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DOUBLE DOUBLE TOIL AND TROUBLE

WICKED VALUATION S,BUBBLES IN MONETARY POLICY AND PASSIVE INVESTING
PLUS: BERKSHIRE T CHARMED BY THE TAX DEED

SCENE |. The Federal Reserve . Marchthe T  hird, 2009. In the middle, a boiling cauldron.

Thunder. Enter the three Witches , Alan, Ben and Janet

First Witch Alan
Thrice the brinded cat hath mew'd.

Second Witch Ben
Thrice and once the hedge  (fund) -pig whined.

Third Witch Janet
Keynes cries 'Tis time, ‘tis time.

First Witch  Alan

Round about the cauldron go;

In the poison'd entrails throw.
Toad, that under cold stone

Days and nights has thirty ~ -one
Swelter'd venom sleeping got,

Boil thou first i' the charmed pot.

ALL
Double, double toil and trouble;
Fire burn, and  cauldron bubble

Second Witch Ben The lllustrated Library Shakespeare
Cool it with a baboon's blood,
Then the charm is firm and good.

Enter BROOM-HILL DARY to the other three Witches

BROOM -HILL DARY

O well done! | commend your pains;
And every one shall share i' the gains;
And now about the cauldron sing,

Live elves and fairies in a ring,
Enchanting all that you put in.

o

Musicand a song: 'Black spirits

BROOM-HILL DARY retires



Second Witch Ben

By the pricking of my thumbs,
Something wicked  this way comes.
Open, locks,

Whoever knocks!

Enter MACTRUMP

How now, you secret, black, and midnight hags!
What is't you do?

ALL
A deed without a name.

Albrech Durer

A deed without a name, i ndeed?é@é

Not yet invent ed, monetary entailshnk todbeknavh as Quantisative Easing,
QE for shortThew i t cdtixér préduced its desired effect.

From the nadiof the fnancial cisis, at thedevilish666 on 03/06/09 | t he StandhbBasd & Poor
since doubled. Ad doubled aga. The index went ou2017 at2674 To i | and troubl eé

fiINo one maypuy or sellsaveone who has the marr name of the begsor the number of his
name. Thabhumber is 66® 1 Revelation 13:1718

Is it toomuch concocting to blenti h e  Bial'he8cottish Play with the Book of Reveldon and the
wizards at the Federal Reseteeexplainthelash i n e fybewyisrmdg a?Mdre lugng thann g o
selling, reallyé

The sum of the digits 666 18. The sum of the digits tite date of the low is 18. Here we are in the year

18.H mmm éest we get ousdves marked with an obsessiwith the underworld | ast year 6s | et
invokedt h e Ro | | Bympgathyforthe Begjld | qaitkl$ lroom offtow h a bréwigsg. Next

year, we vowto do somethingaintlier, perhaps blessintpe letter fiHoly S t! The Market was Up

An ot h e r Comne@ thothiok of itif that comestopass we 6 r e msealeurfate vikitle | v t o
somethingappropriatd i k e V a Runting With thé Bedl



IN THE LETTER - INTRODUCTION

BerkshireHathaway, our largest investment holding by far, wields enorifitddderd earning poweand
value. Our most recehvo yearendlettersdiscussed why. The situation got even better thighpassage

of tax reformin DecemberWe thinkBerkshire may be the single largest beneficiafthetax bill, so

we dig into the companyet again Included are updates to our 4gear expected returns and our

appraisal methodologies festimating intrinsic value, followed by aweniew of how the tax code
materially improveshe moving parts within the holding compakllye make several ongoing upward and
downward adjustments to Berkshireosanngpower.Thed i nco
adjustment results in addimgarly $10 billionto netincome todayThanks to tax reforngn additional
increase ofmore than $3 Mion in aftertax earning poweis created by the tax changes applied across the
moving parts that constite BerkshireCombining our GAAP adjustments with new earning power
derived from tax reform, Berkshire is thus worth at least $200 billion more than would be

determined by simple use of reported earningand former tax rates.

| know the prospect afliving right into taxes sounascciting, butwé | | save the bhest for
letterbeginsby comparingcurrentstock market conditions with thosepatst market peaks and troughs.
Valuations are at extremenlg seen at @jor market topswith some measures at recards

From there we examine a reversatlerwayin monetary policy, shifting fromc@ommodative to tight
Easy money helped drive asset priogher. Conditions are headittge other directionQuantitative
Easinghas becom@uanitative Tightening, angolicy interest rateare on the risesCombined with what
is now atightening fiscaklimatefrom tax cutspotential ramificationgor the economy antthe stock
marketare forebodingWhen valuations are overlaithe climatds hostile.

Next, the intrinsic value appad used irour investment process updatedThe portfolio is embedded
with critical fundamental and valuation adwages A side by sideommon size&omparison with the
S&P 500 isused to illustrate disparitied quality and value

That discussioon intrinsic value move® a thematic look gbassive versus active investilpassive
flows are distorting valuations across much ofdbhmestic and global stockarket. A great deal of risk
is building.Included are the results of a flow analysis thatlistortingreturns pricesand index
weightings A mind-blowing chart summarizeke point that passive investing, despite the lagid
seeming efficiencyf its use, has run so far that a terrible prospectiveome is likely.

Finally, we concludéhe letterwith the jump back into Berkshire. #snyear forecasvf expected returns

its improved tax positionrand an update to our intrinsic valoethods anéstimateof intrinsic valueare
discussedDespite the shares climbimgore than 50% over the last two years, considenailes remains
andpr ospective r et ur n garticuarysewasding. he fAmar ket o | ook

We considered including@mparison betweendaeralElectric and one of our favoritedidings, the
Norwegianbranded consumer goodsmpanyOrkla. Both are involved in deonglomeratizing (ew
word), one doing it wellthe otherer, not so well. We had this penciled in as a topic early last yatr, b
gi ven GEOs deadadlagastwbhat wolldldoleither like cherry pickingr kicking a down
dog. ThusHow toShrink a @nglomerates savedor another dayPerhaps the subject company will be
acertainsmallOmaHaa s ed e nt e bgdwe nsoeed onl THEEArkla apmtirasivould have
mixed rivetingtopics likeaccounting qualitycapital allocation, acquisition treatment, pension issues,
compensation, and intrigue.

Somet hing wicked this way comesé



MARKET VALUATION FLASHES DANGER

They Say You Only KnowitwasaBu b bl e Af t edrmmmée Fact é

Terror reigned whethe S&P 50@ouched 666 in 2009 he index had lost nearly 60% of its value. Many

stocks had declined by far more. Who would have guessed that not quite nine years later the index would
double twiceFearno longer grips the land. Instead, sentiment is as positive as it has ever been. When
smooth sailing is the forecast, ités wusually a go
edge of a cliff or not. The market may or may not be ab&.dgut at times like thesk, t goagl to

examine the historical record, particularly as things looked at what were peaks and fFanghs.for

the first six rows are for the S&P 500.

100 Years of Peaks and Troughs

9/29 7132 3/37 4/42 2/66 8/82 3/00 | 10/02 | 1007 | 3/09 Y/E
Peak Low Peak Low Peak Low Peak | Low Peak | Low 2017

S&P 500 34 4 20 7 102 102 1527 777 1565 666 2673
After-Tax Profit Margin 89% | -3.2% | 6.4% | 6.6% | 6.7% | 4.0% 7.4% | 5.8% | 9.4% | -0.1% | 10.2%
Price toOp Earnings(TTM) 26 NMF 8 7 18 8 33 19 22 NMF 23
Price to Earnings (CAPE) 30 4 23 9 25 7 44 23 28 15 32
Price to Sales 2.31 0.48 0.51 0.46 1.20 0.32 2.13 1.11 1.57 | 0.666 | 2.23
Price to Book Value 3.0 0.3 2.2 0.8 2.4 0.9 7.7 2.3 6.0 15 3.3
Dividend Yield 3.0 | 17.86 | 3.7 8.7 2.% 6.1% 1.006 | 2.0% | 1.7% | 4.0% 1.8%
Market Cap All Stocks 93.3B | 15.3B | 66.2B | 32.4B | 624B 1.1T 140T | 7.0T | 15.9T| 7.0T | 28.9T
GDP 103.7B | 58.8B | 91.9B | 162B 789B 3.3T 9.9T | 11.0T | 14.6T | 14.4T | 19.7T
Market Cap to GDP 90% 26% | 72% 20% 7% 3% | 141% | 64% | 1096 | 4% | 147%

Total CreditMarket Debt 175B | 150B | 159B | 227B 1.12T | 5.2T | 26.7T | 32.2T | 51.2T | 54.6T | 69.0T

Total Credit Market DebtGDP | 16%6 | 25%% | 173% | 140% | 142% | 158% | 264% | 293% | 352% | 380% | 350%

US Government Bond Yield 3.4% 35% | 26% | 1.9% | 46% | 14.6% | 5.9% | 4.7% | 49% | 3.5% 2.7%

US DiscountiRate 6.0% | 25% | 1.5% | 1.0% | 4.5% | 10.7% | 5.5% | 1.25% | 5.0% | 0.7%%6 | 2.0%
Inflation (CPI) 0.6% | -9.9% | 3.6% | 10.9% | 3.7% | 11.0% | 3.4% | 1.6% | 2.9% | -0.4% | 2.0%
Unemployment Rate 23% | 24.9% | 11.7% | 4.9% | 4.2% | 10.8% | 3.9% | 6.0% | 5.0% | 9.9% | 4.1%

*A peak price can equal the subsequemtighprice following 17 yearsespecially whemarked by high inflation

We took the liberty of shadimgdthe column on the righwhich showsgearend figuresWe have no
ideaifthisisa mar ket peak. However, on the pwentahesde t hat



with the alternating color schem&he metrics fita peak, thoughf you were wondering, the choiad
colorstried to convey what you would do at a stop light.€Breneans go. Red means stop.

Scan through how different measures like price to earnings, price to sales, price to book value, dividend
yields look at peaks and at trougkighile there are outlier single figur@he price to sales at the 1937

peaki impaded by a very low P/E on earnings that had recovered considerhilyjumbers at lows

have lots in common as dlaey athighs.

Oneyardstickhas been a particularly valuable gauge of {rg value. Mrket capitalizatiorio Gross
Domestic Produdtas beemne ofour favorite measusof value for a quarter centugnd hagvenbeen
mentioned by Warren Buffett as a great metric. However, the ratio is matéaaiid intwo aspect$ it

fails to capture the proportion of business done in an economy by private businesses as opposed to
publicly traded businesses. It also fails to adjusttie proportion of businesone abroady public
companies. The amount of business done byipubmpanies and by those public companies abroad are
bothfar higher now than in 1929, for example, when the measure signaleditketpeak preceding an
89% stock market decline and the Greati@spion that ensued. By upwardly adjusting the ratio over
time to overcome the deficienciethe ratio continues as arvaluable measure of value.

We highlightthe ratioas a proxy for where valuation may restag. Few would argue that ea@00
wasnot o n emartet peakdand bybblesdtarch 2000 GDP registere®10 trillion, while

stocks amountkto $14.1 trillion as measured by th@adly inclusivéwilshire 5000 a recordl41% of
GDP(we ran a versionf the table above in our 2001 yeard letter which had stocks at 210% of GDP,
erroneously inluding all US listingsanother flaw in the way the ratio had been applied in the whith
included foreigrdirectlistings A DR&s and i n v)dastfonearttimodtld yedrsandch ar e s
GDP has finally doubled to just under $20 trilli&todks have nearly doubled as wedlespite stocks

only compounding &.3% per year for the entire peripd t hard to make the case that they are now

cheap GDP doubled. Stocks doubldebr most of the past 18 years they were far below that measure.
WhenAlan,Benand Janegt at her ed O r o u n dontMareh 662600,Ithe megketdlawadl d r o n
at only halfof GDP. From there it doubled twic&tocks todayoverat a nev all-time high 14%6 of

GDP, surpassing the formezcord seen at tH2000peak

Youcane x pl ai n a wa ybubble aripeak. by és sprofit marging areanow at a radlatime

high of 10.26, way abovehe 2000 peak level of 74 We talked about profit margins last year.

Importantly, eturns on equity and on capital are in fact loweay than in 2000. Much of the higher

profit margin can be explained by far lower interest rates on leveraged corporate balancAsheets.
measured by pricesutpassestllle8L steewday s 2DDD%and i s a
192906s 1¥%Besredd 203n t he mar ket ds move in early Janue

A frequently used price to earninggeasurecredited to Yale professor Rob&tiller,uses a 1§ear

average of trailing earnings, which smooths out some cyclicality from using point in tim@eata

Graham suggested using an average of five oy tera@arifgs due to volatility in orgear numbers

so the measure should really be @aham P/E Whileshyof2 00 06s record, todayds C
Adjusted PIE(CAPEhas passed 19296s peak and is now the se



Price to Earnings (Using Cyclically Adjusted P/E: 1@Year Average)

Source: multpl.com

We 6| | | e a Joee amdarove into the lettdrargetsinglemeasures like pric saleswhichis
now ata record but pushed higher by higher profit mar@nsaning the P/E must be lower now than in
2000 if price to sales are comparablayteadask yourselves thisugstion. If stocks were atpeak in
2000 at 141% of GDRare theytess expensive today at 147%?

An odd asidel just did the math on the price to sales ratio at the low in 2009 using quarterly data from
S & P 6 ssitewMylzalculatoreads 0.666 Spotify plays in the background and, no kiddifron
Ma i d @&he dlumber of the Begsist came on. | tdoa picture of the iPad screas a memento

One more sidebamlupdating the chart from our yeand 2001 lettemwith severalnewcolumns
representing aubsequeniow, peak, low and nowerhaps a peak, its sobering to realize how much time
has passedwhen you have multiple cycles under your belt and look in the myorrealize the mirror
tells the truth.

A caveat regarding the uselo$torical yardsticks of @lue in determining the present situatidhese
measures include known peaks and troughs, wamebften correlated with economic peaks and troughs.
We have a depressi¢gh929 to 1941}hatincludedcratered stocks, a cratered econoloy, interest rates
andsky-high unemployment. We have an inflationary pe(ib@73 to 1982)vith cratered stocks, a wea
economy, venhigh interest rateand high unemploymerivh at we donét have as
period involving hypeinflation. You will have to look abroad and generally backwards in toreee
how the moving parts in an economy fare during such an episode. With debt levels over 350% of [GDP,

a

C (

painting a rosy picture i snbst heaavsey .gcalilommiged |gtlho b e 6

the outcome is an inflationary spirdieh all bets regardingaluation are off.

(Will this end badlg ?)



THE GREAT MONETARY POLICY UNWIND
QE to QT 7 Gimme Back My Bullets

Monetary policy via epansion of thé-ederal Resergebalance sheaturing and after the financial crisis
with similare x p a n s i 0 n s Eubogean, JaganeBeeaddd@Chinese cousins, perhaps explain some of
the reflation in asset priceBhe support is turning into resistance, and the possibility of a relénsasset
prices and in the economy is the topic at hand.

All was quiet on the Westerrrént until the financial crisis. At yeagnd 2007, e Fe d Gotaleh s set s
about $850 billionless than 6% of GDRNd consisted largely of shaegrm US treasurgebt.Then the

shooting startedBy late 2014aftert hei r t hird round of quantitative ¢
totaled $4.5 trillion25% of GDP and now consists largely of longéuration US government dednd

mortgagesThe Fed balance sktehadbeen flatsince 2014t the $4.5 trilliorlevel until the fourttguarter

of 2017 when as announced, thirgeholdingsof Treasury and mortgage debt amv being reduced.

Across the pondghePh D6s of gl obal «c¢ent r dhkirrdsgecikeibalagce bhaetse al s o
with the European Central BabKECB) rising from $1.5 trillion US dbllarsusedfor comparison) to

$5.5 trillion, 38% of Euroarea GDR,nd t h e B a (B®J)frorh $1driliqn & 1$H8strillion a

staggering 93% afapanese GQRIp from 20% in 200AVhile in the US bond buying bythe Fedwhich

is essentially QE definedlarge scale asset purchasémsp aused since | ate 2014, t
have continued their money printing operations. $3 trillionoBl@B6 s expansi on and $2.
BOJO6s have taken place siattheendofB084 Fed st opped buyi

QE, a massive expansion of eachcoopedwithmdre bankodés op
conventionakxpansionarynonetary policyalso taken to an extremAcross the globe, shegrmpolicy

interest rates were set at zero or belowombat the financial crisidlowhere in the history of finance

outside of the last decade can you find an example of interest rates less tharheseocombined

monetary operations, experiments redlglpedpushthe value of risk assets high&wven with the global

economy seemingly on stable footing possis,the Federal Reserve effectively financed the entire

federal budget deficit for severdyears. By absorbing the borrowing needs of the US Treasury, risk

assets could be allocatamstocks, real estate, corporate debt, etc.

In addition to buying government debt and mortgages, foreign central teamnagkably purchased

private corporate delt to stimulate economie3he BOJ hagvenbeenb uy i ng e osimde 200, ETF 6 s
and now owns 75% of Japani st ed ETF6s and al most 3% oBy Japanes¢
2013 the Swiss National Bank heldsetxlose to 100% of Swiss GDP. Fully 12%bits reserves were in

foreign stocksPurchases are made wawlide with the creation of new yernyres, Swiss francs, pounds

and allars.

Most asset classes have broactembrd highs by conventional fundamental metrics of valuaebt
levels across the globe are no lowelative to GDP than they were prasis. In the US, total credit
market debt remains above 350% of GBBt what happens when the vastly expansionanyataoy
initiatives reverse cours@d what extent will a draining ohe unprecedented liquidity impactosonies
and asset prices? What happens when you drain the cauldron?

Beginning in Octobetthe Fed began allowing maturing debt to roll off its balance sheet, $6 billion of
Treasuries and $4 billion of mortgage agenaestal of $10 billion per month during the fourth quarter.
Thepace will increase by $3lllion quarterly througtihe fourth quarter of this yeadQuantitative Easing
has become Quantitative Tightenilyeviously the Fed would replace maturing debhwigw debt,
maintaining the size of its asset holdings. New York Fed President William Dudley said the Fed was

1C



likely to shrink the balance sheet by $1 trillion to $2 trillion, much less than its purchases of $3.7 trillion
from 2007 to 2014. Baby stepgghii?We have no i dea how this reversal
out. The incease was unprecedented and so withieereversal.

In addition toshifting from QE toQT, the Fedhas also reversed coursenventionallyand is nowfurther
tighteningmonetary policy byaisingits shortterm interest rate targéthink about interest rate increases
as the Fedaloading its pistolYou need ammo if youra going to a gun fight, and when rates were taken
to zero, the Fed was out of bulleitsneeds taeload tdfight the next slowdown, and if rates are zero it
has no bull et s (Thédkedr raisdil @rget far &ed FundOBBRHiye.times so far
since Decembe randgefor Féd Fundististen 1254 t@les0%, and has sghahother

two to three 0.25% hikes this ye#Vill rising shortterm interest rates and a shrinking Fed balance sheet
combine teslow the economy and weaken asset prices?

Rising interest rates come with rising interest payments. A 3% increase acrygistdtharve ultimately
raises interest paymextty 3% as dehiatures ands refinanced. On $69 trillion iaredit marketebt
outstanding, a 3% increasethe interest burdeis $2.1 trillion, or more than 10% of GDP. $2.1 trillion
also equals roughly all pitax corporate profits in the US. Think about tl&r-fetchedto assume a 3%
increase acrodbe curve? As recdgtasAugust2007 prior to the financial crisitheentireUS Treasury
curve was flat at 5%rom the 1-month bill all the way to the 3@ear bondln 2000,the Treasurycurve
ranged from 6.3% at the short endtd% on the long bond.

Fundamental investors like to pronouncethey dot t hi nk aboutl|l masralklcgqabomiutcs
researching companitisey say = Waewibhryau, brothers and sisters. However, if there was one

economicchart to pay attention to, the one preseifkeldwo f changes i n tikiée Fledds d
Everymajorstock market declinandeveryrecession in the last 100 yearas preceded by the Federal
Reserve raising short term interest rates by enoupgtotade the pin to prick the balloon. Mdhe
emphasis oevery Yest her e have been periods where the| Fed r
Everyone knows theafnous saw about the stock market having predicted nine of thievpasicessions!
That may be true, that rising asarirvestoyduomugithe nfeces s a
aware thaeverymajor stock market decline occurred on the heketstightening phase by the Fed. More
importantly, there have been sobstantivd-ed tightening phases that did not end with a stock ehark
decline.

1919¢é192 9100173 198% 1982 1987 199 1 9 9 208@ 2007 The Fedaised
rates five timesince December 20l bnd st ates its intent to continue.
recognition, but é
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FRED -4/ — interest Rates, Discount Rate for United States
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The following chart from Ned Davis Researd¥ed is a legendargchnical analyst, and his firm has
greatresearchandcharts)l | ustrates a ThréeoShepsi bntded EBobumbke
the pionees of technical analysis (I admit to having several frieidisd among thenwho are fult

fledged market technicianand though never havj seen themmirobesaround a cauldrgrhave seen
themconsumesopiouscauldrons at the Red Milwith my assistance, ofcoupse | n tGoeld 196 006 s
observed that, fiwhenever the Feder al Reserve rais
requirements, or reserve requirements three times without a decline, the stock market is likely to suffer a

~

substanti al , perhaps serious, setback. 0

Wed o trkidow about the rule, per se. We have studiethajor US market declines in the last 100 years
and in every case the Fed had substantively raised itstehmrpolicy ratedeading up to the decline

Three may or may not be a significant numbah&®outcome. What likely matters is the direction of rates
and the magnitude of the changgain, we are on the fifth hike and counting.
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Since the advent of QE during the financial crisemtral banks have proven willing layer on

subsequent rounds of bond buying when asset pricas@&ecleconomies weaken. We fhdee

iterations in the USA reasonable assumption would be that at the first sign of trouble, the Fed will halt

rate inceasesand if conditions worsemwilli nt r oduce QE 4, then QE 5, et cé

A concern maye in the political composition of the Fed. As a group they are dovish, inclined to more

active and interventionist poliqieynes cries 'Tis time, 'tis time ). The new Fed@hairmanJerome Powell,

while not a PhD, falls into this camp. Public comments sugggbipshe Fed governors generally

a r efan® df the current executive branch We 6 d hope that per sbteedatb pol i t i
policy making A cynic woud worry that policymakersmay not beopposedo seéng the handiwork of

tightening policy harm asset values, and by extengidlitical adversarieqarticularly those foolish

enough to take credit for a rising tid2o they continue raisingaites andtginking the balance sheetven

in the face ofalling assetalues and a weakening economy? It would go against the grain of their

mi ndset . After all, without their elixir,Whohe eco
knowshow dovsh or hawkish the Fedinds up being in the near term, but we are taskedthiitiking

about all risk, whatever its form. Regardless, the economy may not be as durable as currently expected.

