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 Praise for 
Dear Shareholder 

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

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

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

 —Robert Robotti, President, Robotti & Co. 

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

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

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

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

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

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

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

 —Ted Seides, Host, Capital Allocators Podcast 

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

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

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

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

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

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

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

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

 



 Dear Shareholder 

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

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

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

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

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

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

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

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

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

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

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

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

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

 Company History—Culture, Principles, Strategy, Moats 

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

 Long-Term—No Quarterly Guidance 

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

 Capital Allocation—Buybacks, Dividends, Investing 

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

 Executives—Compensation, Inside Ownership, Succession 

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

 Management—Quality, Trust, Conservatism 

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

 Metrics—Leverage, Liquidity, Value 

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

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

 



 Introduction 

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

 Classic 

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

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

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

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

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

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

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

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

 Vintage 

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

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

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

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

 Contemporary 

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

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

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

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

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

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

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

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

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

 * * * 

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

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

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

 



 Technical Note 

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

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

 CLASSIC 

 



 Chapter One 

 Warren Buffett 

 Berkshire Hathaway 

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

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

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

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

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

 1979 

 Seeking Quality 

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

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

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

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

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

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

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

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

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

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

 1983 

 Stock Splits 

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

 1984 

 Dividends 

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

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

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

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

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

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

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

 An analysis similar to that made by our hypothetical bondholder is appropriate for owners in thinking about whether a company’s unrestricted earnings should be retained or paid out. Of course, the analysis is much more difficult and subject to error because the rate earned on reinvested earnings is not a contractual figure, as in our bond case, but rather a fluctuating figure. Owners must guess as to what the rate will average over the intermediate future. However, once an informed guess is made, the rest of the analysis is simple: you should wish your earnings to be reinvested if they can be expected to earn high returns, and you should wish them paid to you if low returns are the likely outcome of reinvestment. 

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

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

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

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

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

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

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

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

 Buybacks 

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

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

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

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

 1985 

 Compensation 

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

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

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

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

 Stock Option Pay 

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

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

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

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

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

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

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

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

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

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

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

 * * * 

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

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

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

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

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

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

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

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

 1996 

 Dual Class 

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

 2012 

 Capital Allocation 

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

 2015 

 Dividends 

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

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

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

 * * * 

 Berkshire’s Performance vs. the S&P 500 

   [image: ] 

 

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

 



 Chapter Two 

 Roberto Goizueta 

 The Coca-Cola Company 

 Three priorities defined The Coca-Cola Company under its late CEO Roberto Goizueta: creating value, strengthening the company’s trademarks, and focusing on the long term. These priorities pervade and define Coke, a $150 billion market cap when Goizueta died in 1997, up from a $4 billion operation when he became CEO. The lively pages of Goizueta’s passionate writings, some co-written with his former right-hand man Donald Keough, explain why. 

 Goizueta’s letters show the kind of leader and manager that he was, as he stated priorities that helped lead the business to outstanding financial performance for its shareholders. During 1995 and 1996, Coca-Cola led Fortune’s ranking of wealth-creators. As of year-end 1995, its market cap was $93 billion, an increase in shareowner wealth of $38 billion over the prior year. As of year-end 1996, it had increased to $131 billion, adding another $38 billion. While in 1976 Coca-Cola was the 20th best wealth creator of publicly traded US companies, by 1995 it was fourth, and in 1996 first. 

 In 1995 and 1996, the total return on Coca-Cola stock exceeded 40%, and during the preceding 15 years it produced an average compound annual total return rate of 30% (counting reinvested dividends). From 1980–1995, Coca-Cola’s share price grew at an average annual compound rate of 24%, creating nearly $89 billion in shareholder wealth, compared with increases of 12% in the Dow Jones Industrial Average and 11% in the S&P 500. The annualized total return from 1981–1990, assuming reinvestment of dividends, was 37%, and from 1986–90 it was 34%. 

 In short, the performance of Coca-Cola’s stock under Goizueta’s leadership was sensational. 

 Goizueta always saw himself as the steward of shareholder capital, always tying all Coke’s activities back to shareholder values. Goizueta said that “solid unit case volume growth is the foundation for generating economic profit, which, experience teaches us, is the key to increasing the value of [our shareowners’ investment].” 

 In that stewardship, Goizueta had the company focus on its core businesses and adopt a long-term time horizon. Goizueta believed that “the best way to generate consistently strong short-term results is to keep our attention riveted on the long term.” That long-term focus during the 1980s and 1990s at Coke meant building step-by-step a “global business machine capable of sustaining strong, profitable growth” over the decades to come. 

 Goizueta announced a new way of measuring Coke’s performance. Economic profit, not just growth in revenues or earnings, became the yardstick. Economic profit is “net operating profit after taxes, less a charge for the average cost of capital employed to produce that profit.” Evaluating businesses with this measure led Coke to divest some poorly-performing operations, and renewed focus on Coke’s core business of soft drinks. 

