, Prem Watsa, Tom Gayner and others have been unquestionably successful. But they have also been able to write about that success, and therefore to teach. And Lawrence Cunningham’s excellent selection, arrangement and commentary on their shareholder letters make their lessons accessible and digestible for the rest of us.”

			—Guy Spier, Author, The Education of a Value Investor

			“In Dear Shareholder, Cunningham has curated some of the very best writing on business and leadership, ranging from the highest profile executives to thoughtful, less well-known stars. Housing this compendium in one volume is convenient and rich with wisdom.”

			—Ted Seides, Host, Capital Allocators Podcast

			“Lawrence Cunningham has put together another excellent book, a collection of letters by CEOs, the limited few, who are not only good operators, but also good asset allocators, i.e., value investors. Dear Shareholder is a must-read for anyone looking to understand those CEOs who know how to manage to create value and make their companies attractive to those who seek value creation. They are defined by these character traits: integrity, humility, discipline, patience, and long-term perspective.”

			—Prof. George Athanassakos, Ben Graham Chair in Value Investing, Ivey Business School, Western University, London, Ontario, Canada

			“Lawrence Cunningham was the first to distill the wisdom of Warren Buffett’s letters in his ground-breaking Essays of Warren Buffett. Now he analyzes and extracts important information from the letters of other financial legends. Incorporating these cultural and leadership insights will surely boost your strategic IQ and your investment returns.”

			—Laura Rittenhouse, CEO, Rittenhouse Rankings, Inc. & Author, Investing Between the Lines: How to Make Smarter Decisions By Decoding CEO Communications

			“Lawrence Cunningham forever changed my life with a simple insight: The best way to learn about business is to read the letters of its greatest practitioners. Larry’s book, The Essays of Warren Buffett, is a master class in finance that inspired a generation of value investors. His newest offering, Dear Shareholder, channels legendary CEOs to teach us valuable lessons about management, leadership and corporate stewardship. Future titans of industry should begin their business education with this book.”

			—Jeff Gramm, Author, Dear Chairman: Boardroom Battles and the Rise of Shareholder Activism

			“Shareholder letters are a unique keyhole into the business world. Professor Cunningham, the master curator behind The Essays of Warren Buffett, works his magic again in this inspired collection of the best letters.”

			—Jacob L. Taylor, Host, Five Good Questions & Author, The Rebel Allocator

		

	
		
			Dear Shareholder

			Lawrence A. Cunningham is a business law professor and consultant based in New York City and Washington DC. Among his critically acclaimed books are The Essays of Warren Buffett; Berkshire Beyond Buffett; Quality Investing; and The AIG Story. A member of the George Washington University faculty, he is the Founding Director of GW in New York, an intensive training program for aspiring Wall Street lawyers. A graduate of the University of Delaware and Cardozo Law School and former deal lawyer at Cravath, Swaine & Moore, Cunningham consults on corporate governance and has served on several boards, both private and public, currently including Constellation Software Inc. He also serves on the Dean’s Advisory Council of the University of Delaware College of Business and is a Trustee of the Museum of American Finance. In 2018, the National Association of Corporate Directors (NACD) awarded Cunningham with the 2018 Kenneth West Lifetime Achievement Award.
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			Preface

			It was 1987 when I began studying shareholder letters. The more I read, the more I realized that the best ones tell a story about a company, and if you read those over time, that story unfolds much like a good book. Reading a company’s letters, I got to know its corporate culture, as well as the personality of its leaders.

			In the 1990s, I studied Warren Buffett’s letters to Berkshire Hathaway shareholders. I was so intrigued, I invited him to my university for a symposium on the topic. In 1996, I met Buffett and edited The Essays of Warren Buffett: Lessons for Corporate America. That collection is now in its fifth edition. Thus began my journey into the fascinating world of shareholder letters.

			I started reading the letters in earnest from all kinds of companies. To this day, I still have glossy print versions of valuable classics, such as those of Roberto Goizueta to the shareholders of Coca-Cola. In this book, I have assembled selections from the best in the genre, starting with Buffett and Goizueta, along with executives from fourteen other companies.

			In addition to applying more typical analytical filters, sophisticated investors use shareholder letters as a screen for prospective investments.1 Unlike almost everything else a public company discloses, shareholder letters are optional and unregulated. Virtually all other materials in periodic company reports are structured by accounting principles and securities regulations and are required by law. The flexibility of the shareholder letter allows managers to personalize their message and illuminate company values. Savvy investors therefore scrutinize these writings for business insight, as well as wit, wisdom, and foresight. 

			In recent years, shareholder letters have garnered greater interest. In 2013, The New York Times noted that the very best shareholder letters “are eagerly consumed not only by shareholders but also by interested observers.”2 In 2016, The New Yorker declared the field a “literary genre,” stressing styles of prose and strategies of repetition evoking Gertrude Stein.3 

			One researcher read 3,000 shareholder letters covering a single year;4 another opened a consultancy to advise writers on important elements such as candor and clarity;5 and several observers have compiled selective lists to highlight particularly worthy letters.6 Almost all lists lead with Buffett, before then citing other great CEOs from the last 40 years and up to the present day. These lists influenced the selection of the letter writers chosen for this collection. 

			And while many corporate leaders have written books or memoirs reflecting on their views, none of the managers featured here have done so. They favor the medium of the shareholder letter to serve that function, addressing all the important topics businesses face. That’s where this book comes in: the best shareholder letters represent the very best in business writing. There is simply no more authoritative source than CEOs on subjects ranging from leadership and management to capital allocation and corporate stewardship. When selectively arranged in a single volume, the letters present the wisdom of an all-star team.

			The best shareholder letters are those that treat readers as business partners, by offering deep insights into a particular company and its business. These writers share their perspectives on core business topics across the spectrum, spanning from general staples of the business school curriculum, such as accounting, economics, and management, to specific challenges facing a company, from competitive strategy and innovation, to employee morale, and executive succession. 

			Outstanding shareholder letters are well-written, honest, and consistently focused. They reveal the good, the bad, and the awful, not ducking hard problems. They embrace long-term thinking, manifested by charting results over long periods of time, which means acknowledging tough patches put in the context of stronger returns over longer time spans.

			In this collection, I have selected not only the best writers in the genre, but also the best excerpts from their total output. The letters are organized by company and, within companies, chronologically. Such chronology allows us to see each writer progress over time, as they address changing conditions. 

			There are a few exceptions to the chronological ordering, when multiple letters addressing a particular recurring topic are best read together. The chief examples are for those CEOs who repeatedly report on the perennial topics of share buybacks and dividends. Selections from their letters on these topics are placed at the end of their respective chapter.

			While covering many decades and diverse subjects, the writers all address certain fundamental themes. These themes form the central topics of this collection and are as follows:

			Company History—Culture, Principles, Strategy, Moats

			In this collection, letters almost always include perspective on the company’s history, an important context for readers to understand the business. Some of these managers believe in guiding principles, others in corporate culture, while a few are more skeptical of such ideas. All tend to discuss strategy and competitive advantages, as tailored to their particular businesses. Many classify their long-term vision as a competitive advantage, and a wide variety of other “moats” include product and customer diversification, and economies of scale.

			Long-Term—No Quarterly Guidance

			Above all, these executives hold fast to a long-term horizon. They are not focused on the current quarter or year: they are in it for the long term and seek the same from their employees and shareholders. Search their letters in this compendium and you’ll find “long term” mentioned far more frequently than “quarterly.” They eschew conference calls and earnings guidance, preferring to speak mostly through their shareholder letters.

			Capital Allocation—Buybacks, Dividends, Investing

			Capital allocation refers to how each corporate dollar is allocated among the many possible uses, including reinvesting in existing businesses, acquiring new businesses, repurchasing shares and paying dividends. The ideal overall allocation is the one that puts each dollar to its most valuable use. Few managers think in such terms but the best do; the very best address topics in their shareholder letters. Many analogize capital allocation to investing, an approach that resonates with shareholders from their own experience. 