The growth rate athe supply of money (measured ¥2) has declined now for two years, and its three

month rdling growth rate is a Iov8.9%.The velocity of money (the rate at which money turns ower

passes from one holder to the niexan economy) has been in decline since before the 2000 larubie

now 1.43, at levels last seen during the Great Depression and World Watding money supply

coupled with a falling and low velocity ofioneyis not good for GDP growth. After all, from Econ 101,
everyonanustrememberthat M2 x Velocity = GDPThe S. Louis Fed calculates the money supply, M2

at $13.8 trillion at yeaend. With velocity at 1.43, GDP is $19.7 trillion. What impact QT and rising rates
have on the money supply we candt Dblghegrewthtradi n. Our
in M2 continues to slow, and the velocity of money continues to slow, the growth rate ah@&D&ow.

If money and velocity slowreugh, we will have a recession.

Fiscal Policy Joins the Tightening Race; Will Foreign Central Bankers Leap In?

On top of what is nowightening mmetary policy, Congress passedtés cut for households and
businesses in December. To the extent lower taxes translavectofederal revenyeinless we cut
government spendingeficits will rise. Deficits are finazed with new net borrowing by the US Treasury.
QE saw the Fed effectively purchase nearly allfu&surydebt issuancéor a time The Fed is now the
single largest holder of US Treasury debt, owning more than foreign central banks. With, ttee Fed
now, nolonger in the bond buying businebsit rather net selling its debt holdings, who will lend needed
capital to the US Treasurgspecially if the deficit is growingPhe answer can only be private investors,
those same investors who were able to allocapital to assets other than Treasuries when the Fed was
scarfing up issuance. Now we have not only tight monetary policy with QT and rising interest rates, but
tight fiscal policy as welllf we expand government spending, as promised on infrastrutdren social
programs as a compromise, the deficit could expand very rapidly.

For global capital markets, even with the eed of the bond buying game
since late 2014foreign central bankers continued to run their preSdesy
continuesuckingup bords(a h d e v eamd sEdKE-Tdhes pace must
inevitably slow, and at sonmint, reversecourse(asnow in the U$. The ECB
announced it will begin halvindpé rate at whiclit buys bonds, though
maintainingits negative policy interest rates for nolterest rates remain at
zero or below across parts of Europead Japanesgeld curvesPolicy rates
remain negative in Sweden, Switzerland, Denmark and in JRp#es have
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been negative out to dear maturities iplaces as developed as Germanynese wherissued

borrowings.If the global economy stays strong, at a point monetary policy, in both QE and the setting of
shortterm policy rates, will reverse globally. With the ECB already slowing its bond buying, the latter
half of this year and into®.9 may be interestiri§global monetary policy shifttom expansionary to

tight.

Conventional yardsticks of fundamental valuation are flashing red warning sigeadgt prices are at
record valuations by many measures. Credit spreads are extrerheltig now we haveoth
tightening US monetargndfiscal policylate in an economic cycl&/atch for global central bankers to
follow suit.

(This mayend badlg )

STREAM OF UNCONSCIOUSNESS

Bitcoin
One token comment.

We borrowed our name whéaunching the firmat the height of the tech bubble in 1988m 163D s

Tulipomania 361 years from now, in 237@&g envision the launching of a new investment firm named

Bitcoin. Its founders will spend the rest of their careers explaining where tiney g¢p with the unusual

name forthe r f i r m. Maybe they wild.|l call the new firm S

(Thiswill end badlg )

The 17-Year Cycle Theory

Some i nvest meavelond wmlked abbudaiassedtl isyéar cycle btween markepeaks and
troughs, and why it repeats.bull market ran from 1949 to 1968he markethenpeaked in 266 and
reached aleepnadir in 1982. 17 years and 17% per year Jater market peaked again in early 2000.

Fast forward to today. It looked for much of the last 17 years that the theory would hold. In fact, stocks
havecompounded at onl§.3% per year, but have nearly doubled from the last fgaKl7 years beyond

the 2@O peak, is this a trou@rEither the market is going to go dowWslOLE BUNCHreal soonor its

time for the theorists to head back to the drawing bfward new smatsample theory

(Let 6s get dwti oafe ttthe swdtedeart er ends badl yé
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INTRINSIC VALUE UPDATE 1 THE ONGOING CASE FOR ACTIVE MANAGEMENT

The 2000 Report Usefully Projected the LondRange Result

In March 2000we devebped areportthatcontrass theweighted averagmtrinsic valuation discount

from our appraisal dhtrinsic value hormalized earnings and earnings yield, dividend yaeld expected
return of our portfolio wittthe S&P 500Now, more thanl7 years removed from what may be described
as one of the great investment bubhilkes,reporcontinues talemonstratatility. With market valuations
again stetched, it is an invaluable output of our investment process

The first Intrinsic Value Bportwe ran wagublished orMarch 31, 2000We needed a tool to contrast

our modestly undervaluegortfolio with market averages that were in a bulalrld dangerously

expensiveWe possessed both a relative and an absolutetiadwalvantageEven so, the pressure to

own overvalued technology was intense, dhed we wer
reportdrewon our core assumption that, oveweshoulde, i f w
earn thesarnings yieldf the portfolig then a6.4% per yeamot even allowing for futw growth. In

addition, wealsoexpect to earthe closing ofany discount to our appralsaf intrinsic value, which in

early 2000mplied another 2% to % peryear as the discountcreted upward toun appraisafor each

holding.How accurate was the projectio®®r stocks earne@. 1% per year since the runningthefirst

report through yeaend 2017

By contrast, th&&P 500index had an earnings yield of 2.5% at March 31, 2000, and needed to fall

roughly 60% to attain our estimaté fair value. As such, the earnings yield of 2.5% was the base case
expectation for the annual return of the index for a long, long time, and a case could be made for the

index spending substial time in negative territory, which it di&ince March o000, the index

returned 54% annually, and has yet to work off much of theessive valuation that existed 18 years

ago. Incidentallyt he 5. 4% annualized return is tMaeh hi ghest
2000.1t required thendexclimbing straight upin the last few years to push the average annual return to

5.4% The annualized gain a year ago was only 4.4%. Ndfitie period was spent in the red.

The S&P 500 wasnot al one i n 32000sthedMSCIANCoOyg over va
World Indexreturned 4.86 annually and ththen and nowedh ot NASDAQ Compasi t e, FA
all, compounded at all of 24.

I t 6 s r ehatave fikchobrselves staring adlations that rival the 20Qfeak.You would think
these would be once alifetime milestones. Memories are shértakeaway for those passively
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invested or indexugging:lt is very difficult makingmoney when the price paid is higdy our math,
the market todagtill needs to falby somewhere between a third and haleach fair value.

We wonder howpension fundsissuming returns of 7% or mo endowmenthlelping subsidizéaculty
and tuition, or the retired couptaving assumed they could live oA7éo or more of their nest equer
yearwill fare fromthis pant forward. It may be likely thatesultfall short of expectations agaimuch as
they have since 2000ir8e March 31, 2000, these asset classes and indices produced the following

Annualized Returns March 31, 2000Through Year-End 2017

Stocks

S&P 500 Composite Tat Returnindex:

MSCI All Country World Index:

NASDAQ Composite:

HFRI Fund of Funds Index
Fixed Income and Cash

Bl oomber g Bar ctérmediate Tot&l ReBuonvndlex:
BofA Merrill Lynch US High Yieldindex

90-Day US Treasury Bills:

Commaodity
TR/Jefferies CRB Total Return

Gold: London PM:

Considemowthat interest rates are materially lower than in es®l§02 Longterm returns in fixed

5.4%
4.8%
2.4%
3.2%

£4.1%
7.3%
1.5%

2.3%
9.1%

income are largely determined by the rate of interest at the outset of a compounding series, followed by
the reinvestment rate of coupon payments and maturities, and by the price change caused by changes in

market rates. OMarch 31, 2000 and at yeand, the US Treasury curve looked like this:

US Treasury Interest Rates in 2000 and 2017

90-Day Bills:
2-Year Notes:
10-Year Notes:
30-Year Bonds:

3/31/2000

5.88%
6.50%
6.03%
5.84%

12/29/2017

1.39%
1.89%
2.40%
2.74%

The Bloomberg Barclays US Government Intermediate Total Return Index referenced above produced
annual rettns since March 31, 2000 of 44l The index maintains an average maturity of about 4.4 years

and effective dration of 4 years. It contains USéRsuy holdings with maturitiesut toten years. The
decline in market ratesince 2000, which saw the y@arUS Treasury yield decline from 6.03% to

2.40%, would have pushed prices higher. Despite this, returns more closely were driven by a low absolute

levd of interestrates for much of the tg period. An investor in fixeshcome today is beginning a
compounding strea with the curve athe mid1% levelon cash to under 3% at 30 years. A rising interest
rate environment will penalize the owner of lesgftad debt with price declines, the longer the maturity
the more severe the decline. A sustained increase in ratéeipilbyallowing for reinvestment at higher
yields, but an expectation of returns much above initial yields would be asking for a lo& Furth we

donot

believe our global economy can tolerate sustained higher interest rates. Total credit market debt is 350%

larger than GDP in the US and is higher in péddes Japan. Further stillising rates would ultimately

drive valuations in stocks downward.
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High yield debt produced returns of %3over the period since March 2000. Recent returns hare be

very strong, thanks tdeclining and low nominal interesates andmore importantlyto collapsingcredit
spreadgelative to US Treasury securities. Spreads are generally widest during times of stress, when
bankruptcies and restructurings are high. They are lowest at times of robust economic conditions. When
they get too tight, any future widening cesnwith falling prices relative to bonds with less credit risk.

The higher yields reflect lower credit quality, and the BofarMl LynchUS High Yield hdex is

comprised of bonds rated below investment grade (using an average of the three main eatoigs)ag

portion of highyield bond issuers fail and restructure debt over time, so the higher interest rates are
supposed to compensate investors for that inevitable risk. Tight spreads leave less cushion. At a spread of
3.58% at yeaend, the cusbn is historically very tight:

FRED -+ — BofA Nerrill Lynch US High Yield Option-Adjusted Spread

225

200

Percent

1998 2000 2002 2004 2006 2008 2010 2012 2014 2016

Shaded areas indicate U.S. recessions Source: BotA Merrill Lynch myf.red/g/hG6H

Now couple the tightredit spreadvith low absolute yieldsn highyield debt

FRED 4 — BolA Merrill Lynch US High Yield Effective Yield

250

Percent
@
o

1998 2000 2002 2004 2006 2008 2010 2012 2014 2016
Shaded areas indicate U.S. recessions Source: BofA Merrill Lynch
*Data represents the effective yield of the BofA Merrill Lynch US High Yield Master Il Index

*ERED is Federal Reserve Economic Ddig the Federal Reserve Bank of St. Ldutheyhave greatlata and charts:
fred.stlouisfed.org

myfred/g/hiRZ

The nominaeffective yield at yeaend D17 was 5.78%, not far above the record low of 5.16% in June
2014. Combine the | ow absolute yield withAna | ow s
investor is assumingll the credit risk but is being compensated very little, both atedgland relatively.
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The price paid for stocks relative to earnings ispifiee to earnings ratio,/B, and its inverseE/P,

measures the yield to aarthe maorirdices amorthof@dtimesywhielr s hi p .
places the earningsetd south of 5%. We mentioned the earnings yield for the S&P 500 at 4.3% (and

even lower if normalizedarnings are belowaurrent levels). The MSCI All Country World Index trades

at 20.8 times, which gives it an earnings yield of 4.8%. The NASD&®o-charged by a new crop of

tech fliers, closed 2017 at a P/E of 26.3, making the earnings yield 3.8%. The good news for techies is

that despite having only earned 2.35% annually since March 2000, you are starting with a f&.&igher

earnings Yyield today.fe Nazin 2000sported a P/E of 242 times at its March 10 peak, which worked out

to an earnings yield of 0. 4ith®&smeasurm Thee werggmaay | i t t | e
more companies in 2000 devoid of profits, which inflated the number evabig. | remember that when
excluding those companies with no earnings (a pas
Aireasonabledo 100 or soé

In a nutshell, with far lower interest rates, tight credit spreads, equity prices again stretchedriiogse

yields), systemic debt levels far higher, a much older and aging population, less nominal growth, very
crowded private eqtyi and venture capital worldand low cap rates in real estdtesreturns

experienced since March 2000 may be a decent profor expectations henceforth Recent returns

over the last several years havepaced underlying fundamentalsross nearly all asset classes. Perhaps
expectations are too high. If you are an investor expecting setfi? or more from most assthses

you are likely to be disappointed. If you find yourself today underfunded by a substantial margin relative

to your cash flow requirements liabilities, then your experience may wind up behagrific. If you

coul dndt get vy o urfoobngbyamowcteen lsov doeydu expect tafund lmbilitied in a

world of prospectively muted et ur ns? Somet hingds gotta give. |1t a

Robbing a Little from Peter, But Paul Will be Fine

TheSemper Augustus stock portfolio tracetdyearend 2015or a competitively lowl2.1 times

normalized earningshich gave us an earnings yield of 8.2%. If our businesses produce profits consistent

with our analysis, then the earnings yield effectively becomes our base expected return over a ten to
fifteen-yearhorizon. Additionally, our stocks traded at 80% of intrinsic value, which allowed for 25%
upside to fair value as the discount accretes ove
additional 23% per year in addition to the earnings yield. Adgihese together, our lomgnge expected

annual return from yeaend 2015 was about 10.2 to 11.2% (abeB%2above the earnings yiélchot

meant to imply precision that doesndt exist).

Our stocks generatedtal returrs of 27.6% in 201&nd 18.0% in @17, a cumulative 50.6% ou would
naturally assume that most of the discount to intrinsic vath&h two years agealued our stocks at 80
cents on the dollawould have be n i u s plting futpré returns forwardy simple math, our
stocks shouldhow be at 12% of intrinsic valuef there had beeno underlying business growth. With
businesgirowth, they would be at 95%h& expected annual retugning forwardwould mostly consist
of the current earngs yield. So, where are we ndw

The stock pdfolio is now priced at 13.7 timesormalized earninggjiving us a 7.3 earnings yield,
which becomes our new base case return expectation for a ten toyitemorizon. Importantly, our
stocks still trade at a sizal®8% discount to intrinsic valygiving us 226 additionalupsideover time as
the gap close

Despite stocks up 18% in 201the portfolio was similarly valued a year aglmw can a healthy discount

to intrinsic valueremain? A portion of the longange expecterketurnwassurelyused ughanks to
outsized returns over the twears ¢ur businesses are growing nowhere near as fast as the stocks did
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since yeatend 2015)Adding a similar 23% per year accretion of the discount, our loagge expected

annualized return is now logitaa bit lower,9.3% to 10.3% versus 10% to 11.2% as calculatevo

years agoWe thereforetzaved about one percdnbm the expected lontgrm annual expected return.

The shave is largely due to the expansioninthe porifob s P/ E f r @3mtindeg effdctively mes t o
accounting for 13% of the cumulative 50.6% earded we a s k eBlt whasesdid the/resaof the A

gain come from, and why is the portfolio still similarly undervalged?

The answer, cover your earsademicians and passifanboys is thanks t@ctivemanagement

We have been net sellers over the last two years, but continue to find opportaeity tacesAs
should be the case in the world of value, we think olesdaave been at full prices with purchases at
discountsActivity servesto keep portfolio valuation reasonable.

Longheld portfolio holdings in CNArinancial, Johnson and Johnsord Leucadia Natiwal were all

sold forprice reasonkast year In the case of Leucadia, while we think Jefferies is an outstanding
company and we have great admiration for Richard
banks. We also eliminated our position in Chicago Bridge and Iron, vghickubled by not only an

industry slowdown buby questionable decision making hettop. While seemingly cheap, the stock may

or may notrecover over time. We chalkegh the losso the mistake columand moved on to better

businesses and better managements. iBettee eliminations, moshle activity involvedrimming

position sizes back in current holdings as praggsroached appraisals, advandiagter than underlym

value In total, we trimmedeven holdings.

On the aquisition front,three new companiagere acquiredeach outstandingndmade attractie
pricewise during theaar for specific reasonBollar General, Nike and Seacor Mariae now in the
portfolio. We have long admired Dollar General and Nike. Both suffered temporary (we think) price
declines due to disruption, or at least the thredigstiption in their respective industries. Dollar General
is dealing with a period of weak food prices and the threat of online competition. Theosbyosition

as a premier dcount retailer and initiativériven managememntrench that position, rka the business

a wonderful portfolio addition. Nike also is facing disruption to distribution channels graaving
competitive threat posed #\didas. The priceveakened enough to allow establishmera efnall initial
position. | n btoowimmoeds acquiredseaeod Marirdaftek iewas spun off migear
by Seacor. Thgare a nicheffshore oil servicdéusinesand have seen their assets and busidéssby

the downturn in energy prices aimddrilling activity. They were spunff with a highquality balance
sheet and in our opinion will add to their asset base opportunistically and are in a great position to benefit
from any sustained improvement in offshore activity.

Combining activity over the past two years, we added five newrtgddnd eliminated nine others.
Actively managing around evehanging appraisals in a significant number of holdings over the years
hasadded lots of value and meaningdigllars toreturns.

Time is generally required for investment decisions to bedr ¥We think it is a huge advantage to have

the patience, and patient clients, to allow prices to ultimately reflect underlying fundamentals. The active
versus pagee debate is raging agaiand when it comes to activity, we fundamentally side with the

passive crowd. We have oftensdidAct i ve management donactwiy | shoul d
Enoughvalueaccretingactivity is necessaryo outperform, but that level rarely can be manic.

Activity serves to keeportfolio quality high and pricdew, and compared to the vast majority of active
investors, are far from hyperuihover over nineteen years averag8#a n nu al | y knowWew d o n 6t
some folkscanturn overportfolios annualy, or more frequently, anplossibly expect to add lorigrm

value.
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Our valuation advantage, both relative and absolute, is nearly as great today as it was in Maiidie2000.

S&P 500 tradesoir more than 23.4mes trailingearnings, with it®arnings yield somewhebetween

3.0% and 4.36, dependig on the earnings mber usedWith our 7.3% earnings yieldve are invested

with at least a 3% annual advantage justin earning power basis. Add to the earnings yield differential

our portfolio needing tappreciate21% to intrinsic value, where the market needsitcsomewhere

between a third and half. We like where we\lie tend to the conservative, but regasdl, believeur
stockscaper haps doubl e the return of the mar ket over
turnover active managemenrparticulaty in the value stylegrounded in price and quality.

On Cash and Intrinsic Value

Cash is a draglVe were net sellers for the past two ye&mstfolio cash will drag agast investment
resultsduring periods when equity returns erd cash wlds. Risingcash balancedraggedon

performance by the percentage oftchsld. A rougly 20% cash positionost about 6% of retutin

20186 shaving returns to 21% on averalge2017, our cash balance across accounts approached 27% and
dragged equity terns down from 18% to about 13% before fees.

When we calculate expected retubryscombining earnings yields with the expected closing of the

discount to intrinsic value, we exclude returns from cash in the calculation. Depending on how quickly we
puttday6s cash to work, and how fully invested we r
equity results and portfolio results. When we value Berkshire Hathaway, we assume an optionality

premium for a portion of therash holdings, which assunigsrkshire will at some poirgut their cak to

productive useWe think about our cash the same way.

Clients should alwaysdbcurious as to plans for cash. We do not like having lots of cash lying around, but
we also preach patience. We are fans of bulomg which requiresdw prices. Sometimes e Gwhit for

more attractive entry pointsedpite the existence pbrtfolio positionsat undervalued priceSome

clients have mandates requirisigying closer to fully invested. We have processes in place to accomplish
this. For those of you where we managealinostof your assets, we are content, at least for the time
being, to allow process to work and expect to get cash more fully invesiad portfolio businesses.

As a point of rélection, in ouralmost20 years running Semper Augustus, casheasrhelped us. Cash
balanceheldduringthe2000-2002bear markehurt results because while the S&P 500 fell 50% and the
NASDAQ Compositemore than 80%, our stocks made mpaed outperformed cash yieldg a wide
marginover the periodWe would have been better off fully invested. We built some cash during 2004 as
we transitioned from the smalland midcap businesses that had done so digling the 200@0 2002

debacle to larger cap undervalued names. Our stocks, and the market, were up a bunchahdtozesh
balances were a dragm results. We were fully invested by late 2087d despite losing far less than the
markets duringthe@ 0 08 b ear ma r dsleas a helgingffiset.Our outperfoenance was the
result of owning better businesses at low prices, coupled with very high levels of portfolio activity (for us
at least) as we toakdvantage of abundant opporturdiyringthe crisisMost recently, the castaisedfor
processn the last few years, atiscussed, has been an anchor on returns.