 Goizueta said his primary challenge was resource allocation, using resources generated in developed markets to invest in the less-developed ones. Coke deployed its resources amidst global economic challenges through strategic pricing and cost controls. It deployed those resources to capitalize on those conditions by flexible marketing investments. 

 As to financing, Coke used debt sparingly to enhance shareholder returns and effected share repurchases to enhance earnings per share. It lowered its dividend payout ratio while increasing its annual dividend to free up cash for reinvestment at low cost. It reinvested those and other funds to expand its global bottling network, and to erect an extensive and efficient business system. Goizueta’s shareholder letters—along with one magazine article—explain. 

 1984 

 Investing 

 Our primary objective will continue to be the maximization of shareholder value. We will manage our business to generate earnings growth and improved returns. We plan to reinvest a greater portion of our resources in projects and investments that strategically augment and leverage our operations—investments where the long-term cash returns on invested capital exceed our overall cost of capital. In making such investments, we have no plans to venture outside our three lines of business, as there are significant growth opportunities in these businesses. 

 1986 (with Keough) 

 Buybacks 

 Reflecting our confidence in the underlying strengths of this Company, we launched a program to repurchase up to 10 million shares of our common stock. And, to enhance further the growth prospects and long-term returns of the Company’s existing businesses, we plan to gradually reduce over time the dividend payout ratio to 40 percent. Dividends will be increased appropriately, but a lesser rate than our annual earnings growth. 

 1992 (with Keough) 

 Capital Allocation 

 Where does our fundamental strength come from? It comes from the geographically diversified nature of our various operating units. By this, we mean that a downturn in some markets is almost invariably offset by the strength of others. In 1992, when our operations in Brazil, Australia, Great Britain and other markets were hit by economic hard times, the load was carried by other of our well-developed businesses like those in Germany and Argentina and by rapidly growing new businesses like our fledgling East Central Europe operations. 

 This balance steadies us not only for the short term of quarterly or annual results, but also for our long-term development. Accordingly, we tend to view each market and its operating unit as a separate investment opportunity in our overall ‘portfolio.’ We look at markets like the United States, Germany and Japan, for instance, as well-established, blue chip investments. Our operations in these countries generate large amounts of cash and produce steady growth from large unit volume and revenue bases. They are reliable, if somewhat ‘conservative,’ investments. 

 At the other end of the spectrum are our ‘New Worlds of Opportunity’. These new worlds come in various stages of underdevelopment. For example, we consider our businesses in Indonesia and Eastern Europe as high-growth ventures demanding substantial investment. Our operations in China and our re-entry into India, on the other hand, are viewed as ‘start-up’ enterprises of virtually limitless long-term potential. 

 This overall diversity gives us a basic formula for creating profitable long-term growth: Use existing strengths to create future strengths. We do that by using part of the substantial financial resources generated by our developed markets to invest in building our less developed markets. We also do it by using those developed markets as the training grounds for our people, instilling in them the lessons of our business that can ultimately be applied with great success in the less developed markets. 

 As a result, our primary challenge is managing the allocation of resources among our investment opportunities so that we maximize the returns to our share owners. In meeting this challenge, we are guided by our sharply focused and clearly articulated strategy. This strategy gives us unclouded direction as we develop specific plans, which are converted by aggressive execution into tangible accomplishment. And while we are always careful not to make promises, we can assure you our execution will always be grounded in time-tested fundamentals. After all, we have been at this for some time now, and with each passing year we are much more experienced and effective at doing what needs doing. 

 It is in difficult environments, however, that we are best able to display the decisiveness, resources and staying power essential to building our business for the long-term. The fundamental strength of our business, coupled with disciplined management in the face of tough times, will serve us even better as the global economic climate turns brighter. Recognizing this, Fortune magazine’s most recent survey of corporate reputations not only found us among the nation’s five most admired companies, but also the number one most admired company for long-term investment value. 

 1993 

 Long-Term 

 While our operating numbers for 1993 provide fine testimony to the fundamental strength of our business, what about the true bottom line? What about the total return on your investment? In 1993, we generated a total return to share owners of more than 8 percent, which came on the heels of 1992’s total return of nearly 6 percent. Those returns fall short of both our track record of the past 12 years and our own long-term expectations, and we remain dissatisfied. And that is exactly how we should be, despite some of our significant accomplishments. 

 On a local level, our individual operating units were recognized as Britain’s best marketer, Argentina’s most admired company, France’s favorite grocery supplier, the U.S. convenience store industry’s favorite supplier and Asia’s best company, both overall and specifically in terms of long-term vision, financial soundness and setting an example other companies try to emulate. 

 On a Company-wide level, Fortune magazine’s annual survey of corporate reputations once again ranked us as one of the five most admired companies in the nation, as we moved up to a number three overall ranking and remained the top-ranked company as a long-term investment. 

 Those are pleasant truths that tell us we are effectively managing in a difficult environment. But the dominant truth is that you have every right to say to us: ‘Three- and five-year historical averages are fine, but what are you going to do for me the NEXT three or five years?’ 