			Executives—Compensation, Inside Ownership, Succession

			All the leaders in this group understand the importance of incentives, and a dozen essays address the subject of compensation from different perspectives. Believing strongly in aligning the interests of managers and shareholders, they are big fans of insider ownership of their company’s stock. Many discuss the vital steps of planning for succession.

			Management—Quality, Trust, Conservatism

			The writers in this collection speak of quality and rationality, stressing trust and conservatism. They tend to analyze as opposed to lecture, and to examine mistakes and challenges, rather than laud triumphs or best-cases. These managers often boast tributes to their employees.

			Metrics—Leverage, Liquidity, Value

			The CEOs write a lot about business metrics, informing shareholders of how managers think about their businesses and performance. The writers tend to describe prudent approaches to both leverage and liquidity, disfavoring debt and conserving liquidity, exploring the topics with great subtlety. They favor consistency, using the same metrics year-to-year rather than cherry picking the annual best; if new metrics are introduced, they explain the metrics and reasons for the update. 

			While managers featured in this book appreciate that stock prices are an important barometer of success, most do not view those as the best measure of business value. A half dozen essays in this collection address alternative conceptions of the relationship between stock price and business value. If a writer includes running performance scorecards in their annual letters, they appear at the end of such chapters in this book. On the Dear Shareholder page on the Harriman House website (harriman-house.com/dearshareholder), you can find a PDF of graphs displaying the stock price performance of each featured company over the course of each author’s tenure.

		

	
		
			Introduction

			This collection consists of letters to the shareholders of sixteen companies written by more than twenty different leaders dating back to 1978. Authors and companies are presented in the order of the date of their first letter, and classified into three timeframes: the classic period encompasses letters dating to the 1970s or 1980s; the vintage period those dating from the 1990s; and the contemporary period from the year 2000. 

			Classic

			The classic form of the modern shareholder letter dates to 1978, when Buffett issued a letter to his fellow shareholders at Berkshire. In The Essays of Warren Buffett: Lessons for Corporate America, I arranged the letters thematically, in major categories such as governance, finance, investing, acquisitions, and accounting.

			For Dear Shareholder, instead, I culled a selection of Buffett’s clearest policy statements that have defined Berkshire from its early years. Buffett’s ensuing topics are stock splits, dividends, and buybacks, along with essays about stock market listings and trading spreads, and Berkshire’s dual class recap.  

			What most distinguishes Buffett’s letters to shareholders is not their clarity, candor or wisdom—though these are hallmarks.7 It is rather that they are not letters at all. Each missive, as Buffett calls them, is instead a series of essays: short literary compositions on discrete subjects expounding the author’s viewpoint. The work expresses who Buffett is—a joyous, rational, and astute capitalist. Berkshire is his curated life’s work and alter ego.

			Buffett served for many years on the board of Coca-Cola and Berkshire has long held a large stake in the company. Buffett was attracted by the CEO at the time, Roberto Goizueta, who exuded a shareholder orientation that encourages long-term, large-stakes ownership. Goizueta’s letters hit the underlying themes well, including pioneering discussions of share buybacks and economic profit, as well as essays on the fundamentals of capital allocation, stock prices, and trust. 

			As Buffett came to be known as among the savviest investor-managers in US history, shareholders in other countries sought to identify their version of such a figure. In Canada, an oft-nominated candidate for “Buffett of Canada” has been Prem Watsa, chairman and CEO of Fairfax Financial Holdings. He has been writing exuberant, witty and owner-oriented letters to the shareholders of Fairfax Financial since 1985.8 

			Early letters show Watsa’s admiration of Buffett, a view reflected substantively in Fairfax’s principles and practices. Watsa is also a fan of Goizueta, who he singles out along with other influential figures, such as Ben Graham on conservatism, Hyman Minsky on prudence, and Henry Singleton on share buybacks. Watsa’s penetrating commentary includes explanations of how Fairfax’s dual class capital structure is a competitive advantage and how the company has achieved extremely low share turnover.

			Leucadia National’s founders, Ian Cumming and Joe Steinberg, spent four decades scouring the world for deeply undervalued businesses to acquire, fix, and then either keep or sell. They repeated the process across the globe in diverse industries, with great returns to a loyal shareholder base. Their letters ran the gamut, with early statements of guiding principles updated by lessons learned over the years.

			Towards the end of their impressive careers, Cumming and Steinberg arranged an innovative transition for Leucadia. In 2013, Leucadia merged with Jefferies, an investment bank headed by Rich Handler and Brian Friedman. These successors have risen to the challenge of sustaining Leucadia, in both business operations and shareholder cultivation, including by composing shareholder letters worthy of their predecessors. They say they are “shareholders first, second and third.” Their letters reveal this shareholder orientation through topics ranging from patience and trust, to liquidity and opportunism.

			Vintage 

			During the 1990s, a few more notable CEOs followed in Buffett’s classic tradition. Among them was Don Graham of Washington Post Co., whose family company was strongly influenced by Buffett’s presence as a substantial shareholder and board member for many decades. 

			The Grahams of Washington are a family dynasty, the proud owners and operators of The Washington Post Co. and its flagship newspaper, led for decades by the famous Kay Graham and her son Don. Don’s earnest letters evince his scholarly, civic-minded and avuncular style. In seamless fashion, the letters chronicle Kay handing the baton to Don, which he carried for two decades. Then, just as seamlessly, he passed the reins on to his son-in-law, Tim O’Shaughnessy. 

			An exemplary emulator of Buffett emerged at Markel Corporation, where a group of executives, ultimately led by current CEO Tom Gayner, committed to a business model much like Berkshire’s. Markel’s letters tackle staples of corporate life from dividends to succession and employee ownership, along with deep dives on investing, corporate culture, and trust. The Markel letters, and Markel itself, reveal roots in those of Berkshire, where it is a large and long-term shareholder; Fairfax, which is a former subsidiary; and The Washington Post, where Gayner has long been a director. 

			A similar provenance can be detected in the letters of Jeff Bezos to Amazon shareholders. Although Amazon has been a unique force of disruption in the global economy, the playbook evidently has clear roots in both Buffett and Graham, from whom Bezos bought The Washington Post newspaper. While Bezos offers deep insight on a wide range of topics from decision-making to corporate culture, the transcendent and profound themes of his letters pivot around a long-term outlook.  

			Contemporary

			Leading off the final group of contributors is Charles Fabrikant, whom Barron’s in 2013 dubbed the “Buffett of Barges.”9 Since 2000, Fabrikant has written lucid and amusing letters to shareholders of SEACOR, a diversified international logistics and shipping company. Fabrikant explains that almost everything he does as CEO of SEACOR is a matter of capital allocation and investing. That certainly applies to the purchase and sale of assets, from individual barges and ships to subsidiaries operating helicopter fleets or transporting cargo across oceans. Fabrikant’s emphasis on the investing aspects of his operations makes a stodgy business sound fascinating, and how he grapples with applicable accounting makes that discipline come alive as well. 

			Next up is Brett Roberts of Credit Acceptance, a challenging business—financing automobile purchases for high-risk customers. His letters have followed an exact outline since 2002. That’s appropriate because the business has been substantially identical throughout that time, even across economic cycles. Bespeaking a rare stability in both business operations and managerial attitude, the letters start with a brief corporate history, then look at how business cycles affect the company’s operations, economic profit, capital allocation, and share buybacks. 

			When Google went public in 2004, founders Larry Page and Sergey Brin published an owner’s manual inspired by that of Berkshire. It contains commentary on fundamental challenges facing public companies, especially how to maintain a long time horizon in a market so focused on stock price. Among other tools, they adopted a dual class capital structure—much like that Fairfax adopted decades earlier—ahead of a wave of adoptions that followed. Google also took an unusual approach in their IPO, setting the price not based on underwriter estimates of market interest, but through an auction that revealed the collective market’s actual appetite. 

