
 
Chairman Letters 

Notable Notes and Quotes! 
 
 
 

1978 
 
We get excited enough to commit a big percentage of insurance company net worth to equities 
only when we find (1) businesses we can understand, (2) with favorable long-term prospects, (3) 
operated by honest and competent people, and (4) priced very attractively.  We usually can 
identify a small number of potential investments meeting requirements (1), (2) and (3), but (4) 
often prevents action.  For example, in 1971 our total common stock position at Berkshire’s 
insurance subsidiaries amounted to only $10.7 million at cost, and $11.7 million at market.  There 
were equities of identifiably excellent companies available - but very few at interesting prices. (An 
irresistible footnote: in 1971, pension fund managers invested a record 122% of net funds 
available in equities - at full prices they couldn’t buy enough of them.  In 1974, after the bottom 
had fallen out, they committed a then record low of 21% to stocks.) 
 
 

1980 
 
The average return on equity of corporations is fully offset by the combination of the implicit tax 
on capital levied by inflation and the explicit taxes levied both on dividends and gains in value 
produced by retained earnings. 
 
We, of course, have a corporate policy of reinvesting earnings for growth, diversity and strength, 
which has the incidental effect of minimizing the current imposition of explicit taxes on our 
owners.  However, on a day-by-day basis, you will be subjected to the implicit inflation tax, and 
when you wish to transfer your investment in Berkshire into another form of investment, or into 
consumption, you also will face explicit taxes. 
 



1981 
 
The first involves companies that, through design or accident, have purchased only businesses that 
are particularly well adapted to an inflationary environment.  Such favored business must have 
two characteristics: (1) an ability to increase prices rather easily (even when product demand is 
flat and capacity is not fully utilized) without fear of significant loss of either market share or unit 
volume, and (2) an ability to accommodate large dollar volume increases in business (often 
produced more by inflation than by real growth) with only minor additional investment of capital. 
 
But inflation takes us through the looking glass into the upside-down world of Alice in 
Wonderland.  When prices continuously rise, the “bad” business must 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 low-return business must follow a high retention policy.  If it wishes to continue 
operating in the future as it has in the past - and most entities, including businesses, do - it simply 
has no choice. 
 
For inflation acts as a gigantic corporate tapeworm.  That tapeworm preemptively consumes its 
requisite daily diet of investment dollars regardless of the health of the host organism. 
Whatever the level of reported profits (even if nil), more dollars for receivables, inventory and 
fixed assets are continuously required by the business in order to merely match the unit volume of 
the previous year.  The less prosperous the enterprise, the greater the proportion of available 
sustenance claimed by the tapeworm. 
 
“Forecasts”, said Sam Goldwyn, “are dangerous, particularly those about the future.” 
 
As Pogo would say, “The future isn’t what it used to be.” 
 

1982 
 
After all, a man is not charmed if a spaniel defaces his lawn, just because it’s a spaniel and not a 
St. Bernard. 
 

1983 
 
You should be fully aware of one attitude Charlie and I share that hurts our financial 
performance: regardless of price, we have no interest at all in selling any good businesses that 
Berkshire owns, and are very reluctant to sell sub-par businesses as long as we expect them to 
generate at least some cash and as long as we feel good about their managers and labor relations. 
 
Book value is an accounting concept, recording the accumulated financial input from both 
contributed capital and retained earnings.  Intrinsic business value is an economic concept, 
estimating future cash output discounted to present value.  Book value tells you what has been put 
in; intrinsic business value estimates what can be taken out. 
 

1984 
 
For some years I have told you that there could be a day coming when our premier financial 
strength would make a real difference in the competitive position of our insurance operation. 
 



Phil Graham, when publisher of the Washington Post, described the daily newspaper as “a first 
rough draft of history”.  Unfortunately, the financial statements of a property/casualty insurer 
provide, at best, only a first rough draft of earnings and financial condition. 
 
 
I heard a story recently that is applicable to our insurance accounting problems: a man was 
traveling abroad when he received a call from his sister informing him that their father had died 
unexpectedly.  It was physically impossible for the brother to get back home for the funeral, but 
he told his sister to take care of the funeral arrangements and to send the bill to him.  After 
returning home he received a bill for several thousand dollars, which he promptly paid.  The 
following month another bill came along for $15, and he paid that too.  Another month followed, 
with a similar bill.  When, in the next month, a third bill for $15 was presented, he called his sister 
to ask what was going on.  “Oh”, she said.  “I forgot to tell you.  We buried Dad in a rented suit.” 
 
With our financial strength we can own large blocks of a few securities that we have thought hard 
about and bought at attractive prices. (Billy Rose described the problem of over-diversification: 
“If you have a harem of forty women, you never get to know any of them very well.”) Over time 
our policy of concentration should produce superior results, though these will be tempered by our 
large size.  When this policy produces a really bad year, as it must, at least you will know that our 
money was committed on the same basis as yours. 
 
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. 
 

1985 
 
The second negative factor, far more telling, is our size. 
Our equity capital is more than twenty times what it was only ten years ago.  And an iron law of 
business is that growth eventually dampens exceptional economics. Just look at the records of 
high-return companies once they have amassed even $1 billion of equity capital.  None that I know 
of has managed subsequently, over a ten-year period, to keep on earning 20% or more on equity 
while reinvesting all or substantially all of its earnings.  Instead, to sustain their high returns, such 
companies have needed to shed a lot of capital by way of either dividends or repurchases of stock.  
Their shareholders would have been far better off if all earnings could have been reinvested at the 
fat returns earned by these exceptional businesses.  But the companies simply couldn’t turn up 
enough high-return opportunities to make that possible. 
 