 In terms of total return, the law discourages us from making specific promises, nor would we want to. We do not control the global economy, local weather or the short-run movements of the U.S. stock market. 

 We do, however, control our own actions. And we do promise to continue to take the same kinds of initiatives that have propelled our business to a 10-year average annual total return to share owners of 29 percent and inspired your confidence in our ability to increase the value of your Company. 

 What drives our actions? From the Directors on our Board to our route drivers in the world’s most remote corners, Coca-Cola people tend to work with both the rousing fervor of missionaries and the disciplined reasoning of scientists. Three priorities—each distilled from our publicly articulated strategy—dominate their thoughts and actions. 

 Value Creation. We are never confused about why we exist. Although volume growth, earnings, returns and cash flow are critical priorities, our people understand those measurements are all simply the means to the long-term end of creating value for our share owners. 

 Real Trademark Strength. The true worth of a trademark is best measured by its effectiveness in the marketplace, not by a calculation on the balance sheet. Our people understand that brand strength is not a pool to be drained, but a reservoir that must be continuously replenished to new levels. We view every daily task as an opportunity to build additional value into Coca-Cola and the other trademarks in our stable of brands. 

 The Long-term. Tough economic times breed fear and often cause business people to compromise their long-term judgment. We will not allow ourselves to sacrifice even a tiny portion of our long-term future on the altar of short-term expectations. 

 Without a doubt, we further sharpen our focus each day. But that is not what makes our Company so attractive. Our best selling point is actually the unique composition of The Coca-Cola Company. 

 Think about it this way. The Coca-Cola Company, in essence, offers investors a chance to invest in the world through more than 195 individual operations, a global vehicle that trades under the name, ‘The Coca-Cola Company.’ In effect, we offer investors a unique opportunity to invest in the most promising economies in the world—in the lucrative business of soft drinks—with a familiar management team and the easy access of the New York Stock Exchange. 

 From the list of the nation’s 1,000 most highly capitalized companies, that same magazine also ranked us as second only to one other company, Wal-Mart, in creating wealth for their share owners. We have generated nearly $54 billion of new market value over the last 12 years, plus cash dividends totaling more than $6 billion. In 1993, we generated $4 billion of additional share-owner wealth. We also continued to move up in the ranking of U.S. companies by market value, becoming the fourth-largest company overall and the largest consumer goods company. At year-end of 1993, our market value reached $58 billion. 

 1994 

 Metrics 

 Last year, we behaved in very much the same way we did during the 12 years before. Since the early 1980s, we have clearly understood that the best way to generate consistently strong short-term results is to keep our attention riveted on the long-term. 

 That long-term orientation has forced a substantive evolution at our Company over the last decade and a half. In effect, we have been systematically building a global business machine capable of sustaining strong, profitable growth as we proceed along the road of success well into the next century. Step by step, we have aggressively tackled the most important long-term priority of each day, and then quickly moved on to the next. 

 One by one, we began taking important steps to reform our financial policies. With a pristine balance sheet, we began prudently using debt to make investments in our business that offered returns significantly in excess of the cost of that debt. We began increasing our annual dividend at a rate slower than our earnings growth, lowering our payout ratio from 65 to 40 percent, thus freeing up $3.4 billion since 1983 to invest in our operations. We also put our financial resources to work in repurchasing our own shares, which continues to be one of the wisest investments we can make. 

 We also shifted our focus to new, clearly superior measurements of our performance. We now evaluate our business units and opportunities based primarily on their ability to generate attractive economic profit, not just growth in revenues or earnings. We define economic profit as net operating profit after taxes, less a charge for the average cost of the capital employed to produce that profit. That shift in evaluation methodology prompted us to begin divesting ourselves of businesses with financial characteristics inferior to the remarkable fundamentals of our core soft drink business. 

 In sports, coaches can only be as good as their players. In business, the same holds true, as managers can only be as good as their businesses. Eager to be worthy managers of your investment, we purposefully narrowed our lines of business to those that would inherently make us shine. Today, we operate as an enterprise focused almost entirely on a soft drink concentrate business that consistently generates returns nearly three times greater than our average cost of capital. The core business is augmented by our selective holdings in key bottling operations around the world, and nicely complemented by Coca-Cola Foods, a solid long-term performer. 

 1995 

 Stock Prices 

 We understand that some years our business will outperform our stock, and other years our stock will outperform our business. But we believe the two will never wander too far from each other, and—over the long-term—they will track each other very closely. Accordingly, we have always viewed our own stock as a consistent bargain for long-term holders, and we continued to buy back our own shares. 

 At the end of the day, we never forget that our ultimate responsibility is to create value for you, the owners of our Company. To do that, we must further ingrain throughout our business system the practice of ‘value-based management,’ a simple methodology that evaluates the economic value created or destroyed by every decision we consider. 

 1996 

 Trust 

 With all [our] accomplishments, our story is just beginning. Around the world, we still supply less than 2 of the 64 ounces of liquid intake the average person needs each day, and we remain resolutely focused on going after the other 62. We worked harder than ever last year to do that. And we spent more time than ever talking about and understanding the reason why. 