			Like Google, when Morningstar went public in 2005, it also adopted the auction approach to pricing shares, agreeing that was fairer to investors than relying on a banker’s hunch. Ever since, CEO Joe Mansueto showed himself to be a champion of shareholders. Clearly a student of Buffett, Mansueto’s letters stress seeing shareholders as owners and explain the company’s strategies in terms of competitive advantages and moats. Mansueto never hosted a quarterly conference call or offered quarterly guidance, but rather posted answers to written questions on the company website. He built up an impressive annual meeting and, of course, wrote engaging annual shareholder letters.    

			Mark Leonard founded Constellation Software Inc. in 1995 and issued its first letter as a public company in 2006. The company acquires, builds and permanently owns hundreds of separately organized software businesses in distinct sectors (called verticals). With acquisitions as a central part of the business model, Constellation is equal parts investor and operator, and Leonard writes accordingly. From both perspectives, Leonard stresses fundamentals with a focus on return on invested capital. In acquisitions, this is promoted by a disciplined value investor approach, a long-term strategy, and rational capital allocation principles. In operations, it is promoted by giving employees the utmost autonomy in a highly decentralized structure, supported by shared best practices across a learning culture.10

			One of the toughest challenges facing contemporary CEOs is connecting to an increasingly diverse and fragmented shareholder base, from passive indexers to demanding activists, and from proponents of sustainability to seekers of shareholder value. Few CEOs have balanced these competing demands as well as Indra K. Nooyi of PepsiCo, as her carefully developed shareholder letters attest. Under the motto “profit with purpose,” she steered the storied company to deliver value for all stakeholders and all shareholder types. 

			At Alleghany Corporation, CEO Weston Hicks penned his first solo letter to shareholders in 2007. Like Berkshire—as well as Fairfax and Markel—Alleghany is an insurance company with a substantial investment portfolio, both minority interests in public companies and controlling or whole interests in subsidiaries. By temperament and role, Hicks is a quintessential investor, and communicates to fellow shareholders as one of them. As Andrew Bary wrote in a 2016 Barron’s article, Alleghany’s “record hasn’t gotten a lot of reward on Wall Street” and “Hicks isn’t an attention seeker.”11 But “like Buffett,” he added, “Hicks pens an honest and insightful shareholder letter.” 

			IBM, the century-plus old driver of business technology, continues to reinvent itself for the age of data analytics, as told by the impassioned shareholder letters of CEO Virginia (Ginni) Rometty. IBM remains at the forefront of business technology, helping to redefine commercial practice as well as shape social norms. Innovation is the watchword, along with responsible stewardship of dramatic technological change, particularly concerning artificial intelligence (AI). Rometty explains that AI is not the dark corner of science fiction about runaway machines, but rather a tool to augment human intelligence. 

			Finally, the newest member of this collection’s group is Robert Keane of Cimpress, a manufacturer of customized business promotional items. He says he wishes he’d learned much earlier in his career the importance of capital allocation. Before 2015, Robert’s annual letters were brief, following a common practice at many public companies. They focused on year-end financials and were one page long. Since then, he has written about the vital principles of capital allocation and investment, but with some sophisticated refinements of related measurement tools, particularly intrinsic value per share and steady-state cash flow.

			*     *     *

			Returning to the classic conception of the shareholder letter, Warren Buffett wrote in his 1979 letter as follows:

			When you receive a communication from us, it will come from the fellow you are paying to run the business. Your Chairman has a firm belief that owners are entitled to hear directly from the CEO as to what is going on and how he evaluates the business, currently and prospectively. You would demand that in a private company; you should expect no less in a public company.

			Core features underlying this conception of the shareholder letter distinguish the extraordinary from the rest. They are the hallmarks of those chosen for this collection: direct, insightful and frank evaluations from managers, who see their roles as stewards of owner capital.

		

	
		
			Technical Note

			In excerpting materials, the goal was to be accessible to readers and faithful to writers. On balance, that meant precise transcription with two main qualifications: omitting notations of omissions by ellipses and dividing some lengthy paragraphs into several shorter ones without notation.

			Most company excerpts draw at least one entry from every year, but not always, and there is no indication of this, except that the year will be missing. For each theme that runs through both each company’s letter and across this book as a whole, I have inserted a uniform set of subheadings throughout. Those subheadings, noted in the Preface, are restated here. A separate ‘theme index’ toward the back of the book identifies the corresponding page numbers where these themes are discussed.
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			Part One

			CLASSIC

		

	
		
			Chapter One

			Warren Buffett

			Berkshire Hathaway

			Warren Buffett is the dean of shareholder cultivation and prince of the shareholder letter. Buffett consciously embraced the need for such outreach when running his partnership, beginning in 1956. He committed considerable effort to it from the 1970s, after taking the helm at Berkshire Hathaway, a public company. The 1978 letter was the first masterpiece and since then, to the present, Buffett’s annual letters have stood above all others as the most influential.12

			As the gold standard in the shareholder letter genre, people wonder what most distinguishes Buffett’s annual missive to Berkshire shareholders. Clarity, wit and rationality are hallmarks to emulate, along with how Buffett personally pens lengthy sections to read more as literary essays than corporate communications. 

			But these attractive qualities are products of a deeper distinction that holds the greatest value. Every Buffett communiqué has a particular motivation: to attract shareholders and colleagues—including sellers of businesses—who endorse his unique philosophy. Tenets include fundamental business analysis, old-fashioned valuation methods, and a long time horizon.

			A recurring motif of Buffett’s writing is the classic rhetorical practice of disagreement. Buffett recites conventional wisdom along with multiple reasons why it is inaccurate or incomplete. He then differentiates Berkshire with themes like autonomy, permanence, and trust. 

			A popular way to study these gems is my annotated collection, The Essays of Warren Buffett: Lessons for Corporate America. The selections that follow, drawn from that collection, concentrate solely on the most salient examples of Buffett’s portrait of his company, as one catering to long-term committed owners. After explaining why he chose that profile, topics include stock splits, dividends and share buybacks, stock market listings and spreads, and Berkshire’s dual class recap. Selections appear, as with most other essays in this book, not in thematic sequence but in chronological order.

			1979

			Seeking Quality 

			In some ways, our shareholder group is a rather unusual one, and this affects our manner of reporting to you. For example, at the end of each year about 98% of the shares outstanding are held by people who also were shareholders at the beginning of the year. Therefore, in our annual report we build upon what we have told you in previous years instead of restating a lot of material. You get more useful information this way, and we don’t get bored. 

			Furthermore, perhaps 90% of our shares are owned by investors for whom Berkshire is their largest security holding, very often far and away the largest. Many of these owners are willing to spend a significant amount of time with the annual report, and we attempt to provide them with the same information we would find useful if the roles were reversed.

			In contrast, we include no narrative with our quarterly reports. Our owners and managers both have very long time-horizons in regard to this business, and it is difficult to say anything new or meaningful each quarter about events of long-term significance.

			But when you do receive a communication from us, it will come from the fellow you are paying to run the business. Your Chairman has a firm belief that owners are entitled to hear directly from the CEO as to what is going on and how he evaluates the business, currently and prospectively. You would demand that in a private company; you should expect no less in a public company. A once-a-year report of stewardship should not be turned over to a staff specialist or public relations consultant who is unlikely to be in a position to talk frankly on a manager-to-owner basis.

			We feel that you, as owners, are entitled to the same sort of reporting by your managers as we feel is owed to us at Berkshire Hathaway by managers of our business units. Obviously, the degree of detail must be different, particularly where information would be useful to a business competitor or the like. But the general scope, balance, and level of candor should be similar. We don’t expect a public relations document when our operating managers tell us what is going on, and we don’t feel you should receive such a document.