We ae getting to be old dogs. Wisdddeally comesvith age Althought hey say yanwldcanodt t
dog new tricks, we hopse ae learning. We may makeresolution that once wegetéog 6 s | i qui d
reserves invested that we wslivear off cash fogood. We think cash on haitabay will be deployed at

even betteprices and yields than availaldepresent. The trick is getting itwwork soonenough and at

low enough pricet have warranted its existence in the first place.
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Fundamentally Different: The Semper Portfolioand the S&P 500, Side by Side

Last yeard6s | etter contai ned acapitadistheiessencedbbgddadc at e d
investing, discussing the irrelevance of the profit margin in an absolute ¥émsegue that tianges in

the amount oincremental capital required to producdddlar of profits, and the return on that

incremental capitals far more important.

To illustrate the importance of return on capital against an arbitrary amouwafibf@lative to salesan
example that | had used when talking to business students about inwesipgesented’he example
contrasted two unnaed businesses and progressed through a compafisommon size financial
income statemerand balance sheet measyeey ultimatelya series of returns

The Asurpriseod r eve athedMdLare €C@npany,@holdsae fapdampnaiond e s a s
distributor wholly ownedoy Berkshire Hathaway. Berkshinadbought the business for $1.5 tolti from

Wal-Mart in 2003 and has operated and grown it for 14 y&#wes competitor business the illustration,

oncereveakd wasno business but rather aggregation of the S&P 500 as though it were a single

busi ness. ltés a great way t o c osmplieas@congpanpnpanni es a
index. It was cleaiin the result that Berkshire had paid a great price for McLane, and despite-thinazor

margin structure common of many distributors, earned good retulmstioariginal and incremental

capitd over time.Berkshire can buy good businesses at priceoartdrms not available to most.

However for those not lucky enough to be Berkshirey ou don 6t fonapassivetndexbe sett |

We paint a picture wh our intrinsic valueeport whichconcludes we maintaim valuation advantage

versus major indice$Ve tell you we own good businesses, but thought a common size aggregation of our
businesses would be illustrativgo, we will again present an updated common size overview of the S&P,
and this year compare it not to Mcleaagain but to a snapshot of ®emperportfolio at yearend.

The flow of how we presented Company A last year versus Company B was well redéévéd| |
incrementally present daanddo vy wih tse surpoise hetehdesince wo i c o
we already identifiethe bsinesses being contrasted.

As an aside, short Isyettealfrenlicec grpve tohflatisrhavimgdvellHallat y ear 6
former professional baseball playeot Monty Hallt he host of |revéaltlgdenitek e a De a
of the companig behind their respective doofidie transposition wasdisastetbecause after his baseball

caree, Mel Hall went on to a life iprison, serving mangonsecutivdife terms for being a very bad,

very sick individualThen | readecentlythatMonty Hall, the game show host, sadly passed away in

Septembr at the young age of 96. RIP. They took the wrong Hihalk year, the fact checkers are

charged with verifying pithy stabs at humor, and with leaving the numbers alone.

Let 6s begi n withfigures fompha indorsecstatement:

Income Statement Figures S&P 500 Semper
Sales $100 $100
Earnings Before Interest and Taxes (EBI 14.7 17.8
Interest Paid 2.0 0.9
PreTax Profit 12.7 17.0
Tax Rate 25.7% 22.5%
After-Tax Profit 9.4 13.1
Dividends 4.2 3.1
Retained Earnings 5.2 10.1

Figuresare rounded and may appear off
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These numbera r e n 0 t infermatiom gldng¢o make any kind of an investment decisibat are

integral to analysisOur businesses possess a highargin structureitan the amalgamation of the
businesses comprising the S&P 500, but without knowing how much capital is involved in producing the
margins displayed, are of little utility. What is interesting is that the-&fteprofit margin of 9.43%s a

record high for the index Weare usingeported profits as opposed to operapnafits, the difference
representing writeffs and writedowns (the people who invented grammar must have decided that a
write-off, which eliminatesan asset value, is mualore severe than a writedown, which is only partial,

thus requiring a hyphen in the case of the former). Index profits for 2017 excluding charges look to be
about $124.99, whittranslates to a margin of ¥, also a record high. Incidentally, seeing sdange
charges here in early 2018 (GE for example), the reported profit nunalyeatshort of our projection
(except forrevaluations of deferred tax assets and liabilities, which for some businesses will be enormous
T more on this later).

The othertem to note in the above display of income statement figures is the proportion of profits

di stributed to shareholders as dividendstheand t hos
ratiolater, but for now know that at 45%, thayout ratids as high as t béen since 1994xcept forthe

brief period in late 2008 and early 2009 when profits were depressed and even negative on a reported

basis). In the olden days, the proportion of profits distributed to shareholders was much higher, averaging
above 60% from 1900 through the early 19606s. Fro
falling as low as 17% of profits in 2011. The period involved high levels of capital spending and R&D,

even augmented after the peak in interest rat&é981 with increasing leverage. Since the 22089

financial crisis, we have seen little @oonic growth, a plateauing of total credit market debt as a

percentage of GDRnd slight use of capital towaptdoductive ends like capital spending and R&D.

Pehaps viablenvestment projectsadn 6t exi st i n an overleveraged ecor
payouts have marchedstee | v hi gher. tWh atoddsa ytolhmk&tkidgpayoutswvidy t o
businesses and their managements do a terrible job ohdapital | ocat i on. I n cases wk

intelligently invested at good returns, shareholders woufdtieetter off with dividends and payouts
more in line withthe higher levels seen in the first ttfords of the previous century.

In the Sempeportfolio you can see a far greater proportion eéiafax profits retainedather than paid as

dividends. We reap onl83% of profits from dividendsviuch ofthe difference can be attributed to our

large investment in Berkshire, which retains all profits and reinvests at acceptable rates of return. There
arenb6t many management sapitalaliotators. Betkshires nmag theecbesttime i r r o |
ever was. he balance of our companjes averagedo a very good job on this front. In fact, as we

survey the managements of the companies we own, we have never had a bettermastagement

teams. As @roup,they are uniquely good.

As a point on methodologwe ar endét presenting multiple years of
index, and most certaly with ours, changing portfolio compaosition due to additions and deletions will

skew and make somewhat irrelevant comparif@m period to period. As an example, if we sold

Costco in one year, which operates with 12.5% gross and 2% net profit margins, and replaced it with a
company like Richemont the following year, with 65% gross and 15% net margins, the increase in margin
structure would appear dramatic if each position had a meaningful size representation in the pgortfolio.

year over year comparison might appear as though there was margin growth taking place, which may not
have been the cadeach business may have ntékrs returns on capital invested, but comparing margin

structure against each other doesnét I end to rele
comparison of McLane, which operates with net margins of less than 1%. We think McLane produces
goodet urns on capital for Berkshire, but to | ook at

without comparing the margin to the capital employed.
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To facilitate analysis, an incorporation of bal
balance sheet figures and correspondent leverage ratios into the mix:

Income Statement Figures S&P 500 Semper
Sales $100 $100
Earnings Before Interest and Taxes (EE 14.7 17.8
Interest Paid 2.0 0.9
PreTax Profit 12.7 17.0
Tax Rate 25.7% 22.5%
After-Tax Profit 9.4 13.1
Dividends 4.2 3.1
Retained Earnings 5.2 10.1

Balance Sheet Figures

Equity (Book Value) $67.6 $112.5
Debt 80.5 35.0
Cash 18.8 28.9
Net Debt 61.7 6.1
Total Capital (Equity + Net Debt) 129.3 118.6

Leverage Ratios

Debt / Equity 119.1% 31.1%
Net Debt / Equity 91.3% 5.5%
Net Debt / Total Capital A7.7% 5.2%

Figuresare rounded and may appear off

The use of leverage among our portfolio businesses compared to the index should be obviusd. Our

margin of safety approachcombines high business quality with attractive price. One important aspect of
business quality is a modest to reasonable use of debt in the capital structure. The difference contrasted to
theindexis striking. Our companies employ nearly twicarasch equity capitalfar less debt, maintain

an

larger cash balances, and when debt is offset by cash, require less total capital to produce a dollar of sales.

At the inde level, debt has replacedjuity inrecent years. Many businesses have spent more on

dividends and share repurchases than they earn in profit. The difference has been funded with leverage.
Debt balances now exceed equity, with debt to equity measuring 119.1%. Even with cash offset from debt
(with much of it stranded for now offshore), net debt still total8%®lof equity. Net debt makes up

nearly half of total capital for the index at 47.7%. We operate in a different world. Debt is a modest

31.1% for the aggregate of our portfolio companiédany use either no debt at all or have cash balances
which exceed balance sheet dégt debt at our businesses totals an extremely low bfa#tal capital

We believe the far more modest use of leverage is important in many ways and stronghiritaged

to our outperformance during all bear marketstamds of financial crisis ovesur two-decade existence.
Included are the 2002002 and the 2008009 episodes, which shaved 50% and 65%, respectively, from
the index. Low debt levels allow managents versatility on the capital front in times of crisis or distress.
An unencumbered balance sheet can tolerate the addition of debt when opportunity presents itself. Of

course, some would rightly ar gue tléverdge leavekiiselfm n o't

susceptible. Dollar General, a portfolio addition just last year, is a great example of that.
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Leading upto the financial crisis, Dollar General was unlevered. At the outset of 2007, it had about $200
million in balance sheet debitat was offset by $200 million in cash. Of cousea retaileit used
operating leases, but in their case the underlying real estate was (and is) so cheap that the lease burden

was far from onerous. Dol | ar Ganncticedy &andthe bussess i f i ¢ r
was taken over for a short 2 ¥ year period by KKR and its sidekick, Goldman Sachs. The preponderance
of the Adeal 06 was funded with debt, management wa

shares, capital was strippediin the company, and when KKR and Goldman underwrote their own IPO

of the company in 2009, tlemerging balance sheet was from pristine. It was saddled with nearly $5

billion of on balance st debt, at insanely high coupopayable and redeemableiganepremiums to

par, b, you guessed it, KKRandtkei de ki ¢ k . Dol | ar Gsoeworkadti®es manage me
leverage downbut we suppose will never run the balance sheet as cleanly again. That is, unless they want

to repeat the 2002009 capital gab.

So, we run oudiscipline at Sempewith a risk aversapproach, tolerant of only modest debur
companies are so much less leverateel penefit can be seen when analyzitngt really matters: profit.

Here are the measures of profitability thave the processhere Agai n, it ds not the at
profit margin, or an operatingragr oss mar gi n. Itds how much earning
invested ina business.et 6 s examine the important profitabilidt

IncomeStatement Figures S&P 500  Semper

Sales $100 $100

Earnings Before Interest and Taxes (EE 14.7 17.8

Interest Paid 2.0 0.9

PreTax Profit 12.7 17.0

Tax Rate 25.7% 22.5%

After-Tax Profit 9.4 131

Dividends 4.2 3.1

Retained Earnings 5.2 10.1

Balance Sheet Figures

Equity (Book Value) $67.6 $112.5

Debt 80.5 35.0

Cash 18.8 28.9

Net Debt 61.7 6.1

Total Capital (Equity + Net Debt) 129.3 118.6

Leverage Ratios

Debt / Equity 119.1% 31.1%

Net Debt / Equity 91.3% 5.5%

Net Debt /Total Capital 47.7% 5.2%

Profitability Ratios

EBIT / Total Capital 11.4% 15.0%

Return on Equity 14.0% 11.7%

Return on Total Capital 8.4% 11.6%

Figuresare rounded and may appear off
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For the index, equitybok value) is probablynderstatedand amongnany of its component companies

has little meaning. With numerous businesses, equity is severely understated. With some, assets are
carried at historic and depreciated cost (shrinking book value relative to inflated earning roetbgr

cases, writeffs and writedowns have reduced asset and correspondent equity values. With numerous
others share repurchases at increasing premiums to book value drive bookivaleasinglylower (a

$1 repurchase at book reduces cash by a doildibook value by an equal dollar; repurchases for less

than $1 are accretive to book value, reducing cash by a dollar but increasing book value by the discount
paid to book value; finally, repurchases for more than $1 reduce book value by more thaiathpaid).

All the described reasons for GAAP book values understating economic book value work to produce a
higher return on equity than should perhapgheecaseWhen this existghen a sizable differential

between return on equity and retam caital may be justified. Typically, however, a large disparity
between returns on equity aad capital is due teveragem the capitastructure. While equity may be
understated, there is a truth about the other form of cépikaibt is rarly misstatedlits value is known

with certainy, particularly by the party tavehom it is owed.

You can see in thimdexratios that a sizable disparity exists between the returns on eqdityn net
capital The companies comging the index earn a high 1%Mnequity. The use of nearly as much net
debtas equityin the capital structure drives the return on net capital (which is return on equityeplus
debt),to 8.4%.The return would be even lower without offsetting debt with cash.

Our11.7 %return on equit is lower tharthe 14.0% earned lifieindex.So, is the index more &adictive

because of a higher ROEar from it. Because our businesses are so lightly leveretktatn on net

capital at 11.% is nearly the same asir return on equity. Our companiearn far more on their invested
capital, which we think is a huge advantage. We a
argue that thguality of the equity capitalafur por tf ol i o businesses i s muc
businesses ith ongoing and sizable serial writdfs and writedowns. To the extent our managements

repurchase stock, they tend to do so with a moce monscious approacBerkshire as our largest

holdingi s a terrific exampl e the portfolib lais reasdmable to tonclude c on s i s
the returis of our portfolio businesses amore reliably accurate than those of the indehich are

overstated by some material degree.

Itdés also important to not e t hvarage rdhe mdex, eturbsmo k v a |
equity and on capital have been in steady decline
earnings averaged north of 16% during the 199060s,

due to thewrite-offs and writedowns). Manwould argue théecline in returns is a naturaldpyoduct of

a lower interest rate environment, that hurdle rates and returns on projects and other uses of capital are

lower We woul dnoét di s agr exgcase® betmadehhatthe declites aad asmdueatoas t r o
misallocation of capital. Surely one driver of declining returns is the repurchase of large amounts of

company shares at steadily increasing valuatRr eE6s ar e al so overstated whe
earnings. Managements will have you compare profits before-affdeand writedowns against book

values that have been written down over time. Naturally you want a high numerator and a low

denominator if you want to make your ROE look gdedol me once/sa me on me; f ool me t
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Now

ffirmlty Bri;ig in price andraluationby puttiing the entire siddy-side comparison together:

Income Statement Figures
Sales

Earnings Before Interest and Taxes (EE

Interest Paid
PreTax Profit

Tax Rate
After-Tax Profit
Dividends
Retained Earnings

Balance Sheet Figures

Equity (Book Value)

Debt

Cash

Net Debt

Total Capital (Equity + Net Debt)

Leverage Ratios

Debt / Equity

Net Debt / Equity

Net Debt / Total Capital

Profitability Ratios
EBIT / Total Capital
Return on Equity
Return on Total Capital

Key Valuation Figures

Price (Market Value)

Price / Sales

Price / Book Value

Price / Earnings

Earnings Yiel(Earnings / Price)
Dividend Yield

Retained Earnings Yield
Dividend Payout Ratio
Enterprise Value / EBIT

S&P 500
$100
14.7

2.0

12.7
25.7%
9.4

4.2

5.2

$67.6
80.5
18.8
61.7
129.3

119.1%
91.3%
47.7%

11.4%
14.0%
8.4%

$220.3
2.2
3.3
23.4
4.3%
1.8%
2.5%
45.0%
19.2

Semper
$100
17.8
0.9
17.0
22.5%
13.1
3.1
10.1

$112.5
35.0
28.9
6.1
118.6

31.1%
5.5%
5.2%

15.0%
11.7%
11.6%

$180.5
1.8

1.6
13.7
7.3%
1.7%
5.6%
23.2%
10.5

Figuresare rounded and may appear off

By any valuation yardstick the portfolio is muctore favorably valued #mthe index Our stockstrade
at 1.8 timessales)ower than thenewrecord 2.2 timesand for that we have businesses that produce much
more profit per dollar of sales. That translates into a P/E of 13.7 times versus 23.4 times. The index is
nearly twice as expensive on a prioébook basis, so when adjusting for the premium paid to,book
nullifies much morehan the2.3%return on equityifferential

The

indexd 83.4 multipleme ani ng we have
The importance of this can bestdmmen with anllustration.

nverse of the P/ E
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Compae $1 million invested in our stock portfoligith $1 million invested in the S&P 50Each $1
million invested generates the following earningkich are then either distributed as dividends or
retained and invested by the companies:

S&P 500 Semper  Difference

Dollars Invested $1,000,000 $1,000,000
Earnings $42,800 $72,800 $30,000
Dividends Received $18,300 $16,900 $(1,400)
Earnings Retained $24,500 $55,900 $31,400

Our businesses generatéull 3% higher earnings yield which is derivedlely based on stock prices

relative to earnings. A lower P/E means higher earnings. In dollars, each $1 million invested has an
additional $30,00n profits working for our benefitt total, wehave $72,800 in profitr each $1

million invested agaist only$42,800 earned from ownership of the indB&cause our earnisgre so

much greater, despite oonuch lower payout ratio, we receimearlyas manydividendsin dollars

earning $16,900 per year, gr$1,400 lesshan would be paid to us from threlex But crucially we

have $55,900 being retained and invested for our benefit, a huge $31,400 more than the amount retained
by the index members.

Now for the kicker. The $55,900 being retained on our behalf as shareholders isitessted at an
unleveraged 11.6% return on capital. The index remaller $24,50Qless than half of our retained
earning(fit heal ey 0 c b ei rans.4Lb reture an tapitdl, aadbe decline for a quarter
century.

Why At heoretical |l yo ?raththatan knder imvestois gettmg helarly haf, 45000 u t
of thar 4.3% earnings yields dividends at eurrentrate of 18%.  Wh appehisg with the remaining
25%?You woul d pr anvestetdet the cuiregt4¥%returman capitaB u t nat. indghe

last five years, altompany profits not distributed to sharetet as dividends have been sgmnting
back stock. Toda yWwishalkohtherhéadligesetuynioredapital. Arfy nefiase3at a

P/ E above 11lat# earnmgs fieldrelovehe B.€6deburn on capital repurchase today at
23.4 times reaps the 4.3% earnings yitddbur opinion, mostapurchases, despite being labeled
returning capital to shareholders, are red#gtroying capital for shareholders

We understand the argument that CEO6s and CFObs a
can borrow longerm at 3%, your after ax cost of borrowing was only 2/
tax ratel moving to 21% thanks to tax refoynCall it 2%.Why not buy back stock at a 463earnings

yield? We get it. |1tbdés being dgrde ddartet ilvédlsy dmrelv
returns on capitahut in a very low interest rate world, why not? We get thatBabitd o e s n 6t mak e
sense, particularly &xtreme valuations.

What wereally get is how most top brass are compensated. Salary. Bonus. Use of jet. Life insurance.

Check, check, check and check. The real dough, however, is in option aieteeestock grantsyhich

bothgain in value as the stock price moves up. Options, ofcourser en 6t cash, so we ar
managemenb excludeany cost of granting those asexpensefiMove whateversilly chargeGAAP

accounting makes us inclutiethe preformaadjusted presentationd  &tddkis trading at 40 times
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earnings? No problem. The consultant tellssin@reholders believe a repurchase is good for them. Buy
themin ata 2.5% earningsyieh e EPS wi | | be up. The sgimtlek will g
money, Coruejgdedd

Wh a tarmagings how little bandor the buckrepurchases are getting. In 2011, with repurchases running
at a $300 billion annual rate for the S&P 500, sHarybacksetired about 36 of outstanding market
capitalizationper year. More recentlyith repurchases averaging more than $500 billion annually, the
retirement is only buying@bout2% of market cap per year. At sompeint, what wagreat for

shareholders now costing them money. But captains of indysttyo spendcantfew years at the

helm on average, have little incentive to think letegm about return on capltwhen their horizon tget
crazyrich spans the shetérm. Stock buybacks, regardldssy expensive, are a buy ticket. They reduce
shares outstanding and are accretive to earnings per paaogl.That they are made at absolutedisv

which drive profits properly measured downwardargely irrelevant.

We arecomfortable that the retagd earnings of our portfolio companies arestlybeinginvested at
acceptableeturrs. The reinvestment of retained earninmg®ne of the most important jobs of the
managers of public companies that retain sharehplodit. Assessing how well thepvest those
retained profits is one @fur most important jobss investors. We have several companies in the fold
investng large quantities of moneyt greatreturnson captal expendituresin projects, infrastructure,
capacity equipmentfacilities, distibution,you name it. Further intelligent investment in R&iople,
and advertising, while not ciigl spendinger se, can yield great returmdany investments are being
made at returns of 20% or more. Berkshire is investiraggregate at 10¢wethink)andt 6 s an
unlevered 10%. They have mapnpjects with returnexceethg that. Some largeegulated investments
come withmid-to-high, single-digit stable returns.

Why We Dond6t Own the 1| ndex

fweowned the S&P 500 wwalddi mg odbarbd aynibees iddqudmder c a
companies with aggressive accounting thdte down assets to boost returns on eqaiity capital We 6 d

have shares being bought at prices that we woedgrpay. We 6 d own businesses witl
pension funds that have little chance éarn enough on their plan asgetéund plan liabilites We 6 d o wn
companies that exclude one | egroftarmma ® @&x pfeandjeu atf d@ ¢
presentationsNo thanks. We may not own businesthet stand to grow as fast as soindex darlings.

Perhaps thatoés why t he instduedd.7;but wecha®w3,000inearBingd t o pr C
power pei$l million working for us against $43,000 for the market. Our relative advantagglisasas

it was at the last peak in 2000. Our absolute expected returns areeaten g

Longterm eturns will gravitate to the return on invested capital. An investor shwtildly earn the

earnngs Yyield, making the price paid crucial to the re3Mé are beginning at 7.3%day. Over time,

results will trend to the return on capital and on the reinvested capital of the business. le the cas
return on capital is 1196. Returns on reinvested capital are at least that high, perhaps highewnfMany
our businesses haugcreasingreturns on equity and on capital over time and we expect that to continue.
The index on the o#r hand is beginning with a 48earnings yieldReturns should trend to its 84

return on net capital, which has been in decfor 25 years, except we think returns on reinvested capital,
for the time being at leasdre being made at lower retutthsinks to share repurchases at high prices. If

A

themathr egar ding the index doesndt adad suopl uvatnidonés nédt
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ACTIVITY V. PASSIVITY 1 THE COMING PASSIVE INVESTING UNWIND

The proportion of the stock markeassively ownednd flowing into passive investmenstrategies arat

records. The concepf passive investing simple efficientand grounded in logic. However, a good idea

taken to excess can produce a terrialeeome Theprice paid for an investment iskey determinanf

outcome. Microsoft on January 1, 2000 was a different invest&®Othanthree years later at $20.