 In candid employee sessions, in our Company magazine, even in the hallways of our offices around the world, we talked at length about our mission, which remains to create value for our share owners on a long-term basis. It only makes sense that if we are to achieve success together, we need a common understanding of what success is. At The Coca-Cola Company, we know: It is creating value for the people who have entrusted their assets to us. 

 You need only pick up the newspaper these days to find examples of companies that have forgotten the real reason they exist. We work hard to remember that the wonderful things our Company is capable of—serving customers and consumers, creating jobs, positively impacting society, supporting communities—happen only as long as we fulfill our mission of creating value for you. 

 If you invested in our Company just two years ago, your investment has more than doubled. As you might expect, we take some pride in that. And, as you might also expect, common sense—not to mention the advice from our General Counsel—tells me not to drag on the social order of things. But I can promise you the next best thing: Our people remain intently committed to creating value for you over the long-term, capturing our virtually infinite growth opportunities. 

 Most of all, I thank you, my fellow share owners, for the trust you have shown in us. We know that amid all the trades in the frenzied stock market are real investors—real people with real hopes and dreams, investing their hard-earned money in the future of our Company. I assure you that being the stewards of your investment in our Company, for whatever length of time you hold that investment, is a responsibility we take most seriously, and we appreciate your continued confidence. 

 [W]e were honored again just this month as Fortune’s annual ranking proclaimed us ‘America’s Most Admired Company’ for the second year in a row. We know that fame is fleeting; the Fortune survey very well may choose a new champion next year. But we also know that in business, admiration is born of creating value, and we have great confidence that the system we have built will continue to do just that for decades to come. 

 Our Board in October authorized a new share repurchase program, under which we plan to buy back more than 200 million additional shares of our common stock. Since inaugurating our first share repurchase program in 1984, we have repurchased nearly 1 billion shares at an average price, adjusted for stock splits, of approximately $10 per share—capturing more than $27 billion in value for our share owners. 

 [The 1995 letter had noted the following:] Since 1984, we have purchased 483 million shares at an average price, adjusted for stock splits, of $18.21, capturing some $17 billion in value and accelerating our average annual earnings per share growth rate over that period to 18 percent. Had we not purchased those shares, the rate would have been 14 percent. 

 * * * 

 In 1988, Goizueta wrote a fascinating article, ‘The Changing Shape of Corporate America in the Post-Conglomerate Era’. Portions follow. 

 “Change” has permeated the air breathed by corporate America for some time now. Books bearing titles such as Reinventing the Corporation and the Renewal Factor have made change a bestseller, if not quite a cliche. 

 What is going on? Is the handling of change just another managerial fad, destined, like “excellence,” to be enthusiastically embraced one year, discarded the next? I think not. Change itself is, after all, nothing new; the current pervasive emphasis on corporate change derives instead from the accelerated pace of change over the past few years. And the forces driving this acceleration, e.g., the linking of financial markets around the world into a single world market, are emphatically here to stay. So while business experts, consultants and writers may soon wear out the rhetoric of change, I believe we may in fact be entering a new era in American capitalism, a time when change is elevated from a managerial and tactical concept to the structural level of the corporation itself. 

 Corporate Structure Not a “Given.” Let me explain. Most commentators emphasizing the need for corporate openness, flexibility and change have focused on management styles, product development, marketing strategies—in short, on how a company operates, given its structure. But the company’s structure should not be a “given.” The only “given” in capitalism is that a company’s objective is to increase the value of its shareholders’ investment. The company’s structure itself is a variable, subject to change to the same degree as its personnel, products, plans and strategies. To take but one example, when Tom Peters writes about the necessity of “creating a corporate capacity for constant innovation,” I think he has in mind how the company operates. As I see management’s challenge, it is to take that idea one step further, applying it to what the company is. 

 Of course, there is no such thing as a “typical” or “average” company, but favored forms of corporate organization do come and go. For the first half of this century, most corporations were single-business entities, content to concentrate on, and only on, what they knew best. Some, including The Coca-Cola Company, were even single-product companies, sticking to their knitting with a vengeance. This simplest form of corporate structure has great strengths, but at some point in the mid-1950s, it began to seem dated, inflexible, single-revenue-stream dependent and terminally lacking in investor sex appeal. 

 Divisions as Tail Fins. Its successor as the darling of corporate theorists, the conglomerate, seemed to many business commentators and analysts the perfect vehicle for achieving uninterrupted earnings growth in the more competitive post-war business environment. Thus, size became the sine qua non of American business. Corporations, like cars, were stretched, enlarged and remodeled; managements tacked on divisions and new business that, a few years later, looked as awkward as tail fins and were just about as functional. 