Ben Graham told a story 40 years ago that illustrates why investment professionals behave as they 
do: An oil prospector, moving to his heavenly reward, was met by St. Peter with bad news.  
“You’re qualified for residence”, said St. Peter, “but, as you can see, the compound reserved for 
oil men is packed.  There’s no way to squeeze you in.” After thinking a moment, the prospector 
asked if he might say just four words to the present occupants.  That seemed harmless to St. Peter, 
so the prospector cupped his hands and yelled, “Oil discovered in hell.” Immediately the gate to 
the compound opened and all of the oilmen marched out to head for the nether regions.  
Impressed, St. Peter invited the prospector to move in and make himself comfortable.  The 
prospector paused.  “No,” he said, “I think I’ll go along with the rest of the boys.  There might be 
some truth to that rumor after all.” 
 



Our Vice Chairman, Charlie Munger, has always emphasized the study of mistakes rather than 
successes, both in business and other aspects of life.  He does so in the spirit of the man who said: 
“All I want to know is where I’m going to die so I’ll never go there.” 
 

1986 
 
We agree with Keynes's observation: "I would rather be vaguely right than precisely wrong." 
 

1987 
 
Economic performance.  To evaluate that, we must know how much total capital - debt and equity 
- was needed to produce these earnings. 
 
There's not a lot new to report about these businesses - and that's good, not bad.  Severe change 
and exceptional returns usually don't mix.  Most investors, of course, behave as if just the opposite 
were true.  That is, they usually confer the highest price-earnings ratios on exotic-sounding 
businesses that hold out the promise of feverish change.  That prospect lets investors fantasize 
about future profitability rather than face today's business realities.  For such investor-dreamers, 
any blind date is preferable to one with the girl next door, no matter how desirable she may be. 
 
Experience, however, indicates that the best business returns are usually achieved by companies 
that are doing something quite similar today to what they were doing five or ten years ago.  That is 
no argument for managerial complacency.  Businesses always have opportunities to improve 
service, product lines, manufacturing techniques, and the like, and obviously these opportunities 
should be seized.  But a business that constantly encounters major change also encounters many 
chances for major error.  Furthermore, economic terrain that is forever shifting violently is 
ground on which it is difficult to build a fortress-like business franchise.  Such a franchise is 
usually the key to sustained high returns. 
 
The Fortune study I mentioned earlier supports our view.  Only 25 of the 1,000 companies met 
two tests of economic excellence - an average return on equity of over 20% in the ten years, 1977 
through 1986, and no year worse than 15%.  These business superstars were also stock market 
superstars: During the decade, 24 of the 25 outperformed the S&P 500. 
 
The Fortune champs may surprise you in two respects.  First, most use very little leverage 
compared to their interest-paying capacity.  Really good businesses usually don't need to borrow.  
Second, except for one company that is "high-tech" and several others that manufacture ethical 
drugs, the companies are in businesses that, on balance, seem rather mundane.  Most sell non-sexy 
products or services in much the same manner as they did ten years ago (though in larger 
quantities now, or at higher prices, or both).  The record of these 25 companies confirms that 
making the most of an already strong business franchise, or concentrating on a single winning 
business theme, is what usually produces exceptional economics. 
 
Whenever Charlie and I buy common stocks for Berkshire's insurance companies (leaving aside 
arbitrage purchases, discussed later) we approach the transaction as if we were buying into a 
private business.  We look at the economic prospects of the business, the people in charge of 
running it, and the price we must pay.  We do not have in mind any time or price for sale.  Indeed, 
we are willing to hold a stock indefinitely so long as we expect the business to increase in intrinsic 
value at a satisfactory rate.  When investing, we view ourselves as business analysts - not as 
market analysts, not as macroeconomic analysts, and not even as security analysts. 



 
Our approach makes an active trading market useful, since it periodically presents us with mouth-
watering opportunities.  But by no means is it essential: a prolonged suspension of trading in the 
securities we hold would not bother us any more than does the lack of daily quotations on World 
Book or Fechheimer.  Eventually, our economic fate will be determined by the economic fate of 
the business we own, whether our ownership is partial or total. 
 
Ben Graham, my friend and teacher, long ago described the mental attitude toward market 
fluctuations that I believe to be most conducive to investment success.  He said that you should 
imagine market quotations as coming from a remarkably accommodating fellow named Mr. 
Market who is your partner in a private business.  Without fail, Mr. Market appears daily and 
names a price at which he will either buy your interest or sell you his. 
 
Even though the business that the two of you own may have economic characteristics that are 
stable, Mr. Market's quotations will be anything but.  For, sad to say, the poor fellow has 
incurable emotional problems.  At times he feels euphoric and can see only the favorable factors 
affecting the business.  When in that mood, he names a very high buy-sell price because he fears 
that you will snap up his interest and rob him of imminent gains.  At other times he is depressed 
and can see nothing but trouble ahead for both the business and the world.  On these occasions he 
will name a very low price, since he is terrified that you will unload your interest on him. 
 
Mr. Market has another endearing characteristic: He doesn't mind being ignored.  If his quotation 
is uninteresting to you today, he will be back with a new one tomorrow.  Transactions are strictly 
at your option. Under these conditions, the more manic-depressive his behavior, the better for you. 
 