Berkshire Hathaway was a different investment in 1998 at $80,000 than it was two years later at $40,000.

The price paid is the initial bracketing endpoint in a compounding series. The same business at twice or
thrice the pr Anxcintexbaddedvhs the eholéindexineveryemponent at the

prevailing price, regardless of quality or pribi exclusions. We sathis picture showinte 199086s an
it ended badlyMoney is funneling into the largest of index components, pushing valuations ard inde

weights to extreme®isk is mounting in passive portfolies,n d |l iar @l y of t hewnpassi ve
making

The Argument for Passive Investing
The argument for passive investing goes like this:

1 One,investingisazers um game. Because the fAmarketo i s co
returns of all investors will equal the market return. For angstor, or even for any positidhat
outperforms the market, thendll be an offsetting manager or ptisn thatunderperformby a
like amount There carbe no excess return.rtattes notthe asset class, geographysegment,
regar dl ess hawvw edisnuenf foifc iad ristthé prarket iettirm.r s © r et ur ns
1 Two, the zeresum game, being the markistbefore costs, therefore, if you are destined to get
the market return, why incur frictional costs? The aggregate sum of all investors, earning the
market return before fees and costs, will earn exactly less than the market return by the sum of all
feesand costs. These costredarSemdivte ds walolt e, byiWhiee e
Customers6 Yachtso in 1940. Hi s was a fair que
1 Three while there have beeand very well may hénvestors thabutperform the market, they
are few and far betweeAnd even though they are out there, how in the world would you go
about finding theauPy Bwr csaluswel dn ddts Kt ootoh ari ftfriyi ng
1 And four, 3B really none other than Warren Buffett himself, possessing one of the greatest
records of investmerutperformance extant, proclaims that the average investor ought to own an
index fund. I f ités good enough for Warren Buf

Regarding points one and two, we are in complete agreement. Both are mathematical certainties. The
market is the markes$ the market, and each investor is but a bit in the game. There is no doubt that the
aggregate of all investors cbined investment results will equile gross market return minab fees,

costs and expenses. I t d o eulargetap Uastotks, US-bills,ert her we
micro-cap growth companies in countriesgnning with the letter Z (there must be an ETF for tfike
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greater the expenses, the geedhe performance hurdiejth time astheleveler. Fees, as do returns,
compouml, and they are difficult to overcono®er time even for good investors.

Point three has a ton of validity. We halerays said thadf the few investors that can outperform over
long-petiods of time, how is it that thealients foundhenf Was itskill or diligenceon their part, owas

it luck, or fate or was it buy high, sell lodWhat if theability to outperformhasrun its course, and

clients coming in late to theapty will reap inferior resultsYou can see this throughout the record books.
Many of the great track recordgiatcted the most capital afteeriods of outperformance. Clients, like

too many investors, buy high and sell low.

Further validatinghe argument behingbint three, even if a client is smart enough, or lucky enough, or

fortunate enough,tofndne of the great investors, nshtharbcés t o s
The great track records are not produced in linear fasarehare far from consistentug@erforming

overmany market cycles is not dorachyear, oreverythree years, or five years, or ten years. There are

long periods of underperformance that go with every outstandaalf tecordAll the great investors

have had clients leave them after periods of underperforming. Walter Schloss, wliedamg of the

all-time brilliant track recordsshruggedassh e was | osing clients in the | at
underperforming and woul dndt give themHehahde t ech a
seemingly @Al ost & toch witlo modemndhinking.dViarhat ireddiimn thad been

clients for decades, having invested with himsindee 1 9 5 0 0 s masibe exge@esdl Gidosg. | t

term outperformanceill come with durations of underperformanperhaps as much as haffthe time

over shortterm intervals As the intervals lengtheperiods of underperforming recedé.the end of the

day, we all know what happened with the tech bubble. It ended badly.

On pointfour,vdhave hear d Mr .reg&dinfy passk invéssing and index fondsr many

years. It issoundadvice, applied correctignd by those who need it makes complete sense for an

individual investor orfamily, at the outset of adultho@ohd a lifetime of savindo begin an investing
programthatregularly depositssavings into a loveost index fund, the S&P 500 being the most

mentioned, the most indexemhd mosefficiently done. Withongoing purchases, the strategy of dollar

cost averaging will at times makerchases at low prices, fair at othensd at timeshigh. t 6 s not a
strategy requiring thought or expertise, and if practiced with discipline and a willingness to not override
the program due to emotion, stdproduce a gootbngrun result. Avoidingptherwisdarge and

compounding feeand expenses becomes an enornaalygntage over time against those up against the
zerasum gameOne of the hurdles to cleasth this strategy is overcoming emotion. Refraining from

action during times of crisis,andi t h no one there to fAtalk you off t
times get tough is a very real risk to the success of the entire program. How many investors do you know
that sold everything in 1974, or 1987, 0r2002 2009 ? We GAncof thoset mopthaeen t vy .
rushed back in, but onBfter sustained recoveries/hen the appearance of risk has receded.

The advice to index Isdbeen taken up by a wideniggath of the investment world. We see more and

more large institutional investorswhoave deci ded t o index their fAcorebod
other facets of the equity and fixed income worlds. We are now seeing indexed privatéteeratgxists

one AS&P Listed Private Equity | n diaceisMarbha2007 happen
launch) Many households ataking up indexing as wellhe problem is, many are just now getting

around to doing so ithe last handful of years, sorarly veryrecently. There are enormous flows of

capital away from active managemany of the valupersuasiorthe only type we know of to have

produced the great lorwin track reords).When the herd stampedes, danger rises.

International investing has seen hugBows. Emerging market investolave also beemajor recipient

of new cash flows in the last two years. By size, emerging markets are tiny. Large flows produce large
results. It should be no surprise that emerging market equities led the field last year in the performance
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derby, with the MSCI Emerging Markets Index up 3 3 %. I f you were fAind for t
a good experience. If you aoaly now following theemergingherd aboad,there remains less valueid

the underlying emerging businesses themselves growsicially by 37.3% in a yeat?arge flows can

impart amomentumreffect, driving narrowing prices in certain assets higher. Often, those allocating
capital donét even r eal i ziedudedretyns.Many are imply redctingit i n g
to a fear or envgf not having an location in microcaps in countries begingiwith Z especiallyif all

the other kidsre already therand making moneyl he mindset breeds mediocrigt best, and ultimately

can be a dangerous thing. How many university endowments decided to jumpiofithé e model 6 an
initiate alternativgprograms just prioto the financial crisisPlow many of those same funds

subsequentlypacked away for being so badly burned?

Those nowdedicating allocations of theficored to the S&P 500, the granddaddy of thegdas world

own the index we described the previous sectiolY.ou own a 4.3% earnings yield, businessesat

are highly leveraged withdeclining returns on equity and capital, andwho arereinvesting the

slightly more than half of profits at returns ranging from mediocre to capitd destroying. If a fund
wasindexingthe core for 30 years, and hiaglen investing dividends and employee, tax, charitable,

saving or whatever form of contribution or savings regularly, both at low and at high pricet hen t hat 0
one thing. How many are newfiya ¢ t ialNoealing t0 a passive indax record valuatior'sHowmuch

more isk is being taken than assumed?

Mr . Buf fettbds advi ctermsagek padicularly at the outsed of antinhestmdnto n g
lifetime. If you have a large amount of capital today, making the active decision to invest passively, is a
terrifically dangerous proposition, especially if you are reallocating capital away feas that may be

more reasonablyalued.

Superinvestors

Mr. Buffett wrote a welknown article in 1984 titledi The Superi nvamDoddswef | Geahse
It was the summary of a speech he gave at Columbia to commemorat® gmmb@rsary of the

publication ofSecurity Analysiswhich was writterduring the GreabDepressioriollowing the 19291932

stock market crasiwhich shaved 89%érm t he st ock mar ket and a si zabl e
worth.,Be n Gr aham a n 8Secultyg Analyiss he ldbtk fosvalue investors. It has been

published in 6 editins with numerous updates goihtings of each over the years. | own multiple copies

of all editions save the first, which was published in two printings. If anyone has a copy of the 1934 first
edition | aying around toohd goad keetmedpsintidogdwyge taapp
be choosy Some people collect buttons and beer cans, others collect fire trucks. To each his own. |
collectSecurity AnalysisMoving on theil Su p e r i raiciesettoded hévirtues of value investing

properly done. In itMr. Buffett challenged ththennewacademic dgma of market efficiency and its

scientifically soundingi Ef f i ci ent Mar ket Hypothesiso, which hyp
an eficient market annvestor carobtain no information that would allow them to beat the market. The

theory concluded thaat all times security prices reflect all known information, legablgtained or

otherwise, and arthus always perfectly reflective of fair valdghe theory laidhe foundation for passive

investing.

Superinvestorstherwisei pr ovedo t hat good investors did indeed
hadoutperformed by wide margirm/er long periodsOne of the primary characitgics among the nine

was an dherence to the beliefind i s ¢ r e p aennc ipersi cbee Tharedvas\n@donfoemity

amongthe individual portfolios. Each owned different investmeatgl earned their sizable

outperformane over different periods. Each also suffered duratisasierather long, of not only

relatively underperforming but @lutrightlosing money. Somevendeclined more than the market
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during the devastating 194374 bear market. The article also noted ttzat of capital becomes a
hurdle noting,

NSize ihort lnéd preecfor mance. There is no question abol
better than average when you get | arger, but the ma
managing two trillion dollars, and that happens tahgeamount of the total ety valuation in

the economy, donét think that youdll do better than

On point before the advent of indexing, @&/ond the article, which was also published as an appendix

to at | east one of f{THedntelkgdnt Ibhvestothe best nvedBrem bo@kwea h a mé s |,
written for the lay person), Mr. Buffett has made clarifyremarks about his advice regardindexing

and passive investing He duly notes that outperformanc.e canot
It requiresdevotedwork andproper wiring, which involves a willingness to deviate from the herd or the

crowd. Outside of a valdeased approach her e ar endt approaches that hayv

Go with the Flow

Over the years, we have kept an eye on the flow of funds among asset classes and within the equity
mar ket s. bBndsweoddoaéas ywstptieerexkercisepbathhere is utilgy in having an
idea of where money is moving.

ltds eaqauwlty dmawlfusi ons regarding investment fl o
that numerous classes of owners of equities have been selling their stock portfolios fasyears

evidenced by declining direct ownership of individual securities amebgedemptions out of stock

mutual funds. Over the most recent four quarters ended September 30, households, equity mutual funds,
institutional investors and international investors were all net sellers of stocks by a combined $280
billion. It getsbroada st t hat these investors are fleeing the
considered as an offset, with investors perhaps moving from active strategies to passied.a

different picture. ETBs at tract ed $350 bsoarei$adorbillienwasrdirettdd@tos a me |
an asset class that is conventionally passive (though as money moves from ETFsonggtiody is

making aractivedecision with passive investments). You could make the case that flows to the ETF

world are done witthess or little, concern for valuationyith no attempt to capturedisparity that may

exist between price and underlying value.

Net corporatéssuance is another component in gaugiegflows to or from stocks. In our years of

observing the markets astudying its history, we have drawn the conclusion that from the end of the

Great Depression throughthe ridd 906 s, share repurchases were made
their shares were undervalue@ommensurately, companies raised capital wheketawere strong and

offerings could be priced on attractive terms to the issuer. During the techpuni n t he | ate 199
increasing numbeof offerings took place itechnology, media and telecommunications, and ultimately

in the fanciful internet worl d, which ultimately
productive use. During the same period, tech companies were also issuing large ansocksof
management and employees through stock options. T
expense. As stock prices bubbled upward and option shares wereezkah@dilution across timearket

was high. Our client letters from the tirgaantified some of the effect. To offset the dilution, and to drive

share prices higher, thus making the option holdesathier companies spent cash at increasingly high

and ultimately outrageous prices to buy back shares. The lunacy on both endsthisduance by dot

coms and repurchases by tech companies, largely offset each other from a flow standpoint.

Somewhere around 2003 or 2004, the mantra of share repurchases as beneficial to shareholders took hold.
The issuance of equity to managementensliowedthough wherFAS 123(R)compelled the expensing
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of stock options grantseginning in 2005a good chukof grants shiftedo restricted shares, which come
without a strike price (which requires payment and eareedhethe share pce at timey and simply

vestfor the grantee over time. It is a truism that a share purchase, everything else held constant, would
push up stock prices. With the mantra of being good farettolders coupled with enriclg the wallets

and purses of management, buysaiook off. Since 2004, repurchasastjfor the companies in the S&P
500averaged over $400 billion annually, hitting annual highs near $600 billion immediately before the
financial crisis and agaim the last two years. In too few cases are shareshib@agk with a motivation

of price to value in mind. Recessicasd times of crisis hamméris pointhome

During the 2008009 crisis, as shares fell on average by 65%, repurchases dried up, falling from a $600

billion annual rate to about $100 billiojs despite stocks being as undervalued as at any time since

1991, in our opinion. Share issuance, on the othe
were high and capital could be had on attractive terms. It was because companiaspmd,st

particularly in the finance industry. Banks, brokers and insurers were insolvent, some technitally

others for realand needed capital to strengthen balance sheets and meet capital requiFementfghe

ten largest component members in 88&P 500 at yeaend 2006 were technically bankrupt within two

years. All four recapitalized with equity holders suffering permanentdosessive dilutionThe

financial sector has been a napital raiser since the crisis.

All other industries have le@ net repurchasers, with the recent exception of the energy sector, which has

seen capital lost and destroyed by low energy prices killing returns on what was a massive amount of

capital spending leading up to 20The net takeaway is that for too many ompanies, and for much

of the broad market, a buy high sell low reality has been underway for nearly a decade and a half.

Net share retirement has averaged about $300 billion annually, with the lon2@®@8utlier which saw

net issuance of about $300bi i on at rock bottom prices. l'tds cour
time.

Earlier in the letter we showed returns on various asset classes since March 2000. Hedge funds have
produced mediocrity for many years. It should come as no surprisevbstors redeemed $112 billion

in 2016, which totaled about 3.5% of their $3.2 trillion in assets. Flows appear to have stabilized,this year
but rdurns continue to lag the stock market, with the HF&®id of Funds Composite up 7.7% in 2017

and averaging.0% for five years. The Barclay Hedge Fund Index posted better returns (perhaps due to
one less layer of fees), returning 8%.for the year and.6% as a fiveyear aveage. The S&P 500

returned 21.8% last year and averaged%=o8er five.

Across the ange of indices for the year, large dwarfed small and growth trounced value. The large cap
Russell 1000 Growth Index beat the large cap Russell 1000 Value Index 30.2% to 13.7%. In small cap,
the Russell 2000 Growth beat the Russell 2000 Value 22.2% to .&%ls more and more like the late

199006s. There are even companies adding ACryptoo
shootinstantlyupwardThat of course isndét a flow issue, just
One data pointorlonterms er i es webéd | ove to see is how much of

alroad, is and has been index#idanyone has goodformation, please shar&éhe Financial Times

reported in September 2016 that passive funds ategdor a third of mutual fuhassets in the US, up

from a quarter over three years. We presume the percentage is at a record today, and would have

presumed the same thing in 1998, the last time we saw pervasive popularity among passivity. S&P Dow

Jones Indices reports that of h229 trillion US market cap, there is $7 8llion benchmarked to the

S&P 50Q with index assets comprising about $2.2 tril

l inked productsodo on their websit e theimyddmdtiar ect | y t
index funds, such as Vanguardés, which also try t
products such as fAiSmart Betaod that tweak index co
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(but that invariably also come wittigher fees). Then there are the closet indexers, or index huggers, who
actively run extremely diversified portfolios thédr theirbroaddiversification alonewo n 6t pr oduc e
returns much different than the ind&he rich get richer, the big get bigger and what 6s wor ki n
continuing flows of money.

At what point does the growing proportion of indexesk#s become dangerous? The S&P &da

proportion of the stock market is far more concentrated now than at any time. Some of the increase is
surely the result of mergers and acquisitions. But the degree is concerning. Also, as the index marches
higher, it attracts more capital and the momentum drives prices up far faster than underlying value, at a
point making it impossible for future resultscome close to anything reasonable or expected.

In our July 12, 1999 client lettdrarge Cap Stocks Still Overvalued: Some Bargains in Small Caps and

Mid Caps we discussed the risks of concentration and momentum. Then, as now, flows directed to
passivestrategiesnd created an enormous valuation bifurcabigrthe 2000 market peak. Our
outperformance during the 20@002 bear market, which cut the S&P 500 in kdifle our portfolios

rose was very muclhanks to the value wieundin small and miecags, andin out of favorvalue

oriented names like Berkshire, which we bought for the first time in February 2000. In the July 1999 letter
we wr ot e alsafielnowdnivestingl@® 70 percent of inflows in index and large cap growth funds
and are pullig money out of undeperforming small and mid cap funds. Small cap funds had inflows of
$20 billion in 1996, $15 billion i1997, $4 billion in 1998 and have actually experienced outflows of $12
billion through the end of May. Institutional investorshava ve st ed t he same wayéo
it got better, but value ultimately prevailed.

We discussed the narrowing at the top of the mark
presented the top 18dex members and their weights.

S&P 500 Top Ten atjuly 12, 1999

Stock Component Weighting
Microsoft 4.0%
General Electric 3.3

I nt 61 Business Mathines
Wal-Mart 1.9

Cisco Systems 1.9

Lucent Technologies 1.9

Intel 1.9

Exxon 1.7

AT&T 1.6

Merck 1.5

There isa significance t@ap weighting, particularly when flows into the index are proportionately larger
than flows elsewheréilso from 1999:

AiFor every $100 invested in an S&P 500 index fund,

Electric, $2.10 n | BM, et céAs more and more money flows intc
allocated to fewer and fewer stocks regardless of the investment merit of those companies. We would expect
the best performing stocks to have beerdhgestcompoant s of the indexo
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We segmented the index to illustrate the narrowing at the top, and noted that if the index were equal
weighted, the index retuin 1998would have only been 10.8%stead ofts 27.7% cap weighted
return

Component of S&P 500  Returns for 1998

Largest 10 stocks +38.5%
Largest 100 stocks +31.4%
Next 100 largest stocks  +13.8%
Middle 100 stocks +7.1%
Smallest 100 stocks -3.6%

The market had been narrowing for four and a half years, ultimately peaking about ninelatenths
March 2000. In looking at the list from 1999, we knew not only did thgket go on to produce the %0
annualreturns we discussed earlier (from March 2000} we thought it would be enlightenitmsee
how eaclof the top ten stockdid sinceour July 1999 letter:

Returns from July 12, 1999 to December 29, 2017

Stock Total return Annual return
Microsoft 100.2% 3.8%
General Electric -18.4 -1.1
IBM 447 2.0
Wal-Mart 147.5 5.0
Cisco Systems 30.8 15
LucentTechr -95.6 -34.4
Intel 67.1 2.8
ExxonMobil 191.7 6.0
AT&T * 12.7 0.7
Merck* 26.3 1.3
S&P 500 123.3 45

*Excludes Medco spifrom Merck, Agere from
Lucent,Comcast and AT&T Wireless from AT&T

How manyinvestors, particularly those invested in index funds, would have predicted these results over
the next 18 ¥z years? Remember our assumption that you would earn the earnings yield over a very long
horizon? On our conservatively stated earnings, the eaniiglgsor the S&P 50@t 40.5 times earnings

was 2.5% in early 2000. Using reported earnings of just over 30 times, the earningsagi&l@%. The

index returned 4%. Microsoft earned 3.8% per year, spending much of the period underwater. GE is
negatie. IBM got you 20% per year. Cisco only recentlyiin the black and provided ¥bannually.

Lucent was a washout, costing you 96%4our money.Only WakMart and Exxon produced returns that
barely exceedethe modest 4.5%ndexreturn.Exxonwasthebest of the bunch producing a 6% annual
return. By the way, for most of the 10 companies, results were far worse from the end of 1999 and
certainly from March 31, 2000, when we first published our intrinsic value report.

So, this is ancient hisry, right? Not to be repeated?
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Hereds the current top 10 Ilist, with weightings

12/312017S&P 500 Index Weight and OneYear Return

Stock Index Weight 2017 Total Return
Apple 3.8% 48.5%
Microsoft 2.9% 40.7%
Amazon 2.0% 56.0%
Facebook 1.8% 55.4%
Berkshire Hataway 1.7% (float adjusted) 21.9%
Johnson & Johnson 1.6% 24.4%
JP Morgan 1.6% 26.7%
Exxon Mobil 1.6% -3.8%
AlphabetC 1.4% 35.6%
Alphabet A 1.4% 32.9%
Bank of America 1.3% 35.7%
S&P 500 100.0% 21.8%

Finally, you can see the degree to which flows drove performance at the top of the index, just as they did
as shown above in 1998:

Component of S&P 500 2017Total Return *
Largest 5 stocks +45.3%
Largest 10 stocks +32.2%6
Largest 25tocks +29.9%
Largest 100 stocks +24.%%
2" 100 largest stocks +22.0%
39100 largest stocks +17.0%
4" 100 largest stocks +14.2%6
Smallest 100 stocks -1.1%

*Uses beginning weights

The concentration of return at the top end of the index lookedwach likethe distribution from 1998.

The largest names captured the largest flows and posted the greatest returns. All down the line, as market
caps were smaller, so were returfise five biggest names returned a whopping 45.3%. The 100 largest
earned 24.5%, beating the overall index return of 21.8%. The second largest 100 members matched the
index return at 22.0%. Below the top 200 names, you trailed the average, and the smallesk4l08tsto
money, falling 1.1%. The smallest 100 in 1998 fell as Wg#. observe this distribution at the top of the

heap and see dger building for index holders.