 In many conglomerates, the various businesses had little in common beyond the name of their parent, and any synergy among them was tenuous at best. Inevitably, the strain of managing such families of unrelated businesses began to take its toll; the conglomerate’s size and diversity began to be viewed not as a sign of strength, but as an Achilles’ heel. Just as inevitably, the financial needs and characteristics of a conglomerate’s less important divisions were often incompatible with those of the core business. Since there was only one company, however, there could be only one capital structure, one balance sheet, to which the less important business had to accommodate their needs. This Procrustean approach to corporate structure was, obviously, in no one’s best interest, and conglomerates began to fall from favor. Understanding them as an investment proposition became increasingly difficult. 

 The Birth of a Hybrid Form. Even if the conglomerate’s reign as most-favored corporate form is over, however, a return to dominance by single-business/product companies is highly unlikely. Instead, we are witnessing the birth of a new, hybrid form of corporate organization, one that eliminates or minimizes the shortcomings of its predecessors while maintaining their strengths. 

 The diversified corporation of the 1990s, in my view, will have a core business to which it devotes most of its attention and from which most of its profits come, but it will also have significant investments in other companies or businesses. The logic behind this model is both simple and compelling: businesses requiring different management focuses and having different financial characteristics and needs should be operated with capital structures tailored to those characteristics and needs. And if you accept the premise that the primary job of management is to increase shareholder wealth over time through growth in earnings, cash flows and returns, then it follows that one of management’s obligations is to run businesses that have different financial characteristics and needs with the financial or capital structures best suited to achieve these businesses’ full potential for growth and returns. This logic has led us at The Coca-Cola Company to develop what some commentators have simplistically labelled “the 49 percent solution.” 

 By way of background, in 1982 we acquired Columbia Pictures Industries, Inc., which we enlarged and reshaped into our Entertainment Business Sector. The move into the entertainment business surprised those who were not familiar with our strategic objectives, but it produced attractive results in short order. By 1986, the Entertainment Business Sector had become the world’s largest filmed entertainment company, in terms of earnings. Last year we combined the entertainment assets of our Entertainment Business Sector with Tri-Star Pictures, Inc., in which we already held a sizeable interest, and today, after distributing a one-time dividend in-kind to our shareholders, we own 49 percent of the combined company, called Columbia Pictures Entertainment, Inc. 

 The “new Columbia” is in many ways the entertainment analogue of Coca-Cola Enterprises Inc. (CCE), which we created in 1986. CCE brought together in a publicly owned company, of which we hold 49 percent, bottling operations accounting for 40 percent of our U.S. soft drink volume. In Canada, we accomplished a similar reconfiguration last year through the formation of T.C.C. Beverages Ltd. 

 Partnership with the Public. The creation of each of these members of the Coca-Cola group of companies generated widespread interest in the business media. The media have not, however, always focused on the true significance of our moves: we have merely changed the ways in which we structure and finance our soft drink bottling business and our entertainment business. Rather than relying entirely on our own balance sheet, we have gone into “partnership” with the public in order to meet the different financial needs of our various businesses. 

 The most important of these financial differences involves the use of leverage: the accepted and appropriate debt-to-total capital ratio for soft drink bottling and entertainment companies is significantly higher than that normally used in our cores business, the manufacture and sale of soft drink syrups and concentrates. As members of the Coca-Cola group of companies, CCE, T.C.C. and the new Columbia are able to leverage their assets to a far greater degree than when they were consolidated into The Coca-Cola Company. 

 Fit and Flexibility. While financial “fit” is important, if this structure is to become a model for the American corporation of the 1990s, it must also be flexible enough to allow the former “parent” to maintain influence in these “affiliated businesses” commensurate with its status as super-minority shareholder in them. This is, of course, in instances in which outright majority ownership is not advisable. One mechanism for ensuring an appropriate degree of influence is representation on the board of directors [which Coca-Cola has obtained in its affiliates]. 

 Board membership is not, however, the only route to influence, just as super-minority ownership is not the only device allowing for development of appropriate capital structures. Joint ventures, partnerships and equity investments of as little as 20 percent can produce the same results. In our international soft drink bottling business, we have, over the past six years, made equity investments in, and entered into joint ventures with, bottlers accounting for one-fourth of our worldwide soft drink volume. These investments have allowed us to strengthen our worldwide bottling network without sacrificing the advantages of our 90-year-old franchise system or unnecessarily encumbering our own balance sheet. 

 



 Chapter Three 

 Prem Watsa 

 Fairfax Financial Holdings 

 In 1985, Prem Watsa became chairman of Markel Financial Holdings Limited, a publicly-traded affiliate of Markel Corporation, a trucking insurance business in Canada. Watsa and fellow Canadian businessmen, through The Sixty-Two Investment Company Limited, acquired a controlling interest in Markel Financial alongside Markel Corporation, then led by Steve Markel. 

 Two years later, the name was changed to Fairfax Financial Holdings and the co-investment with Markel was amicably terminated a decade after that. But Watsa has remained chairman ever since and, thanks to a dual class capital structure, its controlling shareholder. Today, the company is a large international insurer with many decentralized subsidiaries, most in insurance, though with several investments in other industries. 