			In large part, companies obtain the shareholder constituency that they seek and deserve. If they focus their thinking and communications on short-term results or short-term stock market consequences they will, in large part, attract shareholders who focus on the same factors. And if they are cynical in their treatment of investors, eventually that cynicism is highly likely to be returned by the investment community. 

			Phil Fisher, a respected investor and author, once likened the policies of the corporation in attracting shareholders to those of a restaurant attracting potential customers. A restaurant could seek a given clientele—patrons of fast foods, elegant dining, Oriental food, etc.—and eventually obtain an appropriate group of devotees. If the job were expertly done, that clientele, pleased with the service, menu, and price level offered, would return consistently. But the restaurant could not change its character constantly and end up with a happy and stable clientele. If the business vacillated between French cuisine and take-out chicken, the result would be a revolving door of confused and dissatisfied customers.

			So it is with corporations and the shareholder constituency they seek. You can’t be all things to all [people], simultaneously seeking different owners whose primary interests run from high current yield to long-term capital growth to stock market pyrotechnics, etc.

			The reasoning of managements that seek large trading activity in their shares puzzles us. In effect, such managements are saying that they want a good many of the existing clientele continually to desert them in favor of new ones—because you can’t add lots of new owners (with new expectations) without losing lots of former owners. 

			We much prefer owners who like our service and menu and who return year after year. It would be hard to find a better group to sit in the Berkshire Hathaway shareholder “seats” than those already occupying them. So we hope to continue to have a very low turnover among our owners, reflecting a constituency that understands our operation, approves of our policies, and shares our expectations. And we hope to deliver on those expectations.

			1983

			Stock Splits

			We are often asked why Berkshire does not split its stock. The assumption behind this question usually appears to be that a split would be a pro-shareholder action. We disagree. Let me tell you why.

			One of our goals is to have Berkshire Hathaway stock sell at a price rationally related to its intrinsic business value. (But note “rationally related,” not “identical”: if well-regarded companies are generally selling in the market at large discounts from value, Berkshire might well be priced similarly.) The key to a rational stock price is rational shareholders, both current and prospective. 

			If the holders of a company’s stock and/or the prospective buyers attracted to it are prone to make irrational or emotion based decisions, some pretty silly stock prices are going to appear periodically. Manic-depressive personalities produce manic-depressive valuations. Such aberrations may help us in buying and selling the stocks of other companies. But we think it is in both your interest and ours to minimize their occurrence in the market for Berkshire.

			To obtain only high quality shareholders is no cinch. Mrs. Astor could select her 400, but anyone can buy any stock. Entering members of a shareholder “club” cannot be screened for intellectual capacity, emotional stability, moral sensitivity or acceptable dress. Shareholder eugenics, therefore, might appear to be a hopeless undertaking.

			In large part, however, we feel that high quality ownership can be attracted and maintained if we consistently communicate our business and ownership philosophy—along with no other conflicting messages—and then let self selection follow its course. For example, self selection will draw a far different crowd to a musical event advertised as an opera than one advertised as a rock concert—even though anyone can buy a ticket to either.

			Through our policies and communications—our “advertisements”—we try to attract investors who will understand our operations, attitudes and expectations. (And, fully as important, we try to dissuade those who won’t.) We want those who think of themselves as business owners and invest in companies with the intention of staying a long time. And, we want those who keep their eyes focused on business results, not market prices.

			Investors possessing those characteristics are in a small minority, but we have an exceptional collection of them. I believe well over 90%—probably over 95%—of our shares are held by those who were shareholders of Berkshire five years ago. And I would guess that over 95% of our shares are held by investors for whom the holding is at least double the size of their next largest. Among companies with at least several thousand public shareholders and more than $1 billion of market value, we are almost certainly the leader in the degree to which our shareholders think and act like owners. Upgrading a shareholder group that possesses these characteristics is not easy.

			Were we to split the stock or take other actions focusing on stock price rather than business value, we would attract an entering class of buyers inferior to the exiting class of sellers. Would a potential one-share purchaser be better off if we split 100 for 1 so he could buy 100 shares? Those who think so and who would buy the stock because of the split or in anticipation of one would definitely downgrade the quality of our present shareholder group. 

			(Could we really improve our shareholder group by trading some of our present clear-thinking members for impressionable new ones who, preferring paper to value, feel wealthier with nine $10 bills than with one $100 bill?) People who buy for non-value reasons are likely to sell for non-value reasons. Their presence in the picture will accentuate erratic price swings unrelated to underlying business developments.

			We will try to avoid policies that attract buyers with a short-term focus on our stock price and try to allow policies that attract informed long-term investors focusing on business values. Just as you purchased your Berkshire shares in a market populated by rational informed investors, you deserve a chance to sell—should you ever want to—in the same kind of market. We will work to keep it in existence.

			One of the ironies of the stock market is the emphasis on activity. Brokers, using terms such as “marketability” and “liquidity”, sing the praises of companies with high share turnover (those who cannot fill your pocket will confidently fill your ear). But investors should understand that what is good for the croupier is not good for the customer. A hyperactive stock market is the pickpocket of enterprise.

			For example, consider a typical company earning, say, 12% on equity. Assume a very high turnover rate in its shares of 100% per year. If a purchase and sale of the stock trades at book value, the owners of our hypothetical company will pay, in aggregate, 2% of the company’s net worth annually for the privilege of transferring ownership. This activity does nothing for the earnings of the business, and means that 1/6 of them are lost to the owners through the “frictional” cost of transfer.

			(We are aware of the pie-expanding argument that says that such activities improve the rationality of the capital allocation process. We think that this argument is specious and that, on balance, hyperactive equity markets subvert rational capital allocation and act as pie shrinkers. Adam Smith felt that all non-collusive acts in a free market were guided by an invisible hand that led an economy to maximum progress; our view is that casino-type markets and hair-trigger investment management act as an invisible foot that trips up and slows down a forward-moving economy.)

			Contrast the hyperactive stock with Berkshire. The bid-and-ask spread in our stock currently is about 30 points, or a little over 2%. Depending on the size of the transaction, the difference between proceeds received by the seller of Berkshire and cost to the buyer may range downward from 4% (in trading involving only a few shares) to perhaps 1–1/2% (in large trades where negotiation can reduce both the market-maker’s spread and the broker’s commission). Because most Berkshire shares are traded in fairly large transactions, the spread on all trading probably does not average more than 2%.

			Meanwhile, true turnover in Berkshire stock (excluding inter-dealer transactions, gifts and bequests) probably runs 3% per year. Thus our owners, in aggregate, are paying perhaps 6/100 of 1% of Berkshire’s market value annually for transfer privileges. By this very rough estimate, that’s $900,000—not a small cost, but far less than average. Splitting the stock would increase that cost, downgrade the quality of our shareholder population, and encourage a market price less consistently related to intrinsic business value. We see no offsetting advantages. 

			1984

			Dividends

			Dividend policy is often reported to shareholders, but seldom explained. A company will say something like, “Our goal is to pay out 40% to 50% of earnings and to increase dividends at a rate at least equal to the rise in the CPI”. And that’s it—no analysis will be supplied as to why that particular policy is best for the owners of the business. Yet, allocation of capital is crucial to business and investment management. Because it is, we believe managers and owners should think hard about the circumstances under which earnings should be retained and under which they should be distributed.

			The first point to understand is that all earnings are not created equal. In many businesses—particularly those that have high asset/profit ratios—inflation causes some or all of the reported earnings to become ersatz. The ersatz portion—let’s call these earnings “restricted”—cannot, if the business is to retain its economic position, be distributed as dividends. Were these earnings to be paid out, the business would lose ground in one or more of the following areas: its ability to maintain its unit volume of sales, its long-term competitive position, its financial strength. No matter how conservative its payout ratio, a company that consistently distributes restricted earnings is destined for oblivion unless equity capital is otherwise infused.