The big get bigger and attract more of the flows, when the flows are coming in. Our methodology in
calculating the returns used beginning weightsis, those stocks that outperformed the index have
higher component weightings at yaard 2017 than theydiliat the beginning of the g Apple is now

the largestThanks to its 48.5% return during thesar, its weight rose from 32to 3.8% by yeaend.
Amazonrose to 2.0% from 1.5%. Facebook from 1.4% to 1.8%. Microsoft is back to the number two
position. Itwas king in 1999 at.@%, peaking on January 1, 2000 &®5. It fell out of the top ten and is
now back to 2.9%Did you ever blowp a ballooras a kid and haviefinally pop? With each final

breath, you knew it was going to explddeyour face, jushot with which breathThisone é Thi s

0 n e éigBAM!
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Think long and hard about what kind of returns you expect as an index fund investor over the next

decade, or over the next 18 | years. How will tod
there? Will one lose 95% of its value, as Lucent did. Theupsawer from an index fund investor should
be that these things are unknowabl e, and for that

top tencomponentsomprise 21% of the index, jusbait theirrepresentatiom 1999. Will the leaders
march ahead as they did in 2017, with the four biggeshbers up between 41% and 56%7?

Recall the logic, or lack of, that for every $100 invested, $3.80 must now go to Apple shares. $2.90 must
beallocated to Microsoft. Amazon gets two bucks, Facebook a buck eighty, and so on. It does not matter
the price to value. It does not matter i f the bus
in the proportion at which it exists. The raanoney gravitates to the index, away from opfamis or

strategies, the highéne largest components will rise. Somewhere betwesmahd nowthe amount of
momentuminduced concentrated risk rises. At a point, prices are no longer reflective afniemtadds. To

a passive investor, it matters nibtmatters quite a bit to us, however, and it presents opportunity.

At the writing of the July 1999 letter, we had never bought a share of any of the names. From the peak,
the S&P 500 fell by half and the NBDAQ by over 80%. With the bursting of the bubble and the passage
of time, underlying business value in many cases finally caught up with and moved ahead pfishs,
creating value, and in some cases opportulity ultimately purchased five of thed®top ten. Value

moved from small and mid cap businesses to large cap names. Our experience in all five has been terrific,
far better than the returmearned by holders at the 1999 letter Hatee aim of active value investing

after all is to buy low andsell high.We subsequently owned Microsoft, \AMhkrt and Merck, often

trimming positions as they became dear and adding to them as they got cheap. All three have been sold
for price reasons. We also pickedand still ownExxon Mobil and Intel, and likeise have a successful
history of trimming and adding to each position. Both have most recently been trimmed and are well
below peak portfolio weightings, also for price reasons.

Of the currentop ten list, we only own Berkshire and Exxon Mobil. It appdanthfinished atthe
bottom of the top ten performance derby last year, with Exxon posting a decline for the year. Both are
well above our average cost.

We see a lot of parallels with the lunacwgttprevailed in 1999. Party they did that year.
The Nail in the Passive InvestingCoffin i Pr i ¢ e t Matteré briil it Does

Thehugeoutperformanceseen above in 1998 and again in 201the S&P 500leads to the question
about how pervasiW indexing isaffecting the broad stock markétre vastinflows into nonS&P 500
index strategie and productiavoring the largest index componeatswel? We know howprevalent
ETF, index fundjnstitutional and retail flows into passive products aerge cap active wregors have
been replaced en massih apassive approacfihe hypothesis ishe same distortive effect may be
taking place among other indicd8ecause the S&P 500 is likely drawitige preponderance of flows,
perhapghe effect may ndbe as greatWe examinedvhat was happening withinlr indices to test the
hypothesis, usingeginningyear 20174ndex weightsaand runningcapweighted groupingsor ten
additional indices. The equity indicepangrowth and value, largenid and small cap, as &l as global
and international. Returns weralculatedusingweighted performance for the same size groupings as had
been done for the S&P 500/e reasonegiou might see@me of the same effect, butiimdices that badly
trailed like the Russell 1000 & and the Russell 2000 Valubkat anyeffect may not be apparemir
even reversed, especiaifymoney was departing value
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The results are stunningWVo r d st dajasticé tahe degree to whichassive invstingis nowin an
epic bubblewith money finneling into a narrowing group of nam&ghold the insanity.

2017 Index Returns Distributed byLargest Members andQuintiles

I.Pg; )I( Largest | Largest | Largest | Largest 2 Middle 4 Smallest
Return 5 10 25 Quintile | Quintile | Quintile | Quintile | Quintile
MSCIEmerging | 573 | 630 | 625 | 559 | 450 | 39.1 25.1 25.0 25
Market
Ryl s 302 | 452 | 445 | 389 | 385 | 256 238 129 2.0
Growth
MSCI EAFE 25.0 20.2 22.3 21.7 22.5 20.6 23.6 20.6 6.7
MSCI ACWI 24.0 49.2 46.7 345 26.9 25.2 22.7 21.0 10.5
RuEsElZ0ng 22 | 933 | 81 | 554 | 326 | 144 9.2 72 232
Growth
S&P 500 21.8 45.3 34.3 29.9 24.5 22.0 17.0 14.2 -1.1
Russell 1000 21.7 45.3 343 29.9 32.3 20.2 25.6 12.9 -18.1
Russell Midcap 18.5 42.0 35.3 29.9 24.0 204 14.8 8.6 -11.3
Russell 2000 14.7 76.3 73.0 545 36.2 19.3 4.4 -3.1 -18.6
Russell 1000 Value 13.7 26.5 19.2 144 16.4 14.5 192 7.6 -10.9
Russell 2000 Value 7.8 45.6 33.9 15.1 16.6 9.2 1.6 -0.4 -18.5

Source: Bloomberg Raw Data; SAI Calculations; Index components derived froim@&3>Holdings Component weightssing yearend 2016
weights.

Returns for the two international indices, MSCI EM and MSCI EAFE are in US Dollars. The global index, MSCI ACWI, is jubaifnde
international, and is also in US Dollars. The dollar declmgainst most currencies during 2017. The returns for each index in local currency
terms would have been lower by the amount of the decline in the US Dollar.

Wow! | never would have guessed tipassive index flows could create this kindwfinatural disparity

across every major equity indeX he five largest stocks in each indiwarfed everything els&he ten
largesttrounced the twentfive largest Performance waseavily skewed to the largest quintile on down

the line. Everamongvalue indices, whichadly trailedgrowth and internationathe largest index

components posted hugesitivereturns, withthe smallest badly netige. We know that institutional

flows have favored international equities over domestic, explaining the big returns posted by t

respective international and global indices. We also know that flows to growth and away from value have

been going on for some time, just as taken pl ace
flows headed abroad and to growth inveswosild be allocated to active investors and strategies. The
real ity is that many active investors dondét stray

looking a lot like whatever index they are supposed to be beating. The skew sedabiettse
unbelievable.

I f passive investing created distortions in the |
members of the S&P 500 (and for the index), then prospective mediocyitarthe best case

Among the two internatimal and one global index, the returns listed are US dollar based. The currency
declined against most major currencies in 2017, which helped the reported returiiddread US
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Dollar Index (DXY) lost 10% for the year. The MSCI Emerging Market IndexM8€&| EAFE would
have likely seen negative returns in their bottom quintiles.

Why would the smallest companies, those in thartl 3" quintiles, fare so poorlin every indeg Inall

the US indices, Bquintile returns wereagative. In large, mid argmall capand ingrowth and value,'s
quintile returns were negative oM would think that on the back positive passive flows that all index
components wouldniformly rise with the tide. The answer likedgustresult fromflows of capital away
fromact ve man ag e rvencapwdighteddportfoldogimickingan index. The proportion of

each index in the lower quintiles are small, and overweight positions held by active managers being fired
would place downward pressure thhose names.

The distribution of returns acroa$§ the indices was so dominated by the fawpis | i ke wat chi ng
perfectly balanced playgroursge saw, with the chublkyd onone side and the rest of the class on the

other.If over the course of a yehumpyis given all the food and groveven largerwhathappesto the

balance? In the smallest quintilelseach indexthe skinny kids are being starved and are losing precious

weight Some are near death and are fallingtiodf see sawyet capitabllocators keep feeding the fat kid.

Here are beginning and ending weights for our component groups at the outset of 2017 and at the end.
With the drastic outperformance of the largest components, index weigintsvaeeen more top heavy.

2017 Beginningand Ending Year Component Weights
The Rich Get Richer (The Fat Get Fatter)

l.:jgg )I( Largest | Largest | Largest | Largest 2nd Middle 4 Smallest

Weight 5 10 25 Quintile | Quintile | Quintile | Quintile | Quintile
MSCI Emerging 100 125/ | 189/ | 285/ | 580/ | 17.5/ 11.0/ 7.6/ 5.8/
Market 15.9 22.0 31.7 61.3 17.3 9.9 7.2 4.2
Russell 1000 100 196/ | 245/ | 36.8/ | 713/ | 14.1/ 7.4 5.0/ 2.3/
Growth 236 30.4 41.6 72.7 13.9 6.8 45 1.9
6.8/ 117/ | 210/ | 587/ | 17.4/ 9.7/ 6.7/ 4.8/
e 1o 6.5 10.6 195 60.4 17.4 10.0 7.0 4.1
5.3/ 7.7/ 152/ | 559/ | 187/ 12.0/ 8.1/ 5.3/
bS] ] 1o 6.4 9.2 16.4 57.0 18.4 11.6 8.1 4.9
Russell 2000 100 1.6/ 2.6/ 6.7/ 46.0/ | 25.9/ 16.0/ 8.2/ 3.7/
Growth 2.2 4.6 9.0 50.8 25.2 13.4 6.2 2.7
11.0/ | 189/ | 325/ | 627/ | 168/ 9.5/ 5.9/ 4.0/
Sl s 1o 133 21.0 34.6 64.6 16.5 9.0 5.8 3.6
9.8/ 17.0/ | 292/ | 716/ | 141/ 7.3 4.5/ 1.0/
Russell 1000 1o 11.9 18.9 31.1 723 135 7.3 4.4 25
. 2.1/ 4.2] 9.6/ 421/ | 240/ 16.1/ 10.9/ 6.6/
Sl el ey 3.9 4.6 9.7 42.8 24.4 16.1 10.9 6.1
1.1/ 1.7/ 4.0/ 474/ | 255/ 15.0/ 8.1/ 4.0/
Russell 2000 1o 0.9 2.0 5.0 50.1 24.4 13.6 6.9 3.3
106/ | 196/ | 358/ | 707/ | 145/ 7.71 4.5/ 2.6/
Russell 1000 value R 137 223 36.0 70.0 14.4 7.8 47 3.1
1.1/ 2.1/ 6.9/ 4871 | 241/ 14.4/ 8.0/ 47/
Russell 2000 Value| =100 1.8 2.9 6.9 50.1 23.4 13.7 7.1 3.6

Source: Bloomberg Raw Data; SAl Calculations; Index components derived from ETF Index Holdings; Component weights-esid@9&&r
and yeatend 2017%veights.

This gets to be a bubut powerfultable. The numerator in each box represents the weigie at
bedgnning of 2017 and the denominaisithe yeaend weightBecause returns among the largest
components were highest, the weighting of the larger segments grew during the year. With the smallest
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quintiles lagging and generally declining, their wesghre now laver. Money is pushing the largest even
higherandit i kely doesndt correl.atlet 6tso fulnodwer [byaibnyg f unda

We have written in the past that passive indices are far fr@raritover in the S&P 500 averages about

4% peryeatWh er e wei ght ad jlatedotratuensin the prbvioteble, mergens,r e
bankruptcies, and index expulsions and additions will distort and adjust wé&gimescally, however,

because inflows drove the large members disproportionately highaveights over the course of the

year are higher. Using the MSCI Emerging Market Index as an example, 15.9% of new contributions are
now directed to the five largest components versus 12.5% a year ago. If those five stocks grew faster than
the underlying alue of the businesses, the nmsssof your contribution is higher today, period.

We dondét know when the situation wil!/ reverse its
would continue to run, why not just own the fivgdpest compoents of each indexdad you done that in
2017, you would have looked like a genius.

When the flows finally reverse course, the money invested in passive portfolios is going to get hurt. The
magnitude of outperformance at the tomizredible. When thislanges direction, there are going to be a

lot of people banking on the efficiencies and{owest rationale of passive investing that wind up with far

less money than they expected to have. The tab®seashould be a major red flahe disparity in
performance is likelypreseningt he same opportunity for v.alue that
Capitalizing on opportuni tngwith sofjware allecatingt$B.&8ewgrit , whi
dollar invested to Apple because that happens to be ightia an index.

Act i ve Sh o @Adtidtyn @Gommavi @rmeads Among the New Superinvestors

Passivenvesting is done with computesiocating capital based on component size in an index.
Attention is not paid tbusinesgjuality, andarising piice attracts more capital. It can ®eelffulfilling
phenomenon, until flows reverdavesting as we know it requiréisought, experienggatienceand

reason. Too muchctive investing is done poorly sAwve tried to show aboverhile passive investingas
merit for somewhen taken to excess calsocreate risk and ultimatelyroduce incredibly poor results.
Compounding capital at good rates over the dbagl,andpreserving it, is noeasy. Whether an investor

is good ismeasured over a lifetime. Qvihe years, we have had the privilege to know some individuals
thatwe think are likelyto continue achievingpngrun succesd.can assure you that upon our demise, our
f ami | i es dnotbeanmamaged passivelyl |

Invincibility is a trait shared by the youngou don6t think about the prover
because yoaret h e b u we groAr®ldewand hopefully wiser, you think a lot about happiness,

health and succedsife happens and you deal wihedth, and when those you love face adversity, you

realize that good health éskey to happines¥.ou also think about your own inevitability. We have been

asked a million timgwhat would happen if we as stewards of capital were hit by the proviedsial he

short answer was always that we o.Weownthenwithanrs ses t h
expectation of ownershipvermany years. When the baemessure we have a list gliccessors to me

and Chad but the message has been @t have time to figure it out because yaunchigh-quality

businesses. Yien the question is reversegbon reflectionwe needed a sol ution for
capital.l t 6s t he same | ist, but we r ¢hawhi, gthetthandhoset spent
on the list are exceptional investors.

To answer the question about who should manageourfai es 6 capi t al i f Chad anc
encounter with the busve are very close witkeveraindividuals who have similar processes and look at

capitalin asimilar vein. We have been bledg® get to knowcontemporaries across our small corner of

the value world. Theyeacdhn der st and t hat active investdng shoul

40



what matters in investingndtheylive their lives in the footnotes of financial statemehthink we
could blindly look at a track record and know who built it. Butndtshe nus and bolts that go into a
trackrecord that mattef. t 0 peoglebetind the recordhelight finally went ononce real thought
went intoidentifying the commonality betweéehese investors and friends.

I t 6 s neytownwaleeytaintcbmpany or even how high is too high a price to pay for an outstanding

busines. The single common thread shared by the very best investors in our circle is adioge of

passion for business analysiurs is not a busingdut a profession, and thest live, breathe and eat it.
Understanding a business is like a solving a puZiley are curiousThey are also deeply deweat to

their families and livenoraland ethical livesKnowing themis a privilegeIn thinking abouthem

collectively, those who would be perfectly sutadd managi ng our daunidbitsd capi
what they earned over the last one, three or five years is irrel@azaft.should outperform markets over

the very | ong haul , butl ttddghréeadssgardirg tharacteandd s r el ev an
philosophythat countwith character beinby far the most important.

On Character:

Every outstandingnvestorwe know is humbleThe investmenbusiness teaches it, as does Wethe
sametime, each ihappy and successful.

An ability to admit and know when thegre wronglnvesting provideplenty of mistakes to be ade and
to learn from. Mistakes learned from leacctmfidence Confidence can only be earned through failure.
Thebest freely discusmistakes and use them as lessons.

All have an nsatiable desire to learand a highwork ethic.Intellectual curiosity is hard wired.

I t 6 s n endehereianojtimelrliock. Someuckin annual reports ohoneymoas (notadvice for
you young guys who havenét vy e Somefrieedawoulday onthet ed t o
floor readingcompany filingsby thetub as their toddlers bathed.

Many hada chip ontheir shoulder Eachwanted a better life and independence from worries about
money.

Perhaps itds the natur e of ewryoneisxtreméhcollegialandmce of t h

Willingness to teach and give bafdk the gifts of wisdom learned from others is a common thread.

Contrariamsm. When it matters, not for the sake of it.

Extreme patience

Independence of thougfithis goes hand in handth contrarianismNone are hindered bwige group
think or decision by committed=ven in larger group#he individual isallowed autonomy of process and
thought.In fact, some of the very best investors work together in partnership withiitged pers and

as a group are collectively outstanding.

On Philosophy:

All possess aare belief that a disparity can exist between price andvialteb s t he key concep
investing. Price matters greatly. The best are disciplined on both business quality and price. Growth is a
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part of the value equation and the price paid for it mafférs.investment process to each is consistent
repeatableeasily understood and explainaddis a competitive advantage.

Ri sk is a permanent | oss o fPricewlptiity sanply crebtéesé s not t he
opportunity at times when price and value are disparate. The best | know spend far more time worrying

and thinking about what can go wrong than modeling what will go right. Without a deep understanding of

the downside, eveaf the unfathomable, conviction and concentration can be dangerous to disastrous.

Each owrnconcentrated stock portfolios deeplyunderstood businessasith high conviction about the
business and its value. Without the appreciation of risk, howdnwe=e tunique aspects of great investing

can become the Achilles heel of value investing. We see too many young bucks wanting to build a track
record in three years, swinging for the fences in only a few extremely concentrate&ideasdship

i snotradamVhteme t he unantici pated comes al ong, and we
i nexperienced as well as with the rthaamisiaergodd bi g b
risk that was there all alongan produceidaster. The be@tvestos understandliversification but know

when ités a@amd wuerh it s not enoughanatidmatethear e i nde

belief system. None are concerned about having investments across multiple or all sectors. But they all
appreciate ris.

UnconstrainedYou donodét know where the next opportunity w
research and understand it, and you have the mandate to invest in it. Those that are boxed into certain
segments invariably must invest in those segmeen if the entire segment is uninvestable from a

business quality or price standpoMite know very good industry anal yst s
investors.

Not managing too much mondylany have stopped taking new assets or clientéorzbility to buy

smaller cap and midized businesses in meaningful enough size when value exists in smalleisnames
important to the best we knoWne of the silliest things seen is the investor who must sell an outstanding
business that hasawn too large foh i s A m&iaedsaah anchor, but so is too little tirk@owing if

you are being pulled in too many directions is a common issue and the best understand and deal

accordingly with it.Time for reading and thinking enecessity and the best guard élhv

Every outstanding investor we kndmwes in the footnotesdDeep research on individual companies is in

their DNA, amdiingdopraoaceswer Busi ness changes, risk
slowly and sometimes suddenly. At the sdime, however, living inthe footned i snét done so |
that youget so bogged down in an irrelevant data point that you miss the Mack truck barreling full speed

right at you.

Patient temperament that results in low portfolio turnover. Active managémes h o wiredactiity. r e g
Until you own businesses whose share prices grow to three, five, ten times your original investment, you

donét really have an appreciation for compounding
businessesthatgroa,nd t hose t hat donot , only then, over t he
the drivers of compounding. I'tdés all right there

breatheitl dondét think you c¢ anvestorsthatbuyand selilallthetime,ppr eci at
thinking high | evel s wthemselvdsiolearn the nataiedompoandingall, don ot
great investors we know hagempanies in their portfolios that have compounded for years.

Expanding on th&ast point, by owning businesses that have compounded for yeagp@ciation for

growth and what growth isworths a common characteristic. Mr. Mung
evolution as an investor. We see it in the businesses our contemplaasesvned for years and

decades.
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Cash is aatheranchor, and held too long drags returns downwdotding cash for long periods of time
doesnodNe O6lveel mever seen it help others. 1t certainl
briefly as part of the investment process can be necessary to the pvdlserst happens, it should be

during the rare times of very high market overvaluafidre opportunity cost of waiting around for years

for prices to fall is an expensive one, particulavhyen cash yields are far below avai@bhlrnings

yields

Aware of oneds dhisrcaneewitothe henulitysted first thatve seeevery dayin

the best investors, and it also comes with having made mistakes by treading too fatloeitsidée.

Uni versally, mi s teatheaug buathey arédstudido ared as teaching tools or

reminders. The passion for the business and the amount of ongoing learning that goes on works to expand
the circle over time.

Act like businas ownersNo one thinks about stocks without thinking about owning the business first.

Investing is a pradssion, not so much a busineBseycd n 6t i nvest wusing different
is not a stategy but a philosophy. Some dave multiplei pr oduct s and make it wor
researchprocesst he same. The very best donét have teams ¢
The best groupare made up of generalists, and the investment philosophy is universally 3imareis

asacrifice involvedin nvesting wel |, and it often results 1in
to all peopl e antd pyloeu ntaasntbetr ss,eravned muhey donot .

Expectation of underperformance, even for many yéatedligent allocation bcapital takes time to

wor k. Good investors understand this, and donodot t
capital to them for management. Itds an enigma of
underperformance create doutth from within and from the outside gttemptation exists to change

from what is seemingly not working, not producing relative results, for what apparently is. Tihmse w
understand why what they darksovertimed o n 6 t ¢ h a n g e dopevadloptie swlify to deala n d

with and address the doubts. It often requires the ability to communicate well.

Whether working individually or as a groupcature of excellence and stewardsaiists
Compensatiomand ownershifs structured logically and avoidayamotivation to behave badly.