 The goal from the outset was to attain very high returns on shareholders’ equity. From 1985 to 2006, the target was above 20%, which was mostly but not always achieved, and then lowered to 15%, again mostly achieved. There were lean years, including the stretch from 1999 to 2005. But the constant message was relentlessly to focus on the long term. 

 Besides repeatedly referencing the importance of the long term, Watsa’s Fairfax letters contain abundant cross references to prior letters and to the company’s annual reports. When writing each new letter, Watsa reviews the prior ones, and addresses many of the same topics, usually with updates, but with considerable repetition. For those who’ve read prior letters, this emphasizes the central themes. And for newcomers, it provides an introduction to those same themes which Watsa holds dear. 

 Either way, in what follows, the attempt is to portray only one instance of the passages that repeat—whether on dividends, employee share ownership, or stock market behavior—with the selection made based upon judgments concerning the most effective or representative language and the optimal context or sequence for it to appear in the narrative. 

 An exuberant personality jumps off the page. Watsa uses exclamation points liberally, long before the existence of Twitter accounts! The letters reveal that Fairfax does a considerable amount of active buying and selling, increasing and decreasing levels of investment in businesses, issuing stock for acquisitions or buying stock back. Certainly far more than Berkshire. 

 Likewise, whereas Buffett quickly grew out of the cigar butt approach to investing in favor of strong durable franchises, Watsa was slower to grow out of that approach. 

 Even so, the commonality with Berkshire is that there’s little doubt of Watsa’s owner-orientation. 

 Salad Days: 1985–1998 

 1985 

 Company History 

 Why did we invest in Markel? The major reason we did was because of Steven Markel and the Markel family. Even though the company recently went through hard times, we were very impressed with the way the company had been run through the years. During the six months it took to put the deal together. I have personally experienced the high integrity displayed by Steve and the Markel family. You should be proud to have had them manage your company. In fact, if not for Steven and Tony Markel’s untiring efforts during the past two years, your company may not have survived. We look on our association with Markel Financial Holdings Limited as a partnership with the Markel family which combines their insurance experience with our investment background. 

 Investing 

 Our investment philosophy is based on the value approach as laid out by Ben Graham and practiced by his famous disciple, Warren Buffett. This means we buy stocks of financially sound companies at prices below their underlying long-term values. We expect to make money over time, not in the next month or two. In fact, in the short term, stock prices could go well below our cost. In our purchases, we are always trying to first protect your capital from long-term losses (as opposed to short term price fluctuations) before attempting to make money. We do not speculate with your money and thus, do not buy options, commodities, futures, gold and other short term trading instruments. Over time, our investment philosophy has served us well and we plan to stick with it. 

 What can you expect from Markel in the future? Our major objective will be to run the company for the long-term benefit of all shareholders. As shareholders ourselves, we plan on providing you with the type of information that we ourselves would find useful. This annual report is our first stab at more complete disclosure. How should you judge our performance? We think all companies should be measured on their after-tax return on common shareholders equity. 

 1986 

 Dual Class 

 Why did we sell subordinate voting shares which have only one vote and retain multiple voting shares (10 votes) for ourselves? Mainly because we wanted to control Markel Financial and manage the company to provide an above average long-term return to shareholders. Our multiple voting shares are not traded and can be sold in the public markets only as subordinate voting shares. Also, a takeover offer for our shares, if accepted, immediately triggers a similar offer for all the common shares outstanding. 

 However, we must add that it is extremely unlikely that we would sell our multiple voting shares even if an offer came in at 100% above the current market price. Thus, our multiple voting shares prevent an investor from getting an attractive one time bonanza. Our feeling though, is that for this short term pain, there could be some excellent long-term gains. Berkshire Hathaway, for example, has experienced an unbelievable increase in its share price from $20 in 1965 to $3,500 currently. Any takeover offer for Berkshire Hathaway, though attractive in the short run, would be hard pressed to match the long-term returns that have been achieved. For Berkshire Hathaway, this is a fact. For us it is only a goal! 

 Company History 

 With your approval, we are proposing to change the name of Markel Financial to Fairfax Financial Holdings Limited. If you are wondering where ‘‘Fairfax’’ came from, you may be surprised to know that it did not come from a ‘‘name’’ consultant or from the Board of Directors but from Brenda Adams who is Keith Ingoe’s secretary. Brenda’s logic for Fairfax—Fair, friendly, acquisitions—made sense to us and thus the name. Markel Insurance will always use the ‘‘Markel’’ name under which it has done business for more than 35 years. 

 1987 

 Vision 

 We have been asked many times as to what the vision for Fairfax is. What are its long-term plans? While our independent operating units do have a ‘‘vision’’ and a ‘‘mission’’ statement, at Fairfax, ours is simply to achieve a 20% + return on common equity over the long-term. We have no long-term plans other than to react to opportunities on a day by day basis. 