			Restricted earnings are seldom valueless to owners, but they often must be discounted heavily. In effect, they are conscripted by the business, no matter how poor its economic potential. (This retention-no-matter-how-unattractive-the-return situation was communicated unwittingly in a marvelously ironic way by Consolidated Edison a decade ago. At the time, a punitive regulatory policy was a major factor causing the company’s stock to sell as low as one-fourth of book value: i.e., every time a dollar of earnings was retained for reinvestment in the business, that dollar was transformed into only 25¢ of market value. But, despite this gold-into-lead process, most earnings were reinvested in the business rather than paid to owners. Meanwhile, at construction and maintenance sites throughout New York, signs proudly proclaimed the corporate slogan, “Dig We Must”.)

			Restricted earnings need not concern us further in this dividend discussion. Let’s turn to the much-more-valued unrestricted variety. These earnings may, with equal feasibility, be retained or distributed. In our opinion, management should choose whichever course makes greater sense for the owners of the business.

			This principle is not universally accepted. For a number of reasons managers like to withhold unrestricted, readily distributable earnings from shareholders—to expand the corporate empire over which the managers rule, to operate from a position of exceptional financial comfort, etc. But we believe there is only one valid reason for retention. Unrestricted earnings should be retained only when there is a reasonable prospect—backed preferably by historical evidence or, when appropriate, by a thoughtful analysis of the future—that for every dollar retained by the corporation, at least one dollar of market value will be created for owners. This will happen only if the capital retained produces incremental earnings equal to, or above, those generally available to investors.

			To illustrate, let’s assume 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 more 10% bonds with identical terms: i.e., a perpetual life and coupons offering the same cash-or-reinvest options. 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 could instead choose would be worth considerably more than 100¢ on the dollar. Under these circumstances, the investor wanting to get his hands on cash should take his coupon in additional bonds and then immediately sell them. By doing that, he would realize more cash than if he had taken his coupon directly in cash. Assuming all bonds were held by rational investors, no one would opt for cash in an era of 5% interest, not even those bondholders needing cash for living purposes.

			If, however, interest rates were 15%, no rational investor would want his money invested for him at 10%. Instead, the investor would choose to take his coupon in cash, even if his personal cash needs were nil. The opposite course—reinvestment of the coupon—would give an investor additional bonds with market value far less than the cash he could have elected. If he should want 10% bonds, he can simply take the cash received and buy them in the market, where they will be available at a large discount.

			An analysis similar to that made by our hypothetical bondholder is appropriate for owners in thinking about whether a company’s unrestricted earnings should be retained or paid out. Of course, the analysis is much more 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. Owners must guess as to what the rate will average over the intermediate future. However, once an informed guess is made, the rest of the analysis is simple: you should wish your earnings to be reinvested if they can be expected to earn high returns, and you should wish them paid to you if low returns are the likely outcome of reinvestment.

			Many corporate managers reason very much along these lines in determining whether subsidiaries should distribute earnings to their parent company. At that level, the managers have no trouble thinking like intelligent owners. But payout decisions at the parent company level often are a different story. Here managers frequently have trouble putting themselves in the shoes of their shareholder-owners.

			With this schizoid approach, the CEO of a multi-divisional company will instruct Subsidiary A, whose earnings on incremental capital may be expected to average 5%, to distribute all available earnings in order that they may be invested in Subsidiary B, whose earnings on incremental capital are expected to be 15%. The CEO’s business school oath will allow no lesser behavior. 

			But if his own long-term record with incremental capital is 5%—and market rates are 10%—he is likely to impose a dividend policy on shareholders of the parent company that merely follows some historical or industry-wide payout pattern. Furthermore, he will expect managers of subsidiaries to give him a full account as to why it makes sense for earnings to be retained in their operations rather than distributed to the parent-owner. But seldom will he supply his owners with a similar analysis pertaining to the whole company.

			In judging whether managers should retain earnings, shareholders should not simply compare total incremental earnings in recent years to total incremental capital because that relationship may be distorted by what is going on in a core business. During an inflationary period, companies with a core business characterized by extraordinary economics can use small amounts of incremental capital in that business at very high rates of return. But, unless they are experiencing tremendous unit growth, outstanding businesses by definition generate large amounts of excess cash. 

			If a company sinks most of this money in other businesses that earn low returns, the company’s overall return on retained capital may nevertheless appear excellent because of the extraordinary returns being earned by the portion of earnings incrementally invested in the core business. The situation is analogous to a Pro-Am golf event: even if all of the amateurs are hopeless duffers, the team’s best-ball score will be respectable because of the dominating skills of the professional. 

			Many corporations that consistently show good returns both on equity and on overall incremental capital have, indeed, employed a large portion of their retained earnings on an economically unattractive, even disastrous, basis. Their marvelous core businesses, however, whose earnings grow year after year, camouflage repeated failures in capital allocation elsewhere (usually involving high-priced acquisition of businesses that have inherently mediocre economics). The managers at fault periodically report on the lesson they have learned from the latest disappointment. They then usually seek out future lessons. (Failure seems to go to their heads.)

			In such cases, shareholders would be far better off if earnings were retained only to expand the high-return business, with the balance paid in dividends or used to repurchase stock (an action that increases the owners’ interest in the exceptional business while sparing them participation in subpar businesses). Managers of high-return businesses who consistently employ much of the cash thrown off by those businesses in other ventures with low returns should be held to account for those allocation decisions, regardless of how profitable the overall enterprise is.

			Nothing in this discussion is intended to argue for dividends that bounce around from quarter to quarter with each wiggle in earnings or in investment opportunities. Shareholders of public corporations understandably prefer that dividends be consistent and predictable. Payments, therefore, should reflect long-term expectations for both earnings and returns on incremental capital. Since the long-term corporate outlook changes only infrequently, dividend patterns should change no more often. But over time distributable earnings that have been withheld by managers should earn their keep. If earnings have been unwisely retained, it is likely that managers, too, have been unwisely retained. 

			Buybacks

			The companies in which we have our largest investments have all engaged in significant stock repurchases at times when wide discrepancies existed between price and value. As shareholders, we find this encouraging and rewarding for two important reasons—one that is obvious, and one that is subtle and not always understood. The obvious point involves basic arithmetic: major repurchases at prices well below per-share intrinsic business value immediately increase, in a highly significant way, that value. When companies purchase their own stock, they often find it easy to get $2 of present value for $1. Corporate acquisition programs almost never do as well and, in a discouragingly large number of cases, fail to get anything close to $1 of value for each $1 expended.

			The other benefit of repurchases is less subject to precise measurement but can be fully as important over time. By making repurchases when a company’s market value is well below its business value, management clearly demonstrates that it is given to actions that enhance the wealth of shareholders, rather than to actions that expand management’s domain but that do nothing for (or even harm) shareholders. 

			Seeing this, shareholders and potential shareholders increase their estimates of future returns from the business. This upward revision, in turn, produces market prices more in line with intrinsic business value. These prices are entirely rational. Investors should pay more for a business that is lodged in the hands of a manager with demonstrated pro-shareholder leanings than for one in the hands of a self-interested manager marching to a different drummer. 

			The key word is “demonstrated”. A manager who consistently turns his back on repurchases, when these clearly are in the interests of owners, reveals more than he knows of his motivations. No matter how often or how eloquently he mouths some public relations-inspired phrase such as “maximizing shareholder wealth” (this season’s favorite), the market correctly discounts assets lodged with him. His heart is not listening to his mouth—and, after a while, neither will the market.

			1985

			Compensation  

			[W]e use an incentive-compensation system that rewards key managers for meeting targets in their own bailiwicks. We believe good unit performance should be rewarded whether Berkshire stock rises, falls, or stays even. Similarly, we think average performance should earn no special rewards even if our stock should soar. “Performance”, furthermore, is defined in different ways depending upon the underlying economics of the business: in some our managers enjoy tailwinds not of their own making, in others they fight unavoidable headwinds.