Much more could be added to sfsecommon threads oharacter and philosophy, only because we are

blessed to know some outstanding human beings. Life is easy when the people around you are

extraordinary. Whether in the investing arena or at home with family, life is a joy thanks to people that

make it thatvay. The motivation for discussing the commonalities among the great investors and friends

we have theriviegeof sharing the arena with wasnoét to | et
box checked. Weddb ut t h aWednvsnted to higighttthe characteristics cdictive investors that

do it right and who understand risk deeWith the capital allocation world pouring money into passive

strategies, there is going to be a reminder that riskdardetterworld. The logic behid indexing nakes

perfect sense,ub its overuseodayis likely going to harma lot of people.

Doné6ét take the message the wrong way. They wil/|
the next century. You shoul drddProfdsstonallyl Happmessd t o h
comes from spending all your time on what would be your hifppuc oul dnét do it eve
Buf fett tal ks about Butifghe Hua doesihappgen to ogrhenow okir.familiets 6 st
are in great hands.

cl <
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We discussed ownership of businesses that compound over many years being a common thgead amon
good i nvest backhowintoevhabdisturmmg eaueto be a mujtear running commentary on

our largest investmentne we have owned for many yeaige bought Berkshirelathawayextremely

well in early 2000or the first timeand have opportunistically added to the position at favorable prices
over the years with cash and cash flows. At times, when price and concentration warranted, in cases we
have timmed the position when necessary. While it has been in the portfolio for nearly two decades and
is a testament to compounding, the position is far from passively held. The good news is that, thanks to

the tax bill just passed and signed, the value oftim&pany just got that much more valuaflee shares
remain substantially undervalued.

*kkkkkkk
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BERKSHIRE HATHAWAY : CHARMED BY THE TAX DEED AND OTHER RUMINATIONS

Berkshire remainby farour largest holding, and we believe the company isitigle largest

beneficiary of Decembed s t a x. The shfaresradvanced 21.9% last yagajnoutpacing

underlying growth in our appraisal of intrinsic valbet not by mucthanksto the tax chandaVe

estimate Berkshire will see a sustained $3 billion increase in its earning power from tax reform, an

increase of about 10% normalized earning powehdjustmentave makeo GAAP earnings yield an

additional $9.9 billion in economic earning powertthay ou dondt see by simply re
financials.The sharesvere up 23.% in 2016, binging the tweyear gain to 50%. Recalla 12.5%

decline waghe impetus for our overview of the company in our 2015-gedrletter Party Like its1999

Two years onthe shares have moveai severely undervalued li@ss so, though a sizable discount

remains, bottabsolute and absolutely relatiteethemarket.

Having just concluded a section on the uldpsiceger s of
as it relates to Berkshire. Some say owning Berkshire is akin to owning an indeXjurahly to that

notion is that our experience owning Berkshire has been far different than that for many shareholders.
Gereral Re shareholders were paid $8@,88r Berkshire A sharin 1998 Through yeaend 2017, hey

have arned 3.7 times their money966 per year compoundedannudlly f t hey di dnét sell
Berkshire shares to chase technolo@emper boughtsd first shareshortly thereafterin February2000
at$43,744per share. We have earned 6.8 times our money, 11.4% per year. The point is that price

matters. Withshare acquired in subsequent years, purchhaes been made @aide discounts to our

ongoing appraisalf intrinsic value as washe case in 200@Price brackets the endpoints in a

compounding series. With any asset we would own, there is a price we would pay and a price at which we
would sell. Indexing lacks that discipline.

2017 was aleepyyear at Berkshire, highlighted by:

1 No majoracquisitionsThe company did announce an agreement to incrementally puechase
majority stake irPilot Flying J over a period of yeardut no elephants

T The | argest retroactive insuranc,ghispreihh cy wri tt
AlG.

1 A swelling of the cash balanéenow exceeding $100 billian

9 Firstin 15year inderwriting losses across the insurance businedsa® the hurricane trio of

Harvey, Irma and Marianda severearthquake in Mexic¢offset by higher dividends and
interest on investments)
1 Modest strengthening in the wholbyvned railroad, BNSFas well asn a handful of
underperforming industrial businesses
1 A postyear appointment of Greg Abahd Ajit Jah to oversee theonrinsurance and the
insurance operationsespectivelyas well as to Board seassgnaling the unsurprising
management succession plan
1 A majorchangen the statutory US corporate tax rate from 35% to 2i%s several other
meaningfulbusiness tax xésions which combineto improvethe moving parts within Berkshire
in several ways
T A temporary removal of the dual yar dshei cks of
2016 annual report, perhapsohkennodtoa per s ni c k e foycola enaancermenté s c al |
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The reception to our recent yeard letters has been grebtuge thanks to everyone who has reached out
with comments and questions. Thanks agaidoe Koster who convincede to post the letters, and

othersf r o m y e a pus Websfiedae has seht our letter for the last two yeadis outstanding

Value Investing Worldaily blog.Writing-up Berkshire and how we look at it was always on thaoto

list. Having done so two yeaago, and again with a more modeiow-up last year, presents a
guandaryabout whethbr to continue with followups. WhileBerkshire remains our largest holding,

writing about the company every ydamunlikely toadd muchinsight. Thanks to its diversifiesssets and
streams of income, tt@mpany grows as smoothlike anaircraft carrieturng asanybusinessve

know. Thetax change for US centric, capital intensoggporationss a big deglandfor Berkshire
warrants enough change t o i nc Wentheskipdiscussjg Betkshireagai n
in futurelettersor may simply update some of the valuation tables in the appendix. This year compels a
few words.

Tax CodeMini -Primer
The Tax Bill Formerly Known aseé

Congresgassed tax overhaul bill, signedtio lawon December 22, 201 Rassage confirntbe latter
certainty in Benjamin Franklinbés famous observat.i
and t ahe bilswasoriginally known as the Tax Cuts and Jobs Act, but inffinal, the503-page

(plus 600 of explanatory conference nofegjslatonp assed as, fAAn Act to Provi (
Pursuant to Titles |11 and V of the Conculrerent Res
peopleare instructedts passage simplifiethe tax codé

A mysteryremainswhetherthe tax cut lowered oyersonataxes, raised our taxes, or wesutral
Sometimes in Washingtpa cut i sn6t so much a decrease but | es
business world of IRS Subchapticorpoations, the tax cut is inde@dcut. Though for some it will be

an increaskeSimplification, right?

The hearbdf tax réform affectingBerkshire and other USusinesseare

1 The maximum corporate rate falls from 35% to 21@hich is the lowest sincE939.The US
rate had been the highest in the developed world, and the change moves the rate more
competitively in line with our global trading partnekéany largeUS headquarterdousinesses
already payelow the headline rate. Berkshire is no exceptiaging afar lower rate on pre
tax income for many years.

1 Interest expense deductibility is limited to 30% of EBITDA, which reverts to EBIT after four
yearsThi s | imitation wil!/l i mpact many fir ms. Ber
limitation will have no effecthowever. Regulated utilities, which employ large amounts of
leverage, are exempted from firaitation.

1 Because interest is tax deductible for corporations, the taredtetionraiseshe aftertax cost
of debt includingat Berkshre.

1 To stimulate the economy by encouraging investments in capital spenelimgcidble assets
(excluding structures) can be expensed in one year instead of being amortized over many years.
This is accelerated depreciation on sterdid®e equipment must have beenghased after
September 27, 20Ilahdby December 31, 2022 (with an additional year for longer production
property and certain aircrafffhe immediate 100% expensing is reduced by 20% annually
beginning in 2023 and is phaseut entirelyafter2026.Regulategublic utilities arelargely
excluded from this benefit.
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1 CorporateAlternative Minimum TaxAMT)i s el i mi nat ed, whi ch had be:
rate were pushed below that threshold by tax credits. Under the AMilsfrc oul dndét dedu
R&D or investments in lovincome neighborhoods.

1 Requires taxation on and encourages (deems) repatriatiarefthan $2.5 trillion in

undistributed, nospreviouslytaxed foreign earningseldby AUS sharehol derso o

foreignc o r p o r. @he taxinchavgeat a ondime rate of 15.5% on cash and 8% on

equipmentThe tax paymestcan be spread over eight years, at 8% in the first five years, 15%

in year six, 20% in year 7 and 25% in the final installment.

Retains tax creditor wind energy and electric vehicles. BH Enetgilizes large winctredits.

Lesser known aretaxcutsn b eer, wine and | iquor, which won

Chairman at Berkshire or similarly abstaining half of partners at Semper. Thenotteefin

hal f | however é

E |

The questions to consider when analyzing anyrassi or industry affected by telkanges:

How pernanent or likely to future revision, upward or downwasdhe cut?

If not permanent, when and by how much will it change?

How much of tle tax cut is sticky, to be retained on an ongoing basis?

How much will get competed away over tim&/l we see a rise in harshake agreements made

in smokefilled backrooms?

How much will get regulated away?

How will newfound profit (readnevi ound capital) be Ainvestedo?
Will capital spending rise from low historical levelERere are incentives for capital spending

with the immediate 100%xpensing treatment through 2Q2thasing out through026.

How muchcash hed overseasvi | | come back and Therevarevincentivesi t be
to bring cah held overseas back to the US, particularly now that it will be taxed regardless

whether it stays abroad.

How will limitations on interest deductibility impahtghly leveraged enterprises?

How much will the increasedlftertax cost of debt capital (coupled with interest rates rising for

now at least) impact the use of debt versus equity in the overleveraged capital structures of many
businesses?

> B> >

> 3>

It remains to beeen how much of the loweraximum taxate will translate into increased profit and for
how long. Most large companigsarticularlythose doing business abroad émosereceiving tax credits,
alreadypay at a lower effective rate. The question as to loogy the lower rate will stay in placaust be
consideredWill a change in th&hite House and Congress come with a higherinatigree, five, seven
or more years? Most importantly, too often overlooked is to what degree a lower tax burden gets
competechway.

Lowering the effective tax rate for business from 35% to 21% implies an immediate increasetaxafter
earnings of 21.5%. $100 in ptax earnings, taxed at 35% becomes $65 in profit. The same $100 taxed at
only 21% yields $79 in profit. The $14 additional earnings are 21.5% greater than $65. When thinking
about which companies benefit, this would be the-basé increase in profit. Reality for mosisinesses

is lower, and in some cases far lowEhe aggegate of the S&P 500 is taxed closean effective rate of

27%.

If the lowering of the rate to 21% stands to chasmen three years from now at the earlidbg

discounted savings on current tax loses its value from future yearsk¢edigher rate. The corporate

r at e dangesofted,thowevhr. TIBb%rate has been in effesince 1986, when it was lowered

from 50% during the second Reagan administration. Earlier cuts under Reagan in personal tax rates,
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coupled with tax incentives for capital spending, were extremelgteeto the economy and tederal

tax receipts. If we have now entered an era of successive administrations quickly undoing what was done
inthepreviog , it 6s har dtotefmrmbesglonglasting. Elawevar] thattwe are nonore

on par withtax rates among owflobaltrading partnerdends credence to the argument that we can
somewhat rely on the new rate having legs.

The most damning case against the new low rate not having as much impact as anticipated rests on the

laws of economicCapitalism begins with capital, and capital invested is done so to provide a return, of

it and on it. We have long argued that corporate taxes are largely-tamaggh to the end consumer.

New-found profitcreatedwith no new capitainvestedwill find its way to your competitor as well. For

how long will the players in amdustry reap the reward of lower taxes and who will be the first to blink

and lower prices. In some industries, a deflationary price adjustment will be nearly instantaneous. Some
arebss nefficiento. Wedlidsteasbo osna Ifvien df corutal IP etrhhea pbsu stil
earn their cost of capital. Wehaseai d f or years that most dondt .

If the tax changes allow for a permanentongtermincrease irprofitability andreturn on capital, the
guestion as to how well theew-found profits (capital) are invested is the same question asked of how
well retained earnings alinvested and capital allocated.

Capital allocation is one ofsthmrd MOE®63 mpamd atnd o t |
it well. A handful of capital levers are at the disposal of managements. All require an understanding of the
intrinsic valueof business, theirs and othefsfirm grip on how to measure return on invested capital is

essatial. Among the options at the disposal of management for capital allocation are:

Capital spending in the businds€apex and R&D

Pay / increase dividends or reduce / suspend dividends

Pay down debt or take on new/additional déitluding shifting tems

Make acquisitions using company stock, with cash, with debt, or with a combination
Repurchase shares in the open market

Issue shares / new capital

Increase wages

Increase executive compensation (favored by niamjnough t hey )Yondot |hi ghl i

E

Numerous businesses have indicated their intent to use the new profit to return capital to shareholders
through dividends and share repurchases. 1 6m goin
high priceqToo Late!) At too high a pricethey destroy capital. Others have indicated an intent to

increase capital spending, which now greatly tax advantaged makes sense if the economics of expected
return make sense. Weodll see on that. Even others
Typically, itdés the executivesd wages that are at
Theent ire outcome i s sehlowmuchbenefj isustainabt derivédwand towbhad | |

extent newcapital is intelligently alloated. It will also be interesting to see how our ledd belief

holds upi thatcapitalism begins witleapital and thus, to what degremrporate taxes are indeed a pass

through.
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The Impact of the Tax Bill at Berkshire

Berkshire Hathaway is tHargest beneficiary of the December tax code change, bébmtbie reasons

presentedh the financial presdhewell-publicized impacts a reduction of deferred tax liabilitigsat

Berkshire carries to reflect future taxes due on unrealized capital gains in its investment portfolio. This
doesndt matter. B ook deed, butonlwpattiy by fevising thee vak raite appliedp wa r d
on unrealized gains e portfolb. To the degree book value is revised upward, Berkshire will also

report a hugeffsetting,onetime, noncash addition to reported earnings for its fourth quarter and year

end 2017. Th ieither.dMna reailydntatters & that the earning pover of the business

rises by more than $3 billionGrowth in new free cash profitability largely matches the upward

revision in book value.This is of great importance as the return on equity of the business, which we

normalize at a sustainable 10%, remamact.

There are thresummary aspectd the tax changes on Berkshire:

First, even before the tax change, Berkshire ali@mdymassively tax advantaged. The amount of taxes

the companyays not as reportetiut ascash has averaged 20.3% per year far fast 15 years, far

below the 35% corporate rate and egkghtly below the new 21%naximum federat at e . Ber kshir e
cash tax rate was as low as 11.7% in 2014 and was 12.8% for the first nine months lof 2@1r7.

energy segment, for example, the compalmgadypays no cash taxes, dasgeporting a GAAP tax

expense. The segmeaatdeferring more than it owes in tait the railroad, BNSF defembout half of its

reported taxedVith the tax change, across all aéBshire both thereported taxes and the caalés that
Berkshirepays wil be driven lower

Secondalargell.4%upwardrevaluation of book value b$35 billion, which exceeds an amount

reportedn the financial press b8 billion, comesonly in partfrom devaluation ofdeferredtax liability

for taxes on unrealized gains investments. Much more of upward revision to book value is derived

from revising deferred tax liabilitiesn property, plant and equipment; defercttrges for reingance
assumedgoodwillard i nt angi bl es; a.Ddferredotax hssetsaviinmubiareodslipea b i | i t i
revalued downward as well, mostly fdeferred taxes on various accrued liabilities and insurance unpaid

losses and unpaid premiuni$ie revison todeferred ax assets results in a decre@sbook vdue and an

offsetting, ongime noncash lossOur calculation is on the net balance, which is a liability.

Combining the adjustment for the deferred tax liabilities and assatgtame, $35 bilion increase in

book value and what will be announced as a gl andffsettingonetime $35 billion non-cashnet

profit, aremostly immaterial to usOur ongoing analysiglwaysassumed that most of the deferred

liability would either never be paid or would be paid so far into future years that most of it could already

be considered equity. Only a portion of the revaluation comes from the unrealized gain portion of the

stock portblio, which has received nearly all the media attention regarding Berkshire and the tax change.
More of the revaluation stems frondaferred tax liability createdbBer ks hi r e6s massi ve c.
spendingon property, plant and equipmentits railroad ancenergy operations (see appen@ifor a

capital spending and deferred tax liability progression from 2004 to September 30, 2017).

Third, andthe most importantaispect of the tax change an increase of more than Bllion in the after

tax earning poweof BerkshirePr i or t o the tax code changed, we ha
aftertax earning power at $3tlllion. The addition os much aan additional $®illi on in annual profit

adds more than $3illlion to our appraisal ahe intrinsic &lue ofthe businesdn other words, with one

stroke of a peananeBreing povér basieréased bypwarde ofl0%. The

associated cash tax rate may be driven down to the single digits in some years, far below the new headline
21% corporate ratdf. the company can retain most of the benefit, then the immediate gain in intrinsic
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value is worth more than all btite 100largest publicly traded companies in the United Statds.6 s t h e
equivalentof adding themarket valueof companies like&seneral Dynamics or General Motors for
Ber ks hi r eubobthirbag.ne f i t

How Deferred Tax Liabilities Are Created

Deferred tax |iabilities reside ontempo@ay mpanyébés bal an
differences betweeaccounting and tax carrying vakjevhich creatdifferences between deductions fqg
accounting purposes and for tax purpo3é® deferredax liabilitiesare determined based on the tax rate
upon which they will be paiednd on the tax rate for the current year. The liability will be paid in the
future and in someasesg¢an be paid at any timBeferred tax liabilities are created at Berkshin
several ways. The two largest liabilities are for unrealized gains and for the use of accelerated
depreciation on capital intensive investments primarily in the Energy and Rail businesses.

-

Deferred tax liabilities for unrealized gains represengtheuntof tax that would be paid cappreciated
investmens in marketable securities ifthewe r e s ol d t o d a yrheamount of lahbilityd s| t ax r at e
represents the amount of tax that would be ghalcompany has $100 billion imrealized gains aritie
tax rate is 35%, the tax that would be paid on sale would be $35 billion. When the rate drops to 21%, the
tax due if sold is only $21 billion.

Deferred tax liabilities are also cted on qualifying investments property, plant and equipment.
Companies like railroads and utilities are incentivized to make infrastructure investments for the puyblic
good.The use of accelerated depreciation in the tax books arises comes from higher depreciation |of fixed
assetallowedfor tax purposes irhe early yeay of amortizing amsset, made up for with higher
depreciationn later yearsThe higher ey depreciation results in loweaxes paidn theearlyyears and
consequently higher taxes in later yeditse future higher taxes are carried on the balancst sisea
deferred |iability. I'tds a pr esentalthedakesmlatere nef i t . Sw
years will nowbe paid will now be made at the new lower rateis reduces the deferred tax liability.

Berkshirehas smdér deferred taXiabilities created on reinsurancesasned androm goodwill and other
intangiblescreatedn acquisitions that will also be revalued downward for the new tax rate. Berkslksire
about $10 billion in deferred tax assets that will effectively lmsancesheet value and decreasat
cash income one time for the tax rate change to 21%.

When Berkshire reports its fourth quarderd yeafend financial statements for 2Qif7will show a very
large onetime $35 billionnoncash profit related to thaffseting revaluation of its net deferred tax
liabilities.] t 6 s nedine change in baok value or thage ondime noncash profit that mters.

| t 6 durabldiecrease in free cash profitability that matters. The good news is there stauld be
sustaned and sizablimcrease imormalized profitsGetting to a real benefit requires thinking through
how each subsidiary and other moving parts each were, tac@dhey will be taxedand the degree to
which any benefit will be competed away

The remaindeof this section delves into some t&kated intricaciesMuch of our thinking is broadly
assmption based. #2018 evolvesnd the realities of how the tax changes impach business made
clearer some of our thinking will mve to have been offase

If the thought of reading about taxes and how tayimpactBerkshire and othebusinessounds
mind-numbing | recommend skipping ahead to tke-year expected return projection on paife

For those interestdd taxes aspects of the tax ahge certainly will apply for other businesses, public

and private, large and less largéinking through the developing chandes been an extremely useful
exercise.
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The change in the maximum federale to 21% caused a bumnzthe financial media regarding Berkshire.

I't was widely reported that deferred taxes create
common stocks would now be lowéfost articles in thenedia attributeén expecte&27 billiongain

(calaulated by a selide insurance analyst n B e rs koekwalue ¢odtanrealized stock market

gains now being taxed on a deferred basis at a 14% loweHmtever, themmediate impact on book

value from simply the unrealized appreciation beingrdefieat a lowerate is only part of the picture

Thetotal increase in book vatuwill be larger than $27 billion

Ber kshir eds ganedamolt 7.4 or $183.d billioroduring the fourth quarter to $190.8 billion
(which includes the market vaduof its investment in Kraft Heinz that is being carried at cost on the
balance sheet using the equity method). The portiglidikely have about $104 billion in unrealized
gains at yeaend 2017At the old 35% tax rate, the deferred tax liability 86%! billion. At the new 21%
rate, hedeferred tax liabilityis $21.8 billion, areduction of $14.6 billion.

The book value gainBdo&shotreésddeheregdt havghi abi
by taxes due on unrealized appreciation. More is on the books due to deferred tax liabilities being created
usingaccelerated depreciation for the tax books in the rail and energy businesgstaadromdeferred

charges for reinsurance assumed, created from goodwill and other intaimgésgsisitionsand

ascribedtoeverg nal yst 6 s f @othed Tihdy also bave defgred tgx assets ($9.8 billion at

yearend 2016) that will effctively lose balance sheet value due to the tax change.