 Many have suggested that the crash in October could lead to a depression. Can this be 1929 repeated all over again? Unfortunately, we don’t know the answer to these questions. What we do know is that short term fluctuations in the market have always resulted from the twin emotions of fear and greed and have nothing to do with the underlying business fundamentals of the country or company. 

 As Ben Graham, dean of security analysts, stated a long time ago in his book The Intelligent Investor, ‘‘The investor with a portfolio of sound stocks should expect their prices to fluctuate and should neither be concerned by sizeable declines nor become excited by sizeable advances. He should always remember that market quotations are there for his convenience, either to be taken advantage of or to be ignored. He should never buy a stock because it has gone up or sell because it has gone down. He would not be far wrong if this motto read more simply: ‘Never buy a stock immediately after a substantial rise or sell one immediately after a substantial drop.’’’ 

 1988 

 Buybacks 

 In 1987’s annual report (just after the crash) we cited Ben Graham’s words: ‘‘Never buy a stock immediately after a substantial rise or sell one immediately after a substantial drop.’’ Our own conclusion as a result of the substantial drop was that the crash had provided more opportunities for long-term investment. In hindsight, we were able to take advantage of many of these opportunities. 

 1990 

 Company History 

 The most significant event in 1990 was the restructuring of our partnership interests with Markel Corporation to allow both companies greater freedom to pursue growth. The past five years have been excellent years for both Fairfax and Markel Corporation as each company expanded from a capital base of less than $10 million to approximately $100 million currently. However, more recently, Steven Markel and I have felt that in the long-term, the existing structure was unlikely to continue to be the best one and that Fairfax and Markel should either be put together or be separated. 

 [Among the rationales was to separate the business interests of Fairfax and Markel, giving each more freedom to grow. Yet despite the sense of separating the businesses, Watsa and Steve Markel would continue for many years to sit on the other’s board. (Tony Markel retired from the Fairfax board the following year.)] 

 1991 

 Investor Relations 

 A word about our press and/or investor relations department. We have none. We believe in making full disclosure through our annual report, our annual meeting, our interim financial statements and, when appropriate, periodic announcements. Further public comment is rarely necessary or constructive. We believe that Fairfax and each company within the group should be judged by its long-term results and not by ‘‘good’’ or ‘‘bad’’ press. This is why we regularly have a ‘‘no comment’’ for the press. 

 1992 

 Company History 

 In 1992 we simplified our corporate relationships significantly by the purchase of Hamblin Watsa Investment Counsel Ltd. (HWIC) as well as a 49.9% interest in The Sixty Two Investment Company Limited (Sixty Two), the controlling shareholder of Fairfax. As I was a shareholder in both these companies and recognized the potential conflict of interest was very high, I want to make sure you understand how and why we did these transactions and why they were fair (I hope you agree!). HWIC is an investment counselling firm that Tony Hamblin and I founded in 1984. 

 How did we value the firm? Firstly, we created an independent committee of our Board, chaired by Robbert Hartog.14 Secondly, we consulted Sir John Templeton, the dean of the investment counselling business and also a large shareholder of ours. After arriving at a price that both Robbert and Sir John felt was fair, we obtained written approval of this transaction from all of the more than 50% of our minority shareholders that we contacted. Thus, the valuation of $14 million ($1.85 million in cash and 433,773 Fairfax shares valued at $28 per share) was considered fair and approved by our Board of Directors, the majority of our minority shareholders and all the partners at HWIC. 

 Why did HWIC make sense for Fairfax? Mainly, for the following three reasons: 1) It was a very good investment for Fairfax. Under very reasonable assumptions (i.e. no incentive fees or additional funds under management), Fairfax could achieve its 20% return on investment. Also, a multiple of 3.8 times revenue and 8 times pre-tax earnings was reasonable compared to private transactions and public valuations of investment counselling firms. Furthermore, we paid for most of the purchase by issuing shares of Fairfax at a fair price of $28 per share. 2) It brought proven investment management into Fairfax. 3) It removed my perceived conflict of interest and placed all of my interests in one pot. 

 Dividends 

 [O]ver time, every one dollar retained by Fairfax (as against paying it out in dividends) has resulted in at least one dollar of market value, with no taxes paid by our shareholders. As long as this test continues to hold (i.e. every dollar retained resulting in a dollar of increased market value) and we continue to earn 20% on our shareholders’ equity, we won’t be paying any dividends because it would be contrary to the interest of long-term shareholders—to whom we try to cater. 

 1994 

 Share Issuance 

 After not issuing shares for seven years, we have been great supporters of the investment dealer industry recently. We did a public issue of 2 million shares at $55 per share in 1993, and in 1994 we completed a private placement of 1 million shares at $76 per share. We welcome our new shareholders and emphasize again, as we did in 1993, that our company is run for the long-term. So don’t be too concerned about short term results as we will accept short term volatility in our earnings for better long-term results. 

 We should note here that we are very careful about issuing shares. We shun companies which make acquisitions at twice book value and finance them by issuing their own shares at discounts to book value. If our shares were not selling at fair prices, we would not have issued them and thus, would not have [made the acquisition]. You will remember, we have never been interested in becoming bigger—only in earning attractive long-term returns on shareholders’ capital by treating customers, employees and shareholders fairly. 