			The rewards that go with this system can be large. At our various business units, top managers sometimes receive incentive bonuses of five times their base salary, or more.  We do not put a cap on bonuses, and the potential for rewards is not hierarchical. The manager of a relatively small unit can earn far more than the manager of a larger unit if results indicate he should. We believe, further, that such factors as seniority and age should not affect incentive compensation (though they sometimes influence basic compensation).

			Obviously, all Berkshire managers can use their bonus money (or other funds, including borrowed money) to buy our stock in the market. Many have done just that—and some now have large holdings. By accepting both the risks and the carrying cost that go with outright purchases, these managers truly walk in the shoes of owners.

			In setting compensation, we like to hold out the promise of large carrots, but make sure their delivery is tied directly to results in the area that a manager controls. When capital invested in an operation is significant, we also both charge managers a high rate for incremental capital they employ and credit them at an equally high rate for capital they release.

			Stock Option Pay

			When returns on capital are ordinary, an earn-more-by-putting-up-more record is no great managerial achievement. You can get the same result personally while operating from your rocking chair. Just quadruple the capital you commit to a savings account and you will quadruple your earnings. You would hardly expect hosannas for that particular accomplishment. Yet, retirement announcements regularly sing the praises of CEOs who have, say, quadrupled earnings of their widget company during their reign—with no one examining whether this gain was attributable simply to many years of retained earnings and the workings of compound interest. 

			Many stock options in the corporate world have worked in exactly that fashion: they have gained in value simply because management retained earnings, not because it did well with the capital in its hands. Of course, stock options often go to talented, value-adding managers and sometimes deliver them rewards that are perfectly appropriate. (Indeed, managers who are really exceptional almost always get far less than they should.) But when the result is equitable, it is accidental. Once granted, the option is blind to individual performance. Because it is irrevocable and unconditional (so long as a manager stays in the company), the sluggard receives rewards from his options precisely as does the star. A managerial Rip Van Winkle, ready to doze for ten years, could not wish for a better “incentive” system.

			Despite their shortcomings, options can be appropriate under some circumstances. My criticism relates to their indiscriminate use and, in that connection, I would like to emphasize three points: First, stock options are inevitably tied to the overall performance of a corporation. Logically, therefore, they should be awarded only to those managers with overall responsibility. Managers with limited areas of responsibility should have incentives that pay off in relation to results under their control. 

			Second, options should be structured carefully. Absent special factors, they should have built into them a retained-earnings or carrying-cost factor. Equally important, they should be priced realistically at true business value. 

			Third, I want to emphasize that some managers whom I admire enormously—and whose operating records are far better than mine—disagree with me regarding fixed-price options. They have built corporate cultures that work, and fixed-price options have been a tool that helped them. By their leadership and example, and by the use of options as incentives, these managers have taught their colleagues to think like owners. Such a culture is rare and when it exists should perhaps be left intact—despite inefficiencies and inequities that may infest the option program. “If it ain’t broke, don’t fix it” is preferable to “purity at any price.”

			199813

			Listing

			[We believe our pending listing on the NYSE] will benefit our shareholders. We have two criteria by which we judge what marketplace would be best for Berkshire stock. First, we hope for the stock to consistently trade at a price rationally related to its intrinsic business value. If it does, the investment result achieved by each shareholder will approximate Berkshire’s business result during his period of ownership.

			Such an outcome is far from automatic. Many stocks swing between levels of severe undervaluation and overvaluation. When this happens, owners are rewarded or penalized in a manner wildly at variance with how the business has performed during their period of ownership. We want to avoid such capricious results. Our goal is to have our shareholder-partners profit from the achievements of the business rather than from the foolish behavior of their co-owners.

			Consistently rational prices are produced by rational owners, both current and prospective. All of our policies and communications are designed to attract the business-oriented long-term owner and to filter out possible buyers whose focus is short-term and market-oriented. To date we have been successful in this attempt, and Berkshire shares have consistently sold in an unusually narrow range around intrinsic business value. We do not believe that a NYSE listing will improve or diminish Berkshire’s prospects for consistently selling at an appropriate price; the quality of our shareholders will produce a good result whatever the marketplace. 

			But we do believe that the listing will reduce transaction costs for Berkshire’s shareholders—and that is important. Though we want to attract shareholders who will stay around for a long time, we also want to minimize the costs incurred by shareholders when they enter or exit. In the long run, the aggregate pre-tax rewards to our owners will equal the business gains achieved by the company less the transaction costs imposed by the marketplace—that is, commissions charged by brokers plus the net realized spreads of market-makers. Overall, we believe these transaction costs will be reduced materially by a NYSE listing.

			[T]ransaction costs are very heavy for active stocks, often amounting to 10% or more of the earnings of a public company. In effect, these costs act as a hefty tax on owners, albeit one based on individual decisions to “change chairs” and one that is paid to the financial community rather than to Washington. Our policies and your investment attitude have reduced this “tax” on Berkshire owners to what we believe is the lowest level among large public companies. A NYSE listing should further reduce this cost for Berkshire’s owners by narrowing the market-maker’s spread.

			One final comment: You should clearly understand that we are not seeking a NYSE listing for the purpose of achieving a higher valuation on Berkshire shares. Berkshire should sell, and we hope will sell, on the NYSE at prices similar to those it would have commanded in the over-the-counter market, given similar economic circumstances. The NYSE listing should not induce you to buy or sell; it simply should cut your costs somewhat should you decide to do either.

			*     *     *

			[O]ur primary goal in [the NYSE] listing was to reduce transaction costs, and we believe this goal is being achieved. Generally, the spread between the bid and asked price on the NYSE has been well below the spread that prevailed in the over-the-counter market.

			Henderson Brothers, Inc., the specialist in our shares, is the oldest continuing specialist firm on the Exchange; its progenitor, William Thomas Henderson, bought his seat for $500 on September 8, 1861. (Recently, seats were selling for about $625,000.) Among the 54 firms acting as specialists, HBI ranks second in number of stocks assigned, with 83. We were pleased when Berkshire was allocated to HBI, and have been delighted with the firm’s performance. Jim Maguire, Chairman of HBI, personally manages the trading in Berkshire, and we could not be in better hands.

			In two respects our goals probably differ somewhat from those of most listed companies. First, we do not want to maximize the price at which Berkshire shares trade. We wish instead for them to trade in a narrow range centered at intrinsic business value (which we hope increases at a reasonable—or, better yet, unreasonable—rate).

			Second, we wish for very little trading activity. If we ran a private business with a few passive partners, we would be disappointed if those partners, and their replacements, frequently wanted to leave the partnership. Running a public company, we feel the same way.

			Our goal is to attract long-term owners who, at the time of purchase, have no timetable or price target for sale but plan instead to stay with us indefinitely. We don’t understand the CEO who wants lots of stock activity, for that can be achieved only if many of his owners are constantly exiting. At what other organization—school, club, church, etc.—do leaders cheer when members leave? (However if there were a broker whose livelihood depended upon the membership turnover in such organizations, you could be sure that there would be at least one proponent of activity, as in: “There hasn’t been much going on in Christianity for a while; maybe we should switch to Buddhism next week.”)

			Of course, some Berkshire owners will need or want to sell from time to time, and we wish for good replacements who will pay them a fair price. Therefore we try, through our policies, performance, and communications, to attract new shareholders who understand our operations, share our time horizons, and measure us as we measure ourselves. If we can continue to attract this sort of shareholder—and, just as important, can continue to be uninteresting to those with short-term or unrealistic expectations—Berkshire shares should consistently sell at prices reasonably related to business value. 

			1992

			Seeking Quality 

			Overall, we believe our owner-related policies—including the no-split policy—have helped us assemble a body of shareholders that is the best associated with any widely-held American corporation. Our shareholders think and behave like rational long-term owners and view the business much as [we] do. Consequently, our stock consistently trades in a price range that is sensibly related to intrinsic value.