But, like Cinderella at the ball, you must heed one warning or everything will turn into pumpkins 
and mice: Mr. Market is there to serve you, not to guide you.  It is his pocketbook, not his wisdom 
that you will find useful.  If he shows up some day in a particularly foolish mood, you are free to 
either ignore him or to take advantage of him, but it will be disastrous if you fall under his 
influence.  Indeed, if you aren't certain that you understand and can value your business far 
better than Mr. Market, you don't belong in the game.  As they say in poker, "If you've been in 
the game 30 minutes and you don't know who the patsy is, you're the patsy." 
 
Ben's Mr. Market allegory may seem out-of-date in today's investment world, in which most 
professionals and academicians talk of efficient markets, dynamic hedging and betas.  Their 
interest in such matters is understandable, since techniques shrouded in mystery clearly have 
value to the purveyor of investment advice.  After all, what witch doctor has ever achieved fame 
and fortune by simply advising, "Take two aspirins"? 
 
The value of market esoterica to the consumer of investment advice is a different story.  In my 
opinion, investment success will not be produced by arcane formulae, computer programs or 
signals flashed by the price behavior of stocks and markets.  Rather an investor will succeed by 
coupling good business judgment with an ability to insulate his thoughts and behavior from the 
super-contagious emotions that swirl about the marketplace.  In my own efforts to stay insulated, I 
have found it highly useful to keep Ben's Mr. Market concept firmly in mind. 
 
Following Ben's teachings, Charlie and I let our marketable equities tell us by their operating 
results - not by their daily, or even yearly, price quotations - whether our investments are 
successful.  The market may ignore business success for a while, but eventually will confirm it.  As 
Ben said: "In the short run, the market is a voting machine but in the long run it is a weighing 



machine." The speed at which a business's success is recognized, furthermore, is not that 
important as long as the company's intrinsic value is increasing at a satisfactory rate.  In fact, 
delayed recognition can be an advantage: It may give us the chance to buy more of a good thing at 
a bargain price. 
 
Sometimes, of course, the market may judge a business to be more valuable than the underlying 
facts would indicate it is.  In such a case, we will sell our holdings.  Sometimes, also, we will sell a 
security that is fairly valued or even undervalued because we require funds for a still more 
undervalued investment or one we believe we understand better. 
 
We need to emphasize, however, that we do not sell holdings just because they have appreciated or 
because we have held them for a long time. (Of Wall Street maxims the most foolish may be "You 
can't go broke taking a profit.") We are quite content to hold any security indefinitely, so long as 
the prospective return on equity capital of the underlying business is satisfactory, management is 
competent and honest, and the market does not overvalue the business. 
 
However, our insurance companies own three marketable common stocks that we would not sell 
even though they became far overpriced in the market.  In effect, we view these investments 
exactly like our successful controlled businesses - a permanent part of Berkshire rather than 
merchandise to be disposed of once Mr. Market offers us a sufficiently high price.  To that, I will 
add one qualifier: These stocks are held by our insurance companies and we would, if absolutely 
necessary, sell portions of our holdings to pay extraordinary insurance losses.  We intend, 
however, to manage our affairs so that sales are never required. 
 
A determination to have and to hold, which Charlie and I share, obviously involves a mixture of 
personal and financial considerations.  To some, our stand may seem highly eccentric. (Charlie 
and I have long followed David Oglivy's advice: "Develop your eccentricities while you are young.  
That way, when you get old, people won't think you're going ga-ga.") Certainly, in the 
transaction-fixated Wall Street of recent years, our posture must seem odd: To many in that 
arena, both companies and stocks are seen only as raw material for trades. 
 
Our attitude, however, fits our personalities and the way we want to live our lives.  Churchill once 
said, "You shape your houses and then they shape you." We know the manner in which we wish 
to be shaped.  For that reason, we would rather achieve a return of X while associating with 
people whom we strongly like and admire than realize 110% of X by exchanging these 
relationships for uninteresting or unpleasant ones.  And we will never find people we like and 
admire more than some of the main participants at the three companies - our permanent holdings 
- shown below: 
 
Businesses can be misread:  Witness the European reporter who, after being sent to this country 
to profile Andrew Carnegie, cabled his editor, "My God, you'll never believe the sort of money 
there is in running libraries." 
 
In selecting these, we can choose among five major categories: (1) long-term common stock 
investments, (2) medium-term fixed-income securities, (3) long-term fixed income securities, (4) 
short-term cash equivalents, and (5) short-term arbitrage commitments. 
 
As a "logical" corollary, the approach commands the institutions to repurchase these companies 



- I'm not making this up - once their prices have rebounded significantly.  Considering that huge 
sums are controlled by managers following such Alice-in-Wonderland practices, is it any surprise 
that markets sometimes behave in aberrational fashion? 
 

1988 
 
CEOs are free to treat GAAP statements as a beginning rather than an end to their obligation to 
inform owners and creditors - and indeed they should.  After all, any manager of a subsidiary 
company would find himself in hot water if he reported barebones GAAP numbers that omitted 
key information needed by his boss, the parent corporation’s CEO.  Why, then, should the CEO 
himself withhold information vitally useful to his bosses - the shareholder-owners of the 
corporation? 
 
“How much,” says the client, “is two plus two?” Replies the cooperative accountant, “What 
number did you have in mind?” 
 

1989 
 
We face another obstacle: In a finite world, high growth rates must self-destruct. If the base from 
which the growth is taking place is tiny, this law may not operate for a time. But when the base 
balloons, the party ends: A high growth rate eventually forges its own anchor. 
 