All'in, the netdeferred tax liability at September 30 on the balance sheet was $86.6 billion. It would likely
be over $91 billion at yeaend 2017, using the old 35% tax rate. The liability froengtock portfolio

gains would only be $36.4 billion of that. Thus, an additional $54.6 billion (the balance of the deferred tax
net liabilities), would be offset by the lower rate. Assuming the entire net liability was created using a
35% tax and will novbe calculated using a 21% tax rate, the entire net liability will be reduced by 40%.
The entire revaluation of the deferred tax liability sedesrease the deferred tax liability by $35 billion

and correspondingly increase book value by the $&88&eillion. So that everything ties out, net income

in the fourth quarter will also include the same $35 billion in-c@sh net incomérom a decrease in

income tax expensgan amount equal to the revision to book value and the deferred tax liability. The
downward revision in the deferred tax liability is treated as profit, albeitiome and not taxable. Thus,

book value up; deferred tax net liability down; profit up. All three revisions areasm

Combining the $35 billion deferred tax revaluation with the gain in the stock portfolio andwith

fourth quarter operating income,Ber ks hi r e 6 s b o grhw by pethape $2<illienind s t o

the fourth quarter. Book valuewas $308 billionat Septenber 30,andwe 6 r e | ookpPong f or a
increaseto $360 billion at year-end.
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Cash Taxes

Ber kshireb6s steagilpdediredfrom betveen a280@and 33% inthe2n@l0 06 s t o about
27% recently, with itgurrent(cash tax rate well below that. Bothre significantly below the 35%
maximumheadlinerate.As a conglomeratg¢axes are generally calculatedfa subsidiary levebut are

the responsibility of the paremts an example, BNSF notasits annual filings that thetax expense and

liabilities are computed onstandalonebasiswith substantially all of itgurrent(emphasis added)

feder al i ncome taxes payable remitt etaximpactoBer ks hir
Berkshir® s g shortlyjpderei s a reconciliation betweendhBwer kshir

much theyactually paidon acurrent €ash basis eaclyear back to 2003, the yeslidAmerican Energy
was acquired

CASH TAXES AND GAAP TAXES

Cumulative 2017 (9ma) 2016 2015 2014 013 2012 2011 20 2009 2008 2007 2006 2003 2004 2003
Earnings Before Tax 291,374 17447 33.667 34.940 28,105 28.796 22,236 15314 19,051 11,532 1574 20,161 16,778 12,791 10,936 12020
GAAP Taxes §7.633 4,750 9.240 10,532 1.933 8,931 6,924 4,568 3,607 3,538 1978 6,594 3,503 4,159 3,569 3,603
Net Income * 203,719 12,697 24417 24412 20,170 19,543 15312 111,746 13,494 441 4.994 13213 11,015 8328 1308 8,131
Tax Rate 301% 27.2% 274% 30.1% 28.2% 3L1% 3L1% 29.8% 29.4% 30.6% 26.1% 31T 328% 325% 32.6% 3175
Current Taxes 59,291 237 0,563 5420 3302 5,108 4711 2597 3,008 1619 381 3,708 5,030 20357 3,740 1340
Dieferred Taxes 25,364 2513 2673 5,106 4,633 3783 2213 1,671 1,939 1,919 |- 1,833 LRI 473 2,102 - 177 439
Total Tax 87,633 4,750 9.240 10,532 7933 8,931 6,924 4,568 3,607 3338 1,978 6,594 3,303 4,159 3,569 3805
(Current as Percent of Total Tax. 67.6% 47.1% T 51.3% 41.6% S1.7% 05.0% 03.4% 63 4% 43.8% 192.7% 36.6% 91.4% 49.5% 105.0% §7.9%
Deferred as Percent of Total Tax 324% 52%% 290% 48.5% 38.4% 42.3% 320 36.6% 34.6% 34.2% H27T% 134% 8.6% 50.5% S0% 12.1%
Current Tax Rate 20.3% 19.5%| 15.5% 11.7% 17.9% 21.2% 18.9% 19.3% 14.0% 30.3% 28.3% 30.0% 16.1% 343% 27.8%)
Deferred Tax Rate 4% 19% 14.6% 16.5% 13.1% 10.0% 10.9% 10.2% 16.6% 24.2% 44% 28% 16.4% L% 3%
Total Tax Rate 30.1% 272% 274% 30.1% 25.2% 3% 3L1% 29.8% 29.4% 30.6% 26.1% 32.7% 32.8% 32.5% 3246% 3L.7%

* Before earings attrituable to noncontrolling interests

For 14 1IJ year s, BGAAFRtaxds iwerat a Iseadtine taurhtsh30.1%. Tdhve GAAP tax
rate generally falls belothe federal maximum rate for several reasorngidends received fronts
ownership in common stocks are taxed betwk®B% (30% of the 35% rgtand14% (40% of the 35%
rate): dvidends from investees when usitgtequity method, like Kraft Heinz, are taxed at 7% (20% of
the 3% rate)wind production credits in the utility businesgBgrkshire is the largest producer of wind
energy in the US)and foreign income being taxed at lower rates abroad. But the aci@ash that
Berkshire pays fallevenfartherbelow the already lower GAAP rate.

You can see that of that amount in taxesidube cumulative columronly 67.6%of the total duevere

padas cash, with the bal ance aaagelony@3%ovehtlee company
period, and has been much lower in recent years.

We discussed two years afio the 2015 yeaend lettey how the use of accelerated depreciation in the

energy and rail businesses were pushing the cash tax rate downwardraasding the amount of
deferred tax liabiliteswWe won 6t repeat t hat di scussi on, but t he
the moving parts.

Letés roll through a brief overview of each main
with any prospective @nges. Wesolatel tax treatment of the operating groups and investment
securitieslfBer ks hi reds o per althe lbegefit franiowver tex ratss, normalized n

income looks like it could be more tha# Killion higherper year under the new code. We think the lower
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tax rates will bestickierin some businesses hwill be quickly competed or regulated away in oth&ve.
estimate the company will see a more than $3 billion durablesiserie@ annual earning power.
CapitalizngB e r k s h i r ieed earninggpowaraat 18 times addgre than $54 billion immediately to
intrinsic value.

Operating Segments
Berkshire Hathaway Energy No Break, But None Needed

BHE had a headlintax rate of 14.5% in 2016, havibgen as low as 9.4% in 2013 aslhighas 22.7%
in 2014 For the first nine months of 2017 its tax rate was 22836ugh not highly publicizedye
presume BHE hanot paid cash taxes in yeats®ecaus®f the deferral of income taxes ate
amortizationof tax credits They also are taxed atmuch lover UK tax rate on their operatiotisere

BHE hadlarge investments in alternative enerdy19 billion in total through the end of 2Q6ith wind
being the preponderance. The business is awarded tax tr@skid on production amounts which drive
the aggregate tax rate of its utilities akrgyassets well below 35%. The wind credits available were
retained in theax bill, butmaylose some value due to the lower tax rBte. r k $ bashrtax fate is
alreadynegative however far belowthe headline rates due to its use of accelerated depre@ation
qualifying investments.

To il lustrate, |l etds | ook at 2 0 1.6nhilliorMirhcapitat o mbi ned b
spending during the year and hde&preciation ad amortization expense of $2#lion. Income tax

expense totaled $403 million but the net deferred tax liabilittherbalance sheet grew by $1.2 billion to
$13.9billion. BHE had a federal taxenefitduring the year 0$743 million anddeferred tax of $1.1

billion!

Tax reform willaffect the rporting atBHEG s i n dlbsidiades, &ut may not be much of a benefit
whencompared to other Berkshire operating unitsvering the tax rate to 21% will be accretive to

B H E bosk value asalready discussed. €husiness will also likely repaatonetime addition to income

to reflect the lower rate applied tiwe net deferred tax liabilitythe lowering of deferred tax liabilities,

now carried net of the new lower tax ratdll likely seethe benefit of future taxeduction passed to
customersisingarequired nor mal i zati ondo treatment that match
| ower tax rate. | n dikell iavolvewroimmdediate ratencet fot caskomarsitbtit wo n
over time.Offsettingany tax benefit is an immediate higladrertax cost ofthe debt used tfinancing

the business. Interest expense is deductible for corporations, and the lower tax rate raises the cost of debt.
BHE has about $38.5 hillion in debttstanding with coupns averaging 4.75%. The aftex cost of

debt here rises from 3.909to 3.75% assuminfyll deductibility as the tax rate fallsom 35% to 21%

es
ot

Berkshireand BHEhadbenefitedfrom the use of accelerated depreciatiznproperty, plant and

equipment for tax purpos@sthe early years of amortization by use of a higher expaffsgtting current

taxes at the higher former 35% gross rais.assets depreciate, future taxes in the out years would have
been moe expensig, but are nownly being taxed at the new lower tax r&assing this through to
customers with the normalization mechanism allows for some of the benefit of the cut to be retained, but
not entirely.

Thetax bill provides for arallowance ofcapital spading ondepreciable asse (excluding structuresd

beexpengd in one year instead of amortized ovemy. This willapplyonany o fcaftdd E O s

spendingon independent (unregulated) investmdrgsveen now and yeand 2022Most capital

spendingisvi t hi n the regul ated ut i[Thatsaid®esypposecamyeremwe r , and
nonqualifying capital expendituse(for immediate expensing)ill continue tautilize accelerated
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depreciatiorschedulesbut now aroundhe lower 21% ratg.The wpfront benefit is less, but the tax rate

over the life of the asset is cumulatively lowdfii t h Ber kshi reb6s cash tax posi
should see a build in deferred tax assets from use of wind cieftsred tax liabilities will build more

slowly as a byproduct of accelerated depréamiabn new qualifying investments usitige lower current

tax rateover the life of an asset

Capitalism being what it ift is extremely likely thatate setting bodies in each state will be very quick to
compelany new aftetax source of profit, absent new investméntye passed to the custométée have
seerseverafi c o n s u me r aleady demanding that any taenefit be passed tdility customers.

The resulimaybe lowerutility revenues and a lower priper kilowatt hour for househokhd business
customersAlternatively, ®me negotiations with ratgetting bodies may result &m increased allowance

on capital spending, particularly morrqualifying infrastructure projects that may fall under the 100%
expensing ruleThere are lot of moving parts within BHE, but at the end of thedayd on 6t t hi nk
profits andreturns on invested capitalwéhange much, at least without a commeateichange in

capital invested.

Burlington Northern Santa Fei The Big Break

BNSF and its largeailroadcompetitorswill likely be major beneficiariesf the tax code changeBNSF
hada GAAP tax ra¢ of 37.3% for the last thregears. The ratexceeds 35% becse of state taxes
However thecurrent €ash) tax rate is far lowefdue to the use of accelerated depreciation
investments in property, plant and equipmgraigingfrom only 53.1% in 2016 to 59.1% in 20X2n a
cash basis, the caphid tax rate has ranged from 19.8% to 22.B%SF may reap much of the benefit of
the tax change It is possiblethat they will not pay cash taxes for the next two or three years, with the
cash paidate stairstepping up after 2022

The decline in théederal rate to 21% impacts BNSF in several whike BHE, they will likelyinclude

a fourth quarter 201@on-cash reduction in income tax expersenetime norcash bump in reported
earningsresulting primarily from the reduction in its rdgferred tax liability applyinghe decline in the
federal rate from 3 to 21% On an ongoing basis, the GAAP statutory rate will probably be 23% or so,
higher than 21% to reflect state taxes. On a cash tax basis, the rate will be closer to 15%war 16%
time, reflecting the lower rate and what is likely to be allowed immediate 100% expensing of qualifying
capital expendituresn the first years of the 100% expensing tax policy, the tax savings may result in
zerocash taxes being pai@ngoingimmediak expensing fogrowth and maintenanaapital
expenditureshrough yeaiend 2024s a huge benefiBeginning 2023 we presume accelerated
depreciation will again becrementallyutilized for tax purposes on qualifying capital expenditures at the
21% rateas the 100% expensing phases(o@ts sumi ng no future | egislative

BNSFds use of ac createédadaferreditax dabiliyrugec3boa tax raien The benefit

of accelerated depreciaticomes from higher depreciationfixed assets for tax purposesthe early

yearsof amortizing the assemade up for with lowedepreciation in later years for tax purposdse

higher early depreciation results in less taxes paid early. The taxes will be caught up eventually, and the

future higher taxes are carried on the balance sheet as a deferred llabilitys a pr esent val ue
Switching the tax rate to 21% meaaikthe future taxes to be paid will now be made at the new lower

rate.Unlike BHE, whi ¢ h d decaus 6f the omnalization tecapture, BNSF really benefits

from future higher depreciation being taxed around the new 21% rate.

Offsetting the tax benefitthe railroad uses $22.5 billion in debt, with an average interest rate of 4.8%

and maturities ranginfjom 2018 to 2097 (yep, 80 years from now). The g#®&rcost of debt rises from
roughly 3.12% to 3.79%.
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All in, the free cash impact at the railroadl produce an additional $6Q#illion in free caskannually

an ongoing annual improvement of about8% t oday6és run rate in normaliz
full 21.5% bump that a business wotdap seeing taxes fall from 35% to 21%, bt ieal money. If the
tax cut is permanemnd remains in place for many years, and if the higher industrfgrt abi | i ty i sn

competed away, the additional free cash raises our intrinisie eatimate of BNSF by up to $billion.

The real question is how likely is the tax cut to be competed away by rail competitors or prices forced

down by customer preare?Our impression is that the current climate is friendlier thath n ¢ apghst.s 6

We woul dnoét wuse the heavy term collusive, but ol
allows reasonable returns on capital and allows the marketplace t@wsey. @espite a weak, though

improving, climate for rails in the past couple years, returns on capital have been exceptional over the

past decade. Truckirgenerallyhas a difficult tine competing for many load typest presentthe

trucking industryis dealing with a very tight supply of truckshich is pushing ratagpward

dramatically.The tightness should dissipate.

Our bet is that some of the tax benefit to BNSF and the rails will be competed away through customer
pressure. Many manufacturers arlden shipping clients are likely to face their own customer (and
supplier) pressur es. astohavonudn bendfithhe raikindastetdis tcarlremi nat i o
clear A reasonable guess would be most over the first couple years, followecsam of half to

two-thirds of the total over the following five or so years. A recession may accelerate that timetable.

Il 6d |I'i ke to make a sidebar c¢ommenterrooeouslifoNgiSF as a s
assumedhat the railroad hacktaired most or all profits sind@erkshireclosed theacquisition inearly

2010. It turns out that the railroad has been paying substantial dividends upstream to its Berkshire parent
everyyearMe nt i oned above tdBerksBildoSdl éash taxes gum evhich are offset my
modest tax refunds from Berkshire back down to BNSF. But net of these have been sLbtstaietmals

paid to the parent totalirs5.2 billion out of $26.9 billion in reportedumulativenet incomerom the
2010acquisition hrough September 30, 20T put the dividends in perspectiBerkshire paid $33.1

billion for the railroad, $22.5 billion in cash afid0.6 billion in undervalued Berkshire shates.

dividends paid upstream to the parent, Berkshire maady} recouped 78% of its purchase price, and
owns100% of the railroad with a book value that will rise from $36.4 billion to $44.6 billion ateyehr

Book value had been largely unchanged since the acquisiiomas $35.%illion in 2010. The railrad
earnsabout12%on equity. Our appraisal of BNSF ranges between $85 billion and $95 bilkbtihe low

end of the range, Berkshire has earned $78 billioitsd¥83 billion investment. To thinke initially

t hought Berkshire had overpaidé

Manufacturing, Service andRetail BusinessesCan o6t We Just Al l Get Al ong

The i mmedi at e t axexiremgyadivdrsified MSHBlrSinkssds shoudd besfairly
straightforward. The groupds averagraelyecare @ahgél i ne t ax
consolidated rate would deviate from the 35% federal rate upward for state taxes and downward for the

15% of group revenues and gredtean 15% ofpretax profits generated outside the US in lower tax
countriesWithin the segmentgshe manfacturing businesses do more business abroadrartdxed

between 31% and 32%. Service and retailing businesses are mosntd€ and have paid in the 37%

range on average.

A reasonable guess would plabemMS R c on s ol i #04&tax date gndeyang perbaps at 23%
to reflectthe new 21%JS rate clse to international rates and adding a couple pfntstate taxesl'he
group also had $12 billion in deferred tax liabilities on the books ateyehf016. We should see a rough
$4.8 billion incrase in the book value of the group and atime norcash income inclled for the

fourth quarter 2017 as the liability is revalued for the new tax rate.
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The MSR businesses shogldnerate $126.3 billion in revenues and $8.9 billion irtgxencome for the
2017 year just ended. Taxed at a consolidated 33.7% for the year, net income should come in at $5.9
billion. Had our assumed 23% consolidated group tax rate been in pla€d ¥om2t income would be
close to $1 billion higher, nearly $6.9 billioor 16% higherThe increase would improve the group profit
marginby the same 16% increaem 4.7% to 5.%. Return on consolidated equity would also improve
by 16% to about 7.2%.

Themathheret edi ous t o r el dlustratesithasfar anpusinebsdoging dnalyzed,
whatever is the percentage increase in profit margin will equal the increase in return oaretjuetyirn
on capitalwithout any increase or decreaseapital invested.

Trying to figure out the longun or evertheintermediate impact of the tax change is only guesswork.
Berkshireds many busi nes degneisrt itchad | MSR rgresmu e darte a
roughly 50% for example. ThusBerk s h ibussdsses should reap a more immediatklargeibenefit.

It will probably be the case that those businesses that are run among ruthless congetitidrere the
competitionmeasures profit as return on capit#Ee the most severe erosioritef tax benefito

competition Some businesses operate with very high returns on capital and have defensible positions and
pricing power. Luxury brands and westablished brardl consumestaple and durablgoods come to

mind.

A few examples may demaiate he difficulty of estimatinghe tax impact on agptfolio of numerous
diversifiedbusinessedf Boeing is pressured by its airline or military customers for concessions, those
concessions will work themselves in short order through the sapply. A Precision Castparts would be

affected here. If Boeing, however, can convince those same airline and military customers that it is

investing in new capital spending and R&D that will dérieem, then the daisy chaiffect may not

reverberate domward.Apparel and footwear businesses are likely to see their tax savings quickly

competed away givemanycompetitors and thin returnBuracell operates in an oligoyoHow rational

the oligopolyis in the US market will dictate the stickiness of tae tut.Benjamin Moore distributes its

paints almost exclusively through a network of independent dealers. If Home Depot and the big boxes

choose to compete by drivitigeir own tax savings through their cost of goods sold and push prices

drastically downward, must Benjamin Moore react? Most likely the answer isRwasiture retailers
operate in markets that are price sensitive. | f m
mai ntain pricing, incr eas e dbempefitaVé dodldacobntinua workingc an i nu
through more of the businesses but you will soon see the answardigicually far from clearThe

state of competition and the focus on return on capital will dictate the pace at which tax cuts are passed
through.

We really have ngoncrets dea how much of the tax cut winds up
regulated utility businesseghich will see little benefijtthe MSRcompositebenefit is more dependent on
competition. If we assumed a 16% increase inichmeat e profi tability, itbés pr
that a decade hence most of the cut will have been competed away by capitalism and return on capital
requirements. Perhaps five years out the MSR businesses are half, or 8% more profitable tharidhey wo

be without the December 2017 citr 2018,the benefit can yield close to an additional $1 billion in free

cash profits.

Finance and Financial Productsi Rising Cap Ex Bigly
Berkshireds | easing, tr anmapuactired hdusngand fipancep ment man

businesses were taxed between 32% and 34% collectively for the past feW ledrgsinesses are
leveraged by about 2:1 excluding surplus capitéd.anticipate theew consolidated tax rate will fall to
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the new 21% rateyith additional state taxaxffset by leases to foreign customers at roughly the same
slightly lowerratesnow in effect in the USThe debt used in the capital structure, nearly all issued by
Berkshire Hathaway Finance Corporation (BHFC), bears intat@&8% and matures between 2018 and
2043. The aftetax interest cost becomes higher here, and will be offset by some dividends on equities
and interest earned on cash and fikembme taxed at lower rates. The businesses have about $4 billion in
commonstock holdings, andre taxed on dividends at a rate that now decfioes 10.5% to 6.3%.

The leasing businessslouldbenefit from an increasa demand for leased equipment in two ways.

First,the increase in bonus depreciation to what will no®&6 immediate expensing should increase

the demand for capital equipmeBecond, bcause of interest deduction limitations to no more than 30%

of taxable income without regard to depreciation, lessees may claim a full deduction of rental payments.
This maybe more advantageous than an outright leveraged purchase of the same equipment if the interest
pushes against the 30% limitation.

The change in tax rate alone, before considering any increase in demand that should transpire, adds about
$300 milliontothegr ou p 6 s c otaxlpiofitse d af t er

Insurance Underwritingi Regulationand Competition Benefit th€ustomer

Berkshireds coll ection of are etbentighalyregelatea ondorice@i nsur an
operate in very competitive markets. l@otively the insurance groumderwrites more than $52 billion
inpremiumseane d at t oday 6 s premiums gaadden loAglxetrdaative ipatiaies. They
underwrote the | argest retroact i vetprpnaumiofcd40.2i n t he
billion from AIG. Our methodology for valuinBerkshireassumes a lontgrm, pre-tax underwriting

margin of 5%. Yeato-year results will fluctuate significantly from this level. The combined company

will suffer underwriting losses in 240 de to the hurricanes, a Mexicaaréhquake and fires in

California.We had capitalized the underwriting segment of the insurance businet8dsras our

normalized pré¢ax margin, which translated gorough 15 times afteéax multiple assumingta 35%

normal tax rate. The tax rate on underwriting gains for the past three years ranged from 35.7% to 36.7%.
The rate is higher for state taxes and offset for
reinsurance businesses, Berkshire HathaReinsurance Group and General Re. Underwriting should

initially benefit from the reduction irhe maximum federal rate to 21%.

Over time, the admitted pawnh of business written, where rates charged for premiumeguéated and

set by insurance commissioners in each gthiek GEICO) will likely be adjusted for the tax windfall.
Insurers are allowed reasonable profits on statutory equity thékatility businesses, much of the tax
benefit will be regulated awaover time. This will be an interesting year. Given highantnormal loss
ratios,insurers wouldypically look to rate increases to replenish capital. With the tax cut, the response
by regulators may be to limit the amouwrftprice increaser to holdpremium rates flat for a time.

In nonadmitted lines of business, where the marketplace sets rates, the dynamic of the tax cut may be
stickierRei nsurance and Berkshirebéds new primary busine
catastrophes in 20%tHan the industryThey may pick up market share if prices firm, and the benefit of a

tax rate that should decline to the 22% to 23% range will boost underwriting profits.