			Additionally, we believe that our shares turn over far less actively than do the shares of any other widely-held company. The frictional costs of trading—which act as a major “tax” on the owners of many companies—are virtually non-existent at Berkshire. (The market-making skills of Jim Maguire, our New York Stock Exchange specialist, definitely help to keep these costs low.) 

			1996

			Dual Class 

			[We revised our capital structure] in response to the threatened creation of unit trusts that would have marketed themselves as Berkshire look-alikes. In the process, they would have used our past, and definitely nonrepeatable, record to entice naive small investors and would have charged these innocents high fees and commissions.

			I think it would have been quite easy for such trusts to have sold many billions of dollars worth of units, and I also believe that early marketing successes by these trusts would have led to the formation of others. (In the securities business, whatever can be sold will be sold.) The trusts would have meanwhile indiscriminately poured the proceeds of their offerings into a supply of Berkshire shares that is fixed and limited. The likely result: a speculative bubble in our stock. For at least a time, the price jump would have been self-validating, in that it would have pulled new waves of naive and impressionable investors into the trusts and set off still more buying of Berkshire shares.

			Some Berkshire shareholders choosing to exit might have found that outcome ideal, since they could have profited at the expense of the buyers entering with false hopes. Continuing shareholders, however, would have suffered once reality set in, for at that point Berkshire would have been burdened with both hundreds of thousands of unhappy, indirect owners (trustholders, that is) and a stained reputation.

			Our issuance of the B shares not only arrested the sale of the trusts, but provided a low-cost way for people to invest in Berkshire if they still wished to after hearing the warnings we issued. To blunt the enthusiasm that brokers normally have for pushing new issues—because that’s where the money is—we arranged for our offering to carry a commission of only 1-1/2%, the lowest payoff that we have ever seen in common stock underwriting. Additionally, we made the amount of the offering open-ended, thereby repelling the typical IPO buyer who looks for a short-term price spurt arising from a combination of hype and scarcity.

			Overall, we tried to make sure that the B stock would be purchased only by investors with a long-term perspective. Those efforts were generally successful: Trading volume in the B shares immediately following the offering—a rough index of “flipping”—was far below the norm for a new issue. In the end we added about 40,000 shareholders, most of whom we believe both understand what they own and share our time horizons.

			Salomon could not have performed better in the handling of this unusual transaction. Its investment bankers understood perfectly what we were trying to achieve and tailored every aspect of the offering to meet these objectives. The firm would have made far more money—perhaps ten times as much—if our offering had been standard in its make-up. But the investment bankers involved made no attempt to tweak the specifics in that direction. Instead they came up with ideas that were counter to Salomon’s financial interest but that made it much more certain Berkshire’s goals would be reached. 

			1999

			Capital Allocation 

			There is only one combination of facts that makes it advisable for a company to repurchase its shares: First, the company has available funds—cash plus sensible borrowing capacity—beyond the near-term needs of the business and, second, finds its stock selling in the market below its intrinsic value, conservatively-calculated. To this we add a caveat: Shareholders should have been supplied all the information they need for estimating that value. Otherwise, insiders could take advantage of their uninformed partners and buy out their interests at a fraction of true worth. We have, on rare occasions, seen that happen. Usually, of course, chicanery is employed to drive stock prices up, not down.

			The business “needs” that I speak of are of two kinds: First, expenditures that a company must make to maintain its competitive position (e.g., the remodeling of stores at Helzberg’s) and, second, optional outlays, aimed at business growth, that management expects will produce more than a dollar of value for each dollar spent (R. C. Willey’s expansion into Idaho).

			When available funds exceed needs of those kinds, a company with a growth-oriented shareholder population can buy new businesses or repurchase shares. If a company’s stock is selling well below intrinsic value, repurchases usually make the most sense. In the mid-1970s, the wisdom of making these was virtually screaming at managements, but few responded. In most cases, those that did made their owners much wealthier than if alternative courses of action had been pursued. Indeed, during the 1970s (and, spasmodically, for some years thereafter) we searched for companies that were large repurchasers of their shares. This often was a tipoff that the company was both undervalued and run by a shareholder-oriented management.

			That day is past. Now, repurchases are all the rage, but are all too often made for an unstated and, in our view, ignoble reason: to pump or support the stock price. The shareholder who chooses to sell today, of course, is benefitted by any buyer, whatever his origin or motives. But the continuing shareholder is penalized by repurchases above intrinsic value. Buying dollar bills for $1.10 is not good business for those who stick around.

			[I]t appears to us that many companies now making repurchases are overpaying departing shareholders at the expense of those who stay. In defense of those companies, I would say that it is natural for CEOs to be optimistic about their own businesses. They also know a whole lot more about them than I do. However, I can’t help but feel that too often today’s repurchases are dictated by management’s desire to “show confidence” or be in fashion rather than by a desire to enhance per-share value. 

			Sometimes, too, companies say they are repurchasing shares to offset the shares issued when stock options granted at much lower prices are exercised. This “buy high, sell low” strategy is one many unfortunate investors have employed—but never intentionally! Managements, however, seem to follow this perverse activity very cheerfully.

			Of course, both option grants and repurchases may make sense—but if that’s the case, it’s not because the two activities are logically related. Rationally, a company’s decision to repurchase shares or to issue them should stand on its own feet. Just because stock has been issued to satisfy options—or for any other reason—does not mean that stock should be repurchased at a price above intrinsic value. Correspondingly, a stock that sells well below intrinsic value should be repurchased whether or not stock has previously been issued (or may be because of outstanding options).

			You should be aware that, at certain times in the past, I have erred in not making repurchases. My appraisal of Berkshire’s value was then too conservative or I was too enthused about some alternative use of funds. We have therefore missed some opportunities—though Berkshire’s trading volume at these points was too light for us to have done much buying, which means that the gain in our per-share value would have been minimal. (A repurchase of, say, 2% of a company’s shares at a 25% discount from per share intrinsic value produces only a 1/2% gain in that value at most—and even less if the funds could alternatively have been deployed in value-building moves.)

			Some of the letters we’ve received clearly imply that the writer is unconcerned about intrinsic value considerations but instead wants us to trumpet an intention to repurchase so that the stock will rise (or quit going down). If the writer wants to sell tomorrow, his thinking makes sense—for him!—but if he intends to hold, he should instead hope the stock falls and trades in enough volume for us to buy a lot of it. That’s the only way a repurchase program can have any real benefit for a continuing shareholder.

			We will not repurchase shares unless we believe Berkshire stock is selling well below intrinsic value, conservatively calculated. Nor will we attempt to talk the stock up or down. (Neither publicly or privately have I ever told anyone to buy or sell Berkshire shares.) Instead we will give all shareholders—and potential shareholders—the same valuation-related information we would wish to have if our positions were reversed.

			If we do find that repurchases make sense, we will only rarely place bids on the New York Stock Exchange (“NYSE”). Instead, we will respond to offers made directly to us at or below the NYSE bid. If you wish to offer stock, have your broker call [us].

			Please be clear about one point: We will never make purchases with the intention of stemming a decline in Berkshire’s price. Rather we will make them if and when we believe that they represent an attractive use of the Company’s money. At best, repurchases are likely to have only a very minor effect on the future rate of gain in our stock’s intrinsic value.

			2012

			Capital Allocation

			A number of Berkshire shareholders—including some of my good friends—would like Berkshire to pay a cash dividend. It puzzles them that we relish the dividends we receive from most of the stocks that Berkshire owns, but pay out nothing ourselves. So let’s examine when dividends do and don’t make sense for shareholders.

			A profitable company can allocate its earnings in various ways (which are not mutually exclusive). A company’s management should first examine reinvestment possibilities offered by its current business—projects to become more efficient, expand territorially, extend and improve product lines or to otherwise widen the economic moat separating the company from its competitors.