Carl Sagan has entertainingly described this phenomenon, musing about the destiny of bacteria 
that reproduce by dividing into two every 15 minutes. Says Sagan: "That means four doublings an 
hour, and 96 doublings a day. Although a bacterium weighs only about a trillionth of a gram, its 
descendants, after a day of wild asexual abandon, will collectively weigh as much as a 
mountain...in two days, more than the sun - and before very long, everything in the universe will 
be made of bacteria." Not to worry, says Sagan:  Some obstacle always impedes this kind of 
exponential growth. "The bugs run out of food, or they poison each other, or they are shy about 
reproducing in public." 
 
But as happens in Wall Street all too often, what the wise do in the beginning, fools do in the end. 
 
If you buy a stock at a sufficiently low price, there will usually be some hiccup in the fortunes of 
the business that gives you a chance to unload at a decent profit, even though the long-term 
performance of the business may be terrible. I call this the "cigar butt" approach to investing. A 
cigar butt found on the street that has only one puff left in it may not offer much of a smoke, but 
the "bargain purchase" will make that puff all profit. 
 
Unless you are a liquidator, that kind of approach to buying businesses is foolish. First, the 
original "bargain" price probably will not turn out to be such a steal after all. In a difficult 
business, no sooner is one problem solved than another surfaces - never is there just one 
cockroach in the kitchen. Second, any initial advantage you secure will be quickly eroded by the 
low return that the business earns. For example, if you buy a business for $8 million that can be 
sold or liquidated for $10 million and promptly take either course, you can realize a high return. 
But the investment will disappoint if the business is sold for $10 million in ten years and in the 
interim has annually earned and distributed only a few percent on cost. Time is the friend of the 
wonderful business, the enemy of the mediocre. 
 



I could give you other personal examples of "bargain-purchase" folly but I'm sure you get the 
picture:  It's far better to buy a wonderful company at a fair price than a fair company at a 
wonderful price. Charlie understood this early; I was a slow learner. But now, when buying 
companies or common stocks, we look for first-class businesses accompanied by first-class 
managements. 
 
That leads right into a related lesson: Good jockeys will do well on good horses, but not on 
broken-down nags. Both Berkshire's textile business and Hochschild, Kohn had able and honest 
people running them. The same managers employed in a business with good economic 
characteristics would have achieved fine records. But they were never going to make any progress 
while running in quicksand. 
 
A further related lesson: Easy does it. After 25 years of buying and supervising a great variety of 
businesses, Charlie and I have not learned how to solve difficult business problems. What we have 
learned is to avoid them. To the extent we have been successful, it is because we concentrated on 
identifying one-foot hurdles that we could step over rather than because we acquired any ability to 
clear seven-footers. 
 
The finding may seem unfair, but in both business and investments it is usually far more 
profitable to simply stick with the easy and obvious than it is to resolve the difficult. On occasion, 
tough problems must be tackled, as was the case when we started our Sunday paper in Buffalo. In 
other instances, a great investment opportunity occurs when a marvelous business encounters a 
one-time huge, but solvable, problem as was the case many years back at both American Express 
and GEICO. Overall, however, we've done better by avoiding dragons than by slaying them. 
 
My most surprising discovery: the overwhelming importance in business of an unseen force that 
we might call "the institutional imperative." In business school, I was given no hint of the 
imperative's existence and I did not intuitively understand it when I entered the business world. I 
thought then that decent, intelligent, and experienced managers would automatically make 
rational business decisions. But I learned over time that isn't so. Instead, rationality frequently 
wilts when the institutional imperative comes into play. 
 
For example: (1) As if governed by Newton's First Law of Motion, an institution will resist any 
change in its current direction; (2) Just as work expands to fill available time, corporate projects 
or acquisitions will materialize to soak up available funds; (3) Any business craving of the leader, 
however foolish, will be quickly supported by detailed rate-of-return and strategic studies 
prepared by his troops; and (4) The behavior of peer companies, whether they are expanding, 
acquiring, setting executive compensation or whatever, will be mindlessly imitated. 
 
Institutional dynamics, not venality or stupidity, set businesses on these courses, which are too 
often misguided. After making some expensive mistakes because I ignored the power of the 
imperative, I have tried to organize and manage Berkshire in ways that minimize its influence. 
Furthermore, Charlie and I have attempted to concentrate our investments in companies that 
appear alert to the problem. 
 
After some other mistakes, I learned to go into business only with people whom I like, trust, and 
admire. As I noted before, this policy of itself will not ensure success: A second-class textile or 
department store company won't prosper simply because its managers are men that you would be 
pleased to see your daughter marry. However, an owner - or investor - can accomplish wonders if 
he manages to associate himself with such people in businesses that possess decent economic 



characteristics. Conversely, we do not wish to join with managers who lack admirable qualities, no 
matter how attractive the prospects of their business. We've never succeeded in making a good 
deal with a bad person. 
 
Some of my worst mistakes were not publicly visible. These were stock and business purchases whose virtues I 
understood and yet didn't make. It's no sin to miss a great opportunity outside one's area of competence. But I have 
passed on a couple of really big purchases that were served up to me on a platter and that I was fully capable of 
understanding. For Berkshire's shareholders, myself included, the cost of this thumb sucking has been huge. 
 

1990 
 
In reality, however, earnings can be as pliable as putty when a charlatan heads the company 
reporting them. Eventually truth will surface, but in the meantime a lot of money can change 
hands. Indeed, some important American fortunes have been created by the monetization of 
accounting mirages. 
 
Clearly, investors must always keep their guard up and use accounting numbers as a beginning, 
not an end, in their attempts to calculate true "economic earnings" accruing to them. 
 