If the entire cut in the tax rate were retained by the collective insurers, imthahderwriting profits

would be just over $300 million higher per year. The readitthat through regulation efimitted lines

coupled with surplus capacity in the industry (which leads to ruthless and even excessive price

compet it i o mglieve that nfush cdulditiondluntleonriting profits will be retained byeh

industry in the absence of new capigdle r k shi redés i nsurers, o-postt he ot her
positions in their respective segments of the industry and who underwhtpnig discipline, will
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continue to grow premiums and will befit somewhat fronthe tax cutWe would thus capitalize pttex
underwritingprofits at more than ten times, in concession to some tax bekrefitl. 9 multiple would
price in the full benefitSettling on 11 times seemsasonable, implying a 10% sustainable increase in
normalizedaftertax underwriting profits.

Realized Capital Gaing Objects in The Mirror Are Larger Than They Appear

Domedically, corporate capitajains are taxed at 35%. While Berkshire is generally averse to selling
investment positions and paying capital gains taxes, any future gains realized will now be taxed at 21%.
Often, realized gains are recognized but aregamh. The company has provetept at swapping
fundamentally challengddw-basis stock holdings for entire businesses and avoiding taxes in the
process | n recent years, Berkshire fAsol dol6.3%oé foll ow
White Mountains Insuranda 2008for two runoff insurance subsidiaries a#@51 million incash;

23.4% ofGraham Holdingén 2014(Washington Poswith a 1973 cost bagigor a Miami ABC TV

affiliate plus$450 million in undervalueBerkshire shares ar&B828 million incash;a $1.35 hillio stake

in Phillips 66in 2014for a lubricants business; and most receint/2016 a swap of a lowasisProctor

& Gambleposition (originally from GilletteJor Duracell and an injectioof cash into Duracell prswap

It s a mout hf ulavebsion to mhyenmcapital gaina taxesdandsam ability to part with
undesired positions with no tax consequences.

As mentioned earlier, the big boost in book value recognizing deferred taxes on unrealizddogairs n 6 t
matter Our longrun assumption haseen that the gains would rarely be recognized, and as such we
counted most of thdeferred tadiability for unrealized gainas equity. Unless the company is more

likely to begin taking gains at the new 21%, the tax cut is somewhat mooT hergortionof increase in

book value was already effectively counted byasiadjusted equityf Berkshireviews the new tax rate

as low enough to sell overvalued or undesired holdings, then we may see taxable sales. Only one person
knows what will happen here.

Accumulated WndistributedEarnings on Foreign Subsidiarie$ A Tax Cut?

Berkshire had a modest $12.4 billiaccumulatedindistributedearnings in foreign subsidiariesld
abroadat yearend 2016and the company has t&d its intent to leave it oversdfar investmentThe
balance likely grew by the amount of subsidiary profit earned in 20lbbks like Berkshiravill likely

owe taxat 15.5% on cash and 8% on equipmenmhether they bring back the cashnot. Companies can
elect to pay the tax ovan eightyear period. Presumably equipment will have been bought and the tax
will take place at the lowe3% rate.The total tax will be about $1 billion Hte 8% rate (and as much as
$2 billion if cash), which will be charged at $1&%llion to $150million per yeainitially .

Investment Income and DividendsBi g Savings That Wonét Be Competed

MostofBer kshireés investments in stocks are held by
billion at yearend 2017An additional $7 billion ardéeld within the finance, rail and utilities, and at the

holding company leveDividends of $3.6 billion ostocksat the insurers are taxed a4 440% of the

federal rate)We thinkthe ratewill drop to 8.%6, atax savings of aproximately $202nillion.

Dividends on stocks held by the other subsidiaaiasthe holding comparare taxed at 10.5% (30% of
the 35% federal rate). The tax rate theleuld drogo 6.3%.

Berkshire also own825.6 millionshares of Kraft Heinz, 26.7% ownership positon wor$25.3 billion

at yearend. The shares are held by the parent company, and because Berkshire owns more than 20% of
the companyut less than 50%nd is deemed to be in a position of control, accounts for its investment
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using the fiequi thy Froneattdx stahdpoird, dividerdg aveuaxed by the holding

company at 7%, which is an 80% discount from the 35% corporate taXimaee. hol di ng company
rate on dividends beginning in 2018 on its Kraft position should be taxed at 4.2%, whichamth80%

discount from the new 21% rafehe current dividend paid by Kraft Heinz is $2.50 per shg&3

million pre-tax to Berkshire. Tax on the dividend will drop to $32 million from $57 million, a $25 million
benefitWh et her at B e e & & bhonaeréwdtls their 3Gsinvestimenhpartner in Kraft Heinz,

the dividend represents nearly 70% of psferkshire benefits greatly by earning profits as dividends as
opposed to through retained earnofnfgesomandolcapi vadd
they are driving the payout ratio higher. We think the position will one day bePsstaaps thegantake

a brand and some cash andid a realized taxable caghin.It is a mediocre, domestic business with

little prospect fogrowth and unhealthy brands in decline.

Accounting for positions using the equity method requirésa t B e r kasalportioreod kgaftp r o
Heinzdéds repmpbrt eédcil mcdemhe i n Bserveld soh ii rnecér se aisrec dBneeg kasrhd r
basis by th@mount of their prerata profit.Dividends received are an offseffectively a return of

capitaland reduce Ber kshireds c os iThebombinatson ibcyeasestthe a mo u n
cost basis by the amount of undistributed earni@gsh taxe are paid by Berkshimnly on the amount

received as dividends. The undistributed earnings (retained by Kraft Heinz) are included in a deferred tax
liability and are payable when Berkshire receives a cash distribution or they sell the pdikdion.

deferred tax I|liability is created us Bakghirder kshire
applies a Dividend Received Deduction ADRDO on th
earnings to ul ti matasumptiorbby Bedkshietthati allowstiteodffset B8&3téxs t hi s

rate (now21%) with an 80% deductionlhus a 7% tax rate on dividends from Kraft Heinz are now taxed
at 4.2% and the deferred tax liability building for retained earnings by Kraft lite@sakishedusing a
21%taxrate.

Theuseofgui ty met hod accounting is similar to the wa:
common stock investees. We view the undistributed profits as ours and count them in normalized

earnings. GAAP accountingghis this up differently though the creation of a deferred tax liability for

unrealized gains on the stock price. If stock prices grow in line with retained earnings, then our method

and GAAP will converge. GAAP is more volatile because it tracks stac&gmuarterlyand we track

retained earningdly ki ds | i ke to say, ATMI, Dado. They ar e

Berkshire owns about $21.4 billion in fixed income securities, almost all held by its insurance businesses.
Interest on US Treasubonds andnotesr e t axed at Ber kshirebds corporat
fixed income securitiearealsot ax ed at Ber ks hHnvestmdnts in municipabsecarities r at e .
generallya r e n 0 fedetaly.jneestments in foreign governmeraie taxed locally and we assume are

owned by Berkshireods fAayferléraltaxedchasgedrae3% an interasbvalli di ar i
now be taxed at 21% otal interest income is about $1 billion pretax.

Cash held by Berkshire across its segmemtisad the holding company totaled $109.3 billion at

September 30JS T-bills were about 60% of the tdtas recently as 18 months ago, cash yielded close

to nothing. Now, cash yields average abou®d,.producingover $1.6 billion in interestNow taxedat

21%, the differential saves $224 million in tax that would have been due at 35%. We assign an optionality
premium to most of the cash, which presumes balances north-gfereer 6 s t ypi c al | osses
businesses will be invested at decentrresuBut this igor a discussion on valuation.

Retained Earnings o€ommon Stocknvestee§ Bi g Source of fAHi dden Valuebo
B e r k s tedeives $3%$ billion in dividends on iterestments in common stocks, mostly held by their

insurarte companies. But those investees retain more of their net income, about $5.5 billion, that
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compounds at whatever rate of return on capital the investees collectively earn. The $5.5 billion figure has
alreadybeen taxed by theublicly tradedcorporationghat Berkshire owns shares in. Each business will

see its effective tax rate decliriéhe group of investees collectively were taxed at atooigh 20%

effective rate, and will all benefomewhafrom the decline in the US rate to 21%. Some will bénefi

more than otherd.hose doing substantial business overseas were already paying taxes at lower

international ratesAs a groughe impact is not hug&anks are taxed at low rates already. COota

does over half of its businessabroAdo pl eds i nternational Amercaenues ar e
Express stands to be a large beneficiary of reform and retains almost 80% of ité\predith pay lower

taxes and are benefitted from the different aspects of tax réiimmediate expensingnecapital

spending) Ber kshireb6s retained earnings may i mprove b
annualized basis.

Summaizing the Moving Tax Rrts

A sustainabléncrease of more than &llion in the aftertax earning poer of Berkshire adds agdst
$50billion to our appraisal oitrinsic value Over time, an immediateenefitlarger than $3 billion is

likely to shrink as the imperative of return on capital drives returns downward across industries. Even if
half of themaximumbenefit disappearover the next decadehich we think is likelythe immediate tax
savings add as much as 10% to the present value of the compahthdftax benefit as we measure it is
permanentlyetained, Berkshr e 6 s v a | wreased byar mare thad 0%. Tine cash tax rate may

be driven down to the single digits in some years, allowing a preponderanceanf greome to fall to

B e r k s hitom&né.3she immediate gain from tax reforatoneadds the value of thed@" largest

publicly traded companies the United Stateslso Ber kshi reés intrinsic value

kkkkkkhkk

60



Berkshire Hathaway: Ten-Year Expected Return

Berkshireds 21. 9% stock market gain in 2017 was

operating gains combined witlew earning power created by tax reform. Therefore, despite the stock
gaining more than twice what we would expectireaeragegear, he 10year expected retuiia barely
changed from a year ago.

Here 6 lasty e aexpgeded return projectiomhe projectedyearend intrinsic value of $544.5 billiofor
2017 assumed the stock trade48 times our theexpected 2017 normalized earnings of $30.25 billion.
Theoneyearpr oj ect i on i aforecast dulustratesthepgain te curdappraisaf intrinsic
value. To the right were teyear projections with Berkshire earning 8% annually on equity in the first
case and with an average 10% ROE in the second case. We showed the stock at a range of terminal
multiples to earnings, with our normalizease of 18 times shaded in light grdéBerkshire were to

average 10% in equity for ten years, an investor would have earned 12.4% per year with the stock trading

at 18 times earnings in 2026.

Ld

2014 2015 Final 2016 (=) 2017 10- Year: 2026 8%ROEand growtt 10- Year: 2026 10%ROEand growth
23.40% At IntVal 13x 15x 18x 20x 13x 15x 18x 20x
Market Cap 43718 43256 540128 454458 $754b $870b  $1044b  $1160b $930 b $1073b  $1287b  $1430b
Net Income 5238 5258 52758 530.25B $58b $58b $58b $58b $71.5b $715b $715b $715b
P/E 16.1x 13.0x 14.6x 18x 13x 15x 18x 20x 13x 15x 18x 20x]
Earnings Yield 6.2% 7.7% 6.90%  5.6%% 7.7% 6.7% 5.60% 5.0% 1.7% 6.7% 5.60% 5.0%
Price Change 87% 117% 160% 189% 132% 167% 221% 256%
Annual Gain Per Year -12.5% 23.4% 35.7% 6.7% 8.1% 10.0% 11.2% 8.8% 10.3% 12.4% 13.6%

Now here isthe updated tablwith final stock pri@ gainmarket cap and estimated imge, plus P/E and
earnings yield, all in ligt green. The red column showprajection for 2018 normalized net income, plus
market cap and P/E were the stock to trade at intrinsic value on the last day aftf#§18not a forecast

but here ¢ illustrate the accretion to intrinsic value pli@ogrowtho ver t he next year
stock priceTo the right areéables withupdatedenyear projections, illustratinBerkshire earning an
average of 8% on egyiandour assumed0% on equity.

014 2015 1016  Final 2017 Final 2017 = (2) 2018 10- Year: 2027 8% ROE and growth 10- Year: 2027 10% ROE and growth
-12.50% 234%  219% 219% | AtintVal 13x 15% 18% 208 13% 15% 18x 20x
Enew tax
Market Cap 53710 53250 540128 548948 48948 SB55.2B 5930b  $1073b  S$1287b  51430b 511176 51289b 51546 b 51718 b
Net Income $238 $258  S275B 53046 (e) 53318 (o) 4364 B(e) §715b $715b 5715b §715b 5859 b $85.9 b 5859 b 5859 b
P/E 16.1x 13.0x 14.6x 16.1x 14.8x 18x 13x 15% 18x 20x 13 15% 18x 201
Earnings Yield — 6.2% 7% 6.9% 6.2% 6.8% 5.6% 1.7% b.7% 5.60% 5.0% 7% B.7% 5.60% 5.0%
Price Change 90% 119% 162% 192% 128% 163% 215% 252%
Annual Gain Per Year -125%  234% 21.9% 21.9% 339% B.6% B.2% 10.2% 11.3% B.6% 10.2% 12.2% 13.4%

Our normalized intrinsic value estimate falls at 188nour calculation of normalized earningbe 18
multiple approximates the combination of our intrinsic valuereges derived from our handful of
valuation méhodologies.
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Berkshireds 21. 9% stock price gain in 2017 only s
value for the year. Hence, our tgear projected returns are not much different today than they were a

year ago. In the 8% and 10% ROBl&s on the right, we shade our intrinsic value figuvits the stock

at 18 times earnings green. The stock will returb0.2% per yealfIROE averages 8%, and will return

12.2% if ROE averages 10%. With the stock today trading at 14.8 times our estimatmalized

earnings, if the multiple remains unchanged a decade from now, you will earn the ROE. If ROE averages

8%, you will earn 8% absent any multiple expansion or contraction. If ROE averages 10%, you will earn

10%. You can see roughly this sceaamder the 15x earnings columns in each tafateinvestor should

be thinking in these terms.

Using the inferiorangeof assumptions, with Berkshire earning only 8% on equity on average for the
next decadenstead of our 10% projectioif the multipleto earningsontracts from 14.8x to 13x, you
will earn a respectable 6.6% per year.

Earlier in the letter we tried to shothie degreef overvaluation in the S&P 500Ve would wageannual

returnsfor the indexover the next decade fabmewhere in the low single digit range. At some point,

they may well be negativéve think under mostcenariosBer kshi r ebs st ock outper f
by a wide margin for the next ten yeahs3% t05 % annual i ndex returisafrom t
realisticassumption for the markd@erkshire may double or tripleat. A quad even lurks in the cards.

Doubl e, doubl eé

*kkkkkkk
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Berkshire Hathaway Intrinsic Value Update

We estimate that Berksh&e2017increasen intrinsic value gceeded $100 billion, and the compasiy
now worth more tha8600 billion.The nearly 20% gain in intrinsic value is double what we would
expect from a typical year.

Reported earnings are going to be a mess \Bherr k s h i finar@ial st2enénts are released at the

end of the month. Tax reform creates several largecash adjustments. Some have economic benefit

and some have cost. Lost in the shuffle is the degree to which reported GAAP earnings, even when

i gnor i ng netime sevaljuaiensnateriallpunderstat8 er k shi reés economic ea
We adjustongoing GAAP figuresipward bynearly $10 billion on an annualized basis. These

adjustmentssome positive and some negatiead to over $170 billion in intrinsicalue that you

woul dnét recognize when using reported results.

2017 will go down as gquiet butimportantyear in the ongoing history of Berkshire Hathawathen the

company releases its annual report at the end of February, book value is likely ittcheasedibout

27% for the yearl6.9% in the fourth quarter alarierivers for the gain in book value are the retention of

t he year s o0 p ebtegdiniinthgconpmorstbck porfoliq and adarge r@valuation of the
subsidiar x6d idaenfidrirteyd ttoa r e f | ederdl taxtrdtedronrc % twgl8 i n Ber
(the deferred tax net liabiligevaluationtakes place in 2017 because the taxes to be paid in the future,

called deferred, will be taxddter,at thenew,lower ratei theliability changes today).

Much of 2017 profit and change in book value can be dismissed dsr@nand norcash. Missed by
many will be anincreaseinelBr k s hi r e 6 s c ¢hat&ill asa risestbstagtially thanks rax
reform Our estimate ahcreased earning powfom changes in the tax cadaver $3 billion jer year,
matches the magnituad the revision irbook valuewhen it comes to properly measuring profitability.
By our methods for measuring earning power and intrinsic value, weucenttiat intrinsic valueta
Berkshire grew by almost 20 for the yeg approximatinghe 21.9% gain in the stogkice While the
gain in intrinsic value was below thikely increasen GAAP book value, it was more thaouble the
gain that we would expem a typical yearThe tax codeevision can betankedfor much of that.

This sectiorsummarize our methodologies foratluing BerkshireUpdated tables are again included in

the appendixDaf in the tables includeur expectations for yeand 2017 ihancial information. Most of

the moving parts at the company affeeted by the tax code reforrand some of our assumptions
regarding the changeds i mpact wil | Semwesubsidiaie® be hi
will benefit more than oters. Some perhaps not at all.

We useseverabpproaches to valuirBerkshire, all of which are used to recde to each other. With

any investmentyou are buying the discounted free cash thasaet producesom today throughout its

lifetime. Estimating future profits ithe case of any business is difficult. With the diversity of businesses

owned undeB e r k s mibrella, osecastings futureshould be difficult Rather, because of its myriad

earnings seams across a wide array of industries, the quality of its assets, its limited use of leverage, the

high quality of management, an ethical approant an increasing investment in predictabate in

many cases regulated industries, wagsa high degeeof confidenceimur esti mate of Ber |
earning power.

Our process at Semper focasm two variables the quality of the businesses we own and the quantity

of earnings they produce. The price we pay for those earnings impacts future invesumestEarning

power is central to each of the methods we employ in valuing Berk&hir&um of the Parts approach

and our GAAP Adjusted Financials approach are our preferred methodologies, both relying on measuring
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earning powerWe use a pricéo-bookvalue approach and a return on equity analysis as reconciliation
tools to complement the earning power estimates.

2017Year-End Intrinsic Value by Methodology
Below is a summary of our current intrinsic value appraisal for Berkshire using our foaryrim
methodologiesWe first show2016final figures (withyearearlierestimatesn parenthesisio illustrate

how dramaticallyintrinsic value grew in 201Supporting data and tables can be found in Appefdix
and Appendix B

2016 Intrinsic Value by Market Cap and Per Share

Market Capitalization Price Per A Share Price Per B Share
Sum of the Parts Basis $532billion (520)* $323,837 $216
GAAP Adjusted Financials 514 billion (514) 312,709 208
Simple Price to GAAP Book Value 495billion (487) 301,189 201
Two-Pronged Approach (Qurs) 517hillion (508) 314,555 210
Simple Average 515hillion (507) 313,071 209

* Numbers in parenthesis were estimates prior to release eépedinancial statements

2017 Intrinsic Value by Market Cap andPer Share

Market Capitalization Price Per A Share Price Per B Share
Sum of the Parts Basis $630billion $383,049 $255
GAAP Adjusted Financials 595hillion 361,768 241
Simple Price to GAAP Book Value 630billion 383,049 255
Two-Pronged Approach(Ours) 610billion 370,895 247
Simple Average 616 billion 374,690 250

The average gain 2017intrinsic value across all four methodologies stunning $10killion, or

19. 0. Approximately half of the increase comes from thdirtary progression of Berkshirearning a
normalized 10% return on equity and retaining all its profit. The balance of the gain comes from
capitalizingthe $3 billion in new afteitax incomecreatedby tax reform

Todayds i nanaverage $646 billiansing an, average of methodsplies 25.9% upside to

value fromyearend$489 billionmarket capitalizationThe sharesemainconsiderably undervalued at
79% of our appraisal of intrinsic value.
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Sum of the Parts

Our sum of the parts methodology valBzskshire between $630 billion and $660 billion. We use the
low estimate in a ranger valuation. Below are appraisals for each businesses unit:

Sum of the Parts Valuation (dollars in tillions)

Operating Groups
Berkshire Hathaway Energy $47-52
BNSF 85-95
Manufacturing, Service and Retail 130- 140
Finance and Financial Products 33-38
Operating Group Subtotal $295- 325
Insurance Underwriting Norm Capitalized Value | 30
Operating Group Plus Insurance Underwriting $325- 355
Investments
Insurance Investments 288
Insurance Investments Valuation Premium/Discou| (16)
Holding Company Investments (Net) 33
Investments (Insurance and HoldCo) Total * $305
TOTAL VALUATION $630- 660

*Excludesinvestments and Cash in Operating Groups

Thevaluation incorporates tools used in adjusting GAsBncials We measure prax income and
aftertax income and assess whether operating groups areesthiéng or oveearning cyclically or
otherwise BNSF is presntly still somewhat depressed.

You can see in the table thatwease si gn a di scount to t hestmead ue of
which are nowovervalued in our opinion. We typically allow latitude to y&ayearinvestmenprice

charges, and only whenraaterialdisparity exists do we adjust upward or downwdiige last time we

made a major downward adjustménd Ber ks hi rewassitockhpolaftel 168906s
2000 (we first inested in Berkshire iRebruary200Q despite the discount on the stock portfoéiban

average o0$43,744per A share). We markegp the portfolio in late 2008 and early 2009 as being
undervaluedToday, the ingrance stock portfolios totah estimated $162 billiorincluding stocks held

by other segments and Kraft Heinz, which is held by the holding company, the stock pshiiid total

$191 billion. Stocks constituta smaller portion of theaggregate value of Beskire than at any timgnce

the 19691970 bear market shortly aftBerkshire acquired National Indemniity 1967 Stockstotal

about 3% of our estimate ohe entire value of the business &186 of total firm assets.

Here are profitabilityestimatas for the operating groups, as well as our calculation for norntalize
undewriting profit. We also includestimates for the earnings and income being produced by the
investment portfolios. More specific detail can be seen in the appenditidotwo rightmost columns.
We arepresentingaftertax income foiGAAP adjusted financials both as they would appear if7 201
before the tax change aad though the tax change had been in effect for the yeam&de the
calculation usingjine item tax assumptions for each group or investment asset to illustrateriadiped
increase in earning power on an apyiteapples basis:
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