			I ask the managers of our subsidiaries to unendingly focus on moat-widening opportunities, and they find many that make economic sense. But sometimes our managers misfire. The usual cause of failure is that they start with the answer they want and then work backwards to find a supporting rationale. Of course, the process is subconscious; that’s what makes it so dangerous.

			Despite such past miscues, our first priority with available funds will always be to examine whether they can be intelligently deployed in our various businesses. And here we have an advantage: Because we operate in so many areas of the economy, we enjoy a range of choices far wider than that open to most corporations. In deciding what to do, we can water the flowers and skip over the weeds.

			Even after we deploy hefty amounts of capital in our current operations, Berkshire will regularly generate a lot of additional cash. Our next step, therefore, is to search for acquisitions unrelated to our current businesses. Here our test is simple: Do Charlie and I think we can effect a transaction that is likely to leave our shareholders wealthier on a per-share basis than they were prior to the acquisition?

			The third use of funds—repurchases—is sensible for a company when its shares sell at a meaningful discount to conservatively calculated intrinsic value. Indeed, disciplined repurchases are the surest way to use funds intelligently: It’s hard to go wrong when you’re buying dollar bills for 80¢ or less. But never forget: In repurchase decisions, price is all-important. Value is destroyed when purchases are made above intrinsic value. 

			And that brings us to dividends. Here we have to make a few assumptions and use some math. The numbers will require careful reading, but they are essential to understanding the case for and against dividends. So bear with me.

			We’ll start by assuming that you and I are the equal owners of a business with $2 million of net worth. The business earns 12% on tangible net worth—$240,000—and can reasonably expect to earn the same 12% on reinvested earnings. Furthermore, there are outsiders who always wish to buy into our business at 125% of net worth. Therefore, the value of what we each own is now $1.25 million.

			You would like to have the two of us shareholders receive one-third of our company’s annual earnings and have two-thirds be reinvested. That plan, you feel, will nicely balance your needs for both current income and capital growth. So you suggest that we pay out $80,000 of current earnings and retain $160,000 to increase the future earnings of the business. In the first year, your dividend would be $40,000, and as earnings grew and the one-third payout was maintained, so too would your dividend. In total, dividends and stock value would increase 8% each year (12% earned on net worth less 4% of net worth paid out).

			After ten years our company would have a net worth of $4,317,850 (the original $2 million compounded at 8%) and your dividend in the upcoming year would be $86,357. Each of us would have shares worth $2,698,656 (125% of our half of the company’s net worth). And we would live happily ever after—with dividends and the value of our stock continuing to grow at 8% annually.

			There is an alternative approach, however, that would leave us even happier. Under this scenario, we would leave all earnings in the company and each sell 3.2% of our shares annually. Since the shares would be sold at 125% of book value, this approach would produce the same $40,000 of cash initially, a sum that would grow annually. Call this option the “sell-off” approach.

			Under this “sell-off” scenario, the net worth of our company increases to $6,211,696 after ten years ($2 million compounded at 12%). Because we would be selling shares each year, our percentage ownership would have declined, and, after ten years, we would each own 36.12% of the business. Even so, your share of the net worth of the company at that time would be $2,243,540. And, remember, every dollar of net worth attributable to each of us can be sold for $1.25. Therefore, the market value of your remaining shares would be $2,804,425, about 4% greater than the value of your shares if we had followed the dividend approach.

			Moreover, your annual cash receipts from the sell-off policy would now be running 4% more than you would have received under the dividend scenario. Voila!—you would have both more cash to spend annually and more capital value.

			This calculation, of course, assumes that our hypothetical company can earn an average of 12% annually on net worth and that its shareholders can sell their shares for an average of 125% of book value. To that point, the S&P 500 earns considerably more than 12% on net worth and sells at a price far above 125% of that net worth. Both assumptions also seem reasonable for Berkshire, though certainly not assured.

			There also is a possibility that the assumptions will be exceeded. If they are, the argument for the sell-off policy becomes even stronger. Over Berkshire’s history—admittedly one that won’t come close to being repeated—the sell-off policy would have produced results for shareholders dramatically superior to the dividend policy.

			Aside from the favorable math, there are two further—and important—arguments for a sell-off policy. First, dividends impose a specific cash-out policy upon all shareholders. If, say, 40% of earnings is the policy, those who wish 30% or 50% will be thwarted. Our shareholders cover the waterfront in their desires for cash. It is safe to say, however, that a great many of them—perhaps even most of them—are in a net-savings mode and logically should prefer no payment at all.

			The sell-off alternative, on the other hand, lets each shareholder make his own choice between cash receipts and capital build-up. One shareholder can elect to cash out, say, 60% of annual earnings while other shareholders elect 20% or nothing at all. Of course, a shareholder in our dividend-paying scenario could turn around and use his dividends to purchase more shares. But he would take a beating in doing so: He would both incur taxes and also pay a 25% premium to get his dividend reinvested. (Keep remembering, open-market purchases of the stock take place at 125% of book value.)

			The second disadvantage of the dividend approach is of equal importance: The tax consequences for all taxpaying shareholders are inferior—usually far inferior—to those under the sell-off program. Under the dividend program, all of the cash received by shareholders each year is taxed whereas the sell-off program results in tax on only the gain portion of the cash receipts.

			Let me end this math exercise—and I can hear you cheering as I put away the dentist drill—by using my own case to illustrate how a shareholder’s regular disposals of shares can be accompanied by an increased investment in his or her business. For the last seven years, I have annually given away about 4-1/4% of my Berkshire shares. Through this process, my original position of 712,497,000 B equivalent shares (split-adjusted) has decreased to 528,525,623 shares. Clearly my ownership percentage of the company has significantly decreased.

			Yet my investment in the business has actually increased: The book value of my current interest in Berkshire considerably exceeds the book value attributable to my holdings of seven years ago. (The actual figures are $28.2 billion for 2005 and $40.2 billion for 2012.) In other words, I now have far more money working for me at Berkshire even though my ownership of the company has materially decreased.

			2015

			Dividends

			Berkshire truly has an owner base unlike that of any other giant corporation. That fact was demonstrated in spades at last year’s annual meeting, where the shareholders were offered a proxy resolution: “RESOLVED: Whereas the corporation has more money than it needs and since the owners unlike Warren are not multi billionaires, the board shall consider paying a meaningful annual dividend on the shares.”

			The sponsoring shareholder of that resolution never showed up at the meeting, so his motion was not officially proposed. Nevertheless, the proxy votes had been tallied, and they were enlightening. Not surprisingly, the A shares—owned by relatively few shareholders, each with a large economic interest—voted “no” on the dividend question by a margin of 89 to 1. The remarkable vote was that of our B shareholders. They number in the hundreds of thousands—perhaps even totaling one million—and they voted 660,759,855 “no” and 13,927,026 “yes,” a ratio of about 47 to 1.

			Our directors recommended a “no” vote but the company did not otherwise attempt to influence shareholders. Nevertheless, 98% of the shares voting said, in effect, “Don’t send us a dividend but instead reinvest all of the earnings.” To have our fellow owners—large and small—be so in sync with our managerial philosophy is both remarkable and rewarding.

			*     *     *

			Berkshire’s Performance vs. the S&P 500
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			Note: Data are for calendar years with these exceptions: 1965 and 1966, year ended 9/30; 1967, 15 months ended 12/31. Starting in 1979 accounting rules required insurance companies to value the equity securities they hold at market rather than at the lower of cost or market, which was previously the requirement. In this table, Berkshire’s results through 1978 have been restated to conform to the changed rules. In all other respects, the results are calculated using the numbers originally reported. The S&P500 numbers are pre-tax whereas the Berkshire numbers are after-tax. If a corporation such as Berkshire were simply to have owned the S&P500 and accrued the appropriate taxes, its results would have lagged the S&P500 in years when that index showed a positive return, but would have exceeded the S&P500 in years when the index showed a negative return. Over the years, the tax costs would have caused the aggregate lag to be substantial.
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