Our perspective on such "forgotten-but-not-gone" earnings is simple: The way they are accounted 
for is of no importance, but their ownership and subsequent utilization is all-important. We care 
not whether the auditors hear a tree fall in the forest; we do care who owns the tree and what's 
next done with it. 
 
Thomas J. Watson Sr. of IBM followed the same rule: "I'm no genius," he said. "I'm smart in 
spots - but I stay around those spots.") 
 
The most common cause of low prices is pessimism - some times pervasive, some times specific to a 
company or industry. We want to do business in such an environment, not because we like 
pessimism but because we like the prices it produces. It's optimism that is the enemy of the 
rational buyer. 
 
Bertrand Russell's observation about life in general applies with unusual force in the financial 
world: "Most men would rather die than think. Many do." 
Woody Allen, in another context, pointed out the advantage of open-mindedness: "I can't 
understand why more people aren't bi-sexual because it doubles your chances for a date on 
Saturday night.") 
 
Beware of past-performance "proofs" in finance: If history books were the key to riches, the 
Forbes 400 would consist of librarians.) 
 
An assumption was being made that the universe of newly-minted junk bonds was identical to the 
universe of low-grade fallen angels and that, therefore, the default experience of the latter group 
was meaningful in predicting the default experience of the new issues. (That was an error similar 
to checking the historical death rate from Kool-Aid before drinking the version served at 
Jonestown.) 
 
No one pushed me; in tennis parlance, I committed an "unforced error 
 
 

1991 



 
At the Harvard Business School last year, a student asked me when I planned to retire and I 
replied, "About five to ten years after I die." 
 
An economic franchise arises from a product or service that: (1) is needed or desired; (2) is 
thought by its customers to have no close substitute and; (3) is not subject to price regulation. The 
existence of all three conditions will be demonstrated by a company's ability to regularly price its 
product or service aggressively and thereby to earn high rates of return on capital. Moreover, 
franchises can tolerate mis-management. Inept managers may diminish a franchise's profitability, 
but they cannot inflict mortal damage. 
 
In contrast, "a business" earns exceptional profits only if it is the low-cost operator or if supply of 
its product or service is tight. Tightness in supply usually does not last long. With superior 
management, a company may maintain its status as a low-cost operator for a much longer time, 
but even then unceasingly faces the possibility of competitive attack. And a business, unlike a 
franchise, can be killed by poor management. 
 
John Maynard Keynes, whose brilliance as a practicing investor matched his brilliance in thought, 
wrote a letter to a business associate, F. C. Scott, on August 15, 1934 that says it all: "As time goes 
on, I get more and more convinced that the right method 
In investment is to put fairly large sums into enterprises, which one thinks one knows something 
about and in the management of which one thoroughly believes.  It is a mistake to think that one 
limits one's risk by spreading too much between enterprises about which one knows little and has 
no reason for special confidence . . . . One's knowledge and experience are definitely limited and 
there are seldom more than two or three enterprises at any given time in which I personally feel 
myself entitled to put full confidence." 
 
In this mea culpa, I am not talking about missing out on some company that depends upon an 
esoteric invention (such as Xerox), high-technology (Apple), or even brilliant merchandising (Wal-
Mart). We will never develop the competence to spot such businesses early. Instead I refer to 
business situations that Charlie and I can understand and that seem clearly attractive - but in 
which we nevertheless end up sucking our thumbs rather than buying. 
 

1992 
 
After several failures of this type, I finally remembered some useful advice I once got from a golf 
pro (who, like all pros who have had anything to do with my game, wishes to remain anonymous).  
Said the pro:  "Practice doesn't make perfect; practice makes permanent."  And thereafter I 
revised my strategy and tried to buy good businesses at fair prices rather than fair businesses at 
good prices. 
 
Our equity-investing strategy remains little changed from what it was fifteen years ago, when we 
said in the 1977 annual report:  "We select our marketable equity securities in much the way we 
would evaluate a business for acquisition in its entirety.  We want the business to be one (a) that 
we can understand; (b) with favorable long-term prospects; (c) operated by honest and competent 
people; and (d) available at a very attractive price."  We have seen cause to make only one change 
in this creed: Because of both market conditions and our size, we now substitute "an attractive 
price" for "a very attractive price." 
 



But how, you will ask, does one decide what's "attractive"?  In answering this question, most 
analysts feel they must choose between two approaches customarily thought to be in opposition:  
"value" and "growth."  Indeed, many investment professionals see any mixing of the two terms as 
a form of intellectual cross-dressing. 
 
We view that as fuzzy thinking (in which, it must be confessed, I myself engaged some years ago).  
In our opinion, the two approaches are joined at the hip:  Growth is always a component in the 
calculation of value, constituting a variable whose importance can range from negligible to 
enormous and whose impact can be negative as well as positive. 
 
In addition, we think the very term "value investing" is redundant.  What is "investing" if it is not 
the act of seeking value at least sufficient to justify the amount paid?  Consciously paying more for 
a stock than its calculated value - in the hope that it can soon be sold for a still-higher price - 
should be labeled speculation (which is neither illegal, immoral nor - in our view - financially 
fattening). 
 
Whether appropriate or not, the term "value investing" is widely used.  Typically, it connotes the 
purchase of stocks having attributes such as a low ratio of price to book value, a low price-
earnings ratio, or a high dividend yield.  Unfortunately, such characteristics, even if they appear 
in combination, are far from determinative as to whether an investor is indeed buying something 
for what it is worth and is therefore truly operating on the principle of obtaining value in his 
investments.  Correspondingly, opposite characteristics - a high ratio of price to book value, a high 
price-earnings ratio, and a low dividend yield - are in no way inconsistent with a "value" 
purchase. 
 