 Our recent stock issue at $76 was unusual as it was about twelve dollars above the previous day’s trade. Most participants in the financial markets consider the last trade as the fair value of a company even though only 200 shares may have traded at that price. Our view is different. We felt that a fair price for our shares was $76. 

 Most stock issues in the financial markets are priced to go up in the short term to provide buyers with a warm comfort factor—even though their experience in the long-term may be just the opposite. While we would be pleased if our shares went up after an issue, we are more concerned with making our investors look good in the long-term. 

 1994 

 Compensation 

 I get a straight salary of $250,000 from Fairfax with no bonuses, director’s fees or other payments from Fairfax or any of its subsidiaries (other than HWIC). From HWIC, like all partners there, I get a $200,000 salary and participate in the profit-sharing pool (up to 30%). Any bonus that is shown for me in the proxy circular comes from this profit participation. Because my compensation can be significant depending on investment results, I wanted to make sure you understood exactly where it comes from. 

 While discussing my compensation, for the first seven years of Fairfax’s history, I did not take any salary, bonus or other payment from the company but I did participate in the share purchase program. During 1995 I plan to sell my shares in the plan either to the plan or into the market and will no longer have an interest free loan from the company (our directors, senior officers and presidents will continue to have this arrangement). Thus I will be free to determine how the plan should work as I will no longer have an interest in it. 

 1995 

 Seeking Quality 

 With our shares now trading at three digits, we are often asked about stock splits for greater liquidity, higher stock prices, etc., etc. We have always replied in the negative. Our view is that stock splits do not make shares more or less valuable; they just increase the number of slices that you take from a cake but do not increase the size of the cake. Our focus is to increase the long-term intrinsic value of our company (the cake) and not change the number of slices. 

 Together with our dividend policy (no dividends), investor relations department (none) and lack of emphasis on short term (quarterly) earnings, we have instituted policies that cater to the long-term investor, i.e. investors who buy and hold our shares for the long-term. Have we been successful in attracting this type of investor? During 1995 1.5 million shares of Fairfax were traded on the TSE, or approximately 20% of the public float. When compared to the companies in the TSE 300, Fairfax’s turnover (shares traded as a percentage of the float) in 1995 was ranked eighth from the bottom—exactly where we want to be!! The highest turnover on the TSE was 1250%, the lowest 13% and the average 60%. Sell your shares if we ever make the TSE options list. 

 While we are discussing the long-term, we should remind you (as we did in our 1986 Annual Report) that you have one significant short-term disadvantage by my controlling all the multiple voting shares. I will not sell my shares even at a 100% premium to current prices (i.e. $200 per share) and thus my multiple voting shares prevent you from getting an attractive one-time bonanza. However, for this short-term pain, we hope to provide you with good long-term gains. In case you forgot the power of compounding, a 20% ROE over 13 years (with no dividends) results in a tenfold increase in book value (and may I dare say, stock prices?!). While we have more than achieved this in the past, the future is definitely not guaranteed. 

 While we are talking about the long view, you will be happy to hear that at Fairfax, we eat our own cooking. All of the key officers of Fairfax (including yours truly), the partners of Hamblin Watsa and the presidents of our subsidiaries have a very significant portion of their net worth in Fairfax shares. At least three out of our six directors also have a meaningful investment in Fairfax. 

 In total, over 21% of all Fairfax shares are owned by the directors, officers and employees of Fairfax. At $100 per share, this works out to approximately $189 million. So if you ever get indigestion when you look at our stock price in the financial pages, it may help to know we are suffering too! 

 1996 

 Inside Ownership 

 We have an employee share purchase plan that allows employees to contribute up to 10% of their salary and the company matches 30% automatically with a further 20% if Fairfax achieves its 20% ROE objective. You will be interested to know that if an employee, at a salary of only $20,000, had participated full in the plan over the nine years of its existence, he or she would have approximately 775 shares worth $225,000 at the end of 1996. You know why many of our employees have smiles on their faces! All our companies have high employee participation rates in our plan and we continue to encourage our employees to think long-term. We like our employees to be owners of our company and this plan is a great way to do it. Lest you non-employee shareholders are concerned, Fairfax shares are purchased in the market and not from the treasury. [For an update, see the entry below under 2015.] 

 Low Share Turnover 

 Our company is run for the long-term and over time has attracted shareholders with a long-term horizon. During 1996 2.5 million shares of Fairfax were traded on the TSE or approximately 25% of the float. When compared to all companies on the TSE 300, Fairfax’s turnover (shares traded as a percentage of the float) continues to be ranked in the bottom 10%. 

 1997 

 Stock Prices 

 Stock prices have always fluctuated—and will always fluctuate. This applies to stocks in general but to Fairfax in particular. Our consistent policies to attract long-term investors, combined with a lack of promotion, should result in less fluctuation than stocks