Similarly, business growth, per se, tells us little about value.  It's true that growth often has a 
positive impact on value, sometimes one of spectacular proportions.  But such an effect is far from 
certain.  For example, investors have regularly poured money into the domestic airline business to 
finance profitless (or worse) growth.  For these investors, it would have been far better if Orville 
had failed to get off the ground at Kitty Hawk: The more the industry has grown, the worse the 
disaster for owners. 
 
Growth benefits investors only when the business in point can invest at incremental returns that 
are enticing - in other words, only when each dollar used to finance the growth creates over a 
dollar of long-term market value.  In the case of a low-return business requiring incremental 
funds, growth hurts the investor. 
 
In The Theory of Investment Value, written over 50 years ago, John Burr Williams set forth the 
equation for value, which we condense here:  The value of any stock, bond or business today is 
determined by the cash inflows and outflows - discounted at an appropriate interest rate - that can be 
expected to occur during the remaining life of the asset.  Note that the formula is the same for stocks 
as for bonds.  Even so, there is an important, and difficult to deal with, difference between the 
two:  A bond has a coupon and maturity date that define future cash flows; but in the case of 
equities, the investment analyst must himself estimate the future "coupons."  Furthermore, the 
quality of management affects the bond coupon only rarely - chiefly when management is so inept 
or dishonest that payment of interest is suspended.  In contrast, the ability of management can 
dramatically affect the equity "coupons." 
 
The investment shown by the discounted-flows-of-cash calculation to be the cheapest is the one 
that the investor should purchase - irrespective of whether the business grows or doesn't, displays 



volatility or smoothness in its earnings, or carries a high price or low in relation to its current 
earnings and book value.  Moreover, though the value equation has usually shown equities to be 
cheaper than bonds, that result is not inevitable:  When bonds are calculated to be the more 
attractive investment, they should be bought. 
 
Leaving the question of price aside, the best business to own is one that over an extended period 
can employ large amounts of incremental capital at very high rates of return.  The worst business 
to own is one that must, or will, do the opposite - that is, consistently employ ever-greater amounts 
of capital at very low rates of return.  Unfortunately, the first type of business is very hard to find:  
Most high-return businesses need relatively little capital.  Shareholders of such a business usually 
will benefit if it pays out most of its earnings in dividends or makes significant stock repurchases. 
 
Though the mathematical calculations required to evaluate equities are not difficult, an analyst - 
even one who is experienced and intelligent - can easily go wrong in estimating future "coupons."  
At Berkshire, we attempt to deal with this problem in two ways.  First, we try to stick to businesses 
we believe we understand.  That means they must be relatively simple and stable in character.  If a 
business is complex or subject to constant change, we're not smart enough to predict future cash 
flows.  Incidentally, that shortcoming doesn't bother us.  What counts for most people in investing 
is not how much they know, but rather how realistically they define what they don't know.  An 
investor needs to do very few things right as long as he or she avoids big mistakes. 
 
Second, and equally important, we insist on a margin of safety in our purchase price.  If we 
calculate the value of a common stock to be only slightly higher than its price, we're not interested 
in buying.  We believe this margin-of-safety principle, so strongly emphasized by Ben Graham, to 
be the cornerstone of investment success. 
 
Managers thinking about accounting issues should never forget one of Abraham Lincoln's favorite 
riddles:  "How many legs does a dog have if you call his tail a leg?"  The answer:  "Four, because 
calling a tail a leg does not make it a leg."  It behooves managers to remember that Abe's right 
even if an auditor is willing to certify that the tail is a leg. 
 
I recall that one woman, upon being asked to describe the perfect spouse, specified an 
archeologist: "The older I get," she said, "the more he'll be interested in me." 
 

1993 
 
Let me add a lesson from history:  Coke went public in 1919 at $40 per share.  By the end of 1920 
the market, coldly reevaluating Coke's future prospects, had battered the stock down by more 
than 50%, to $19.50.  At yearend 1993, that single share, with dividends reinvested, was worth 
more than $2.1 million.  As Ben Graham said:  "In the short-run, the market is a voting machine - 
reflecting a voter-registration test that requires only money, not intelligence or emotional stability 
- but in the long-run, the market is a weighing machine." 
 
In stating this opinion, we define risk, using dictionary terms, as "the possibility of loss or injury." 
 
Academics, however, like to define investment "risk" differently, averring that it is the relative 
volatility of a stock or portfolio of stocks - that is, their volatility as compared to that of a large 
universe of stocks.  Employing data bases and statistical skills, these academics compute with 
precision the "beta" of a stock - its relative volatility in the past - and then build arcane 
investment and capital-allocation theories around this calculation.  In their hunger for a single 



statistic to measure risk, however, they forget a fundamental principle:  It is better to be 
approximately right than precisely wrong. 
 
For owners of a business - and that's the way we think of shareholders - the academics' definition 
of risk is far off the mark, so much so that it produces absurdities.  For example, under beta-based 
theory, a stock that has dropped very sharply compared to the market - as had Washington Post 
when we bought it in 1973 - becomes "riskier" at the lower price than it was at the higher price.  
Would that description have then made any sense to someone who was offered the entire company 
at a vastly-reduced price? 
 
 

1995 
 
Woody Allen once explained why eclecticism works:  "The real advantage of being bisexual is that 
it doubles your chances for a date on Saturday night." 
 
In any case, why potential buyers even look at projections prepared by sellers baffles me.  Charlie 
and I never give them a glance, but instead keep in mind the story of the man with an ailing horse.  
Visiting the vet, he said:  "Can you help me?  Sometimes my horse walks just fine and sometimes 
he limps."  The vet's reply was pointed:  "No problem - when he's walking fine, sell him."  In the 
world of mergers and acquisitions, that horse would be peddled as Secretariat. 
 
Talking to Time Magazine a few years back, Peter Drucker got to the heart of things:  "I will tell 
you a secret: Dealmaking beats working.  Dealmaking is exciting and fun, and working is grubby.  
Running anything is primarily an enormous amount of grubby detail work . . . dealmaking is 
romantic, sexy.  That's why you have deals that make no sense." 
 
Buying a retailer without good management is like buying the Eiffel Tower without an elevator. 
 
In contrast to this have-to-be-smart-every-day business, there is what I call the have-to-be-smart-
once business 
 
We avoid the attitude of the alumnus whose message to the football coach is "I'm 100% with you - 
win or tie."  Our basic goal as an owner is to behave with our managers as we like our owners to 
behave with us. 
 

1998 
 
Indeed, if we lived in some other part of the world and completely escaped taxes, I'm sure we 
would be worse off financially (and in many other ways as well). Overall, we feel extraordinarily 
lucky to have been dealt a hand in life that enables us to write large checks to the government 
rather than one requiring the government to regularly write checks to us -- say, because we are 
disabled or unemployed. 
 
Michael Kinsley has said about Washington: "The scandal isn't in what's done that's illegal but 
rather in what's legal."  

It was once relatively easy to tell the good guys in accounting from the bad: The late 1960's, for 
example, brought on an orgy of what one charlatan dubbed "bold, imaginative accounting" (the 
practice of which, incidentally, made him loved for a time by Wall Street because he never missed 



expectations). But most investors of that period knew who was playing games. And, to their credit, 
virtually all of America's most-admired companies then shunned deception.  

In recent years, probity has eroded. Many major corporations still play things straight, but a 
significant and growing number of otherwise high-grade managers -- CEOs you would be happy 
to have as spouses for your children or as trustees under your will -- have come to the view that 
it's okay to manipulate earnings to satisfy what they believe are Wall Street's desires. Indeed, 
many CEOs think this kind of manipulation is not only okay, but actually their duty.  

These managers start with the assumption, all too common, that their job at all times is to 
encourage the highest stock price possible (a premise with which we adamantly disagree). To 
pump the price, they strive, admirably, for operational excellence. But when operations don't 
produce the result hoped for, these CEOs resort to unadvisable accounting stratagems. These 
either manufacture the desired "earnings" or set the stage for them in the future.  

Rationalizing this behavior, these managers often say that their shareholders will be hurt if their 
currency for doing deals -- that is, their stock -- is not fully-priced, and they also argue that in 
using accounting shenanigans to get the figures they want, they are only doing what everybody 
else does. Once such an everybody's-doing-it attitude takes hold, ethical misgivings vanish. Call 
this behavior Son of Gresham: Bad accounting drives out good.  

The distortion du jour is the "restructuring charge," an accounting entry that can, of course, be 
legitimate but that too often is a device for manipulating earnings. In this bit of legerdemain, a 
large chunk of costs that should properly be attributed to a number of years is dumped into a 
single quarter, typically one already fated to disappoint investors. In some cases, the purpose of 
the charge is to clean up earnings misrepresentations of the past, and in others it is to prepare the 
ground for future misrepresentations. In either case, the size and timing of these charges is 
dictated by the cynical proposition that Wall Street will not mind if earnings fall short by $5 per 
share in a given quarter, just as long as this deficiency ensures that quarterly earnings in the 
future will consistently exceed expectations by five cents per share.  

This dump-everything-into-one-quarter behavior suggests a corresponding "bold, imaginative" 
approach to -- golf scores. In his first round of the season, a golfer should ignore his actual 
performance and simply fill his card with atrocious numbers -- double, triple, quadruple bogeys -- 
and then turn in a score of, say, 140. Having established this "reserve," he should go to the golf 
shop and tell his pro that he wishes to "restructure" his imperfect swing. Next, as he takes his new 
swing onto the course, he should count his good holes, but not the bad ones. These remnants from 
his old swing should be charged instead to the reserve established earlier. At the end of five 
rounds, then, his record will be 140, 80, 80, 80, 80 rather than 91, 94, 89, 94, 92. On Wall Street, 
they will ignore the 140 -- which, after all, came from a "discontinued" swing -- and will classify 
our hero as an 80 shooter (and one who never disappoints).  

For those who prefer to cheat up front, there would be a variant of this strategy. The golfer, 
playing alone with a cooperative caddy-auditor, should defer the recording of bad holes, take four 
80s, accept the plaudits he gets for such athleticism and consistency, and then turn in a fifth card 
carrying a 140 score. After rectifying his earlier scorekeeping sins with this "big bath," he may 
mumble a few apologies but will refrain from returning the sums he has previously collected from 
comparing scorecards in the clubhouse. (The caddy, need we add, will have acquired a loyal 
patron.)  

Unfortunately, CEOs who use variations of these scoring schemes in real life tend to become 
addicted to the games they're playing -- after all, it's easier to fiddle with the scorecard than to 



spend hours on the practice tee -- and never muster the will to give them up. Their behavior 
brings to mind Voltaire's comment on sexual experimentation: "Once a philosopher, twice a 
pervert."  

In the acquisition arena, restructuring has been raised to an art form: Managements now 
frequently use mergers to dishonestly rearrange the value of assets and liabilities in ways that will 
allow them to both smooth and swell future earnings. Indeed, at deal time, major auditing firms 
sometimes point out the possibilities for a little accounting magic (or for a lot). Getting this push 
from the pulpit, first-class people will frequently stoop to third-class tactics. CEOs understandably 
do not find it easy to reject auditor-blessed strategies that lead to increased future "earnings." 
 
Here's a true story that illustrates an all-too-common view in corporate America. The CEOs of 
two large banks, one of them a man who'd made many acquisitions, were involved not long ago in 
a friendly merger discussion (which in the end didn't produce a deal). The veteran acquirer was 
expounding on the merits of the possible combination, only to be skeptically interrupted by the 
other CEO: "But won't that mean a huge charge," he asked, "perhaps as much as $1 billion?" 
The "sophisticate" wasted no words: "We'll make it bigger than that -- that's why we're doing the 
deal." 
 
A big piece of news, however, is that the SEC, led by its chairman, Arthur Levitt, seems 
determined to get corporate America to clean up its act. In a landmark speech last September, 
Levitt called for an end to "earnings management." He correctly observed, "Too many corporate 
managers, auditors and analysts are participants in a game of nods and winks." And then he laid 
on a real indictment: "Managing may be giving way to manipulating; integrity may be losing out 
to illusion." 
 

2000 
 
We like to do business with someone who loves his company, not just the money that a sale will 
bring him (though we certainly understand why he likes that as well). When this emotional 
attachment exists, it signals that important qualities will likely be found within the business: 
honest accounting, pride of product, respect for customers, and a loyal group of associates having 
a strong sense of direction. 
 
Leaving aside tax factors, the formula we use for evaluating stocks and businesses is identical. 
Indeed, the formula for valuing all assets that are purchased for financial gain has been 
unchanged since it was first laid out by a very smart man in about 600 B.C. (though he wasn’t 
smart enough to know it was 600 B.C.). 

The oracle was Aesop and his enduring, though somewhat incomplete, investment insight was "a 
bird in the hand is worth two in the bush." To flesh out this principle, you must answer only three 
questions. How certain are you that there are indeed birds in the bush? When will they emerge 
and how many will there be? What is the risk-free interest rate (which we consider to be the yield 
on long-term U.S. bonds)? If you can answer these three questions, you will know the maximum 
value of the bush � and the maximum number of the birds you now possess that should be offered 
for it. And, of course, don’t literally think birds. Think dollars. 

Aesop’s investment axiom, thus expanded and converted into dollars, is immutable. It applies to 
outlays for farms, oil royalties, bonds, stocks, lottery tickets, and manufacturing plants. And 
neither the advent of the steam engine, the harnessing of electricity nor the creation of the 



automobile changed the formula one iota nor will the Internet. Just insert the correct numbers, 
and you can rank the attractiveness of all possible uses of capital throughout the universe. 

Common yardsticks such as dividend yield, the ratio of price to earnings or to book value, and 
even growth rates have nothing to do with valuation except to the extent they provide clues to the 
amount and timing of cash flows into and from the business. Indeed, growth can destroy value if it 
requires cash inputs in the early years of a project or enterprise that exceed the discounted value 
of the cash that those assets will generate in later years. Market commentators and investment 
managers who glibly refer to "growth" and "value" styles as contrasting approaches to 
investment are displaying their ignorance, not their sophistication. Growth is simply a component 
usually a plus, sometimes a minus � in the value equation. 
 
To be sure, an investor needs some general understanding of business economics as well as the 
ability to think independently to reach a well-founded positive conclusion. But the investor does 
not need brilliance nor blinding insights. 
 
Now, speculation ･ in which the focus is not on what an asset will produce but rather on what the 
next fellow will pay for it ･ is neither illegal, immoral nor un-American. But it is not a game in 
which Charlie and I wish to play. We bring nothing to the party, so why should we expect to take 
anything home? 
 
Far more irrational still were the huge valuations that market participants were then putting on 
businesses almost certain to end up being of modest or no value. Yet investors, mesmerized by 
soaring stock prices and ignoring all else, piled into these enterprises. It was as if some virus, 
racing wildly among investment professionals as well as amateurs, induced hallucinations in which 
the values of stocks in certain sectors became decoupled from the values of the businesses that 
underlay them. 

This surreal scene was accompanied by much loose talk about "value creation." We readily 
acknowledge that there has been a huge amount of true value created in the past decade by new or 
young businesses, and that there is much more to come. But value is destroyed, not created, by any 
business that loses money over its lifetime, no matter how high its interim valuation may get. 

What actually occurs in these cases is wealth transfer, often on a massive scale. By shamelessly 
merchandising birdless bushes, promoters have in recent years moved billions of dollars from the 
pockets of the public to their own purses (and to those of their friends and associates). The fact is 
that a bubble market has allowed the creation of bubble companies, entities designed more with 
an eye to making money off investors rather than for them. Too often, an IPO, not profits, was the 
primary goal of a company’s promoters. At bottom, the "business model" for these companies has 
been the old-fashioned chain letter, for which many fee-hungry investment bankers acted as eager 
postmen. 

But a pin lies in wait for every bubble. And when the two eventually meet, a new wave of investors 
learns some very old lessons: First, many in Wall Street a community in which quality control is 
not prized will sell investors anything they will buy. Second, speculation is most dangerous when it 
looks easiest. 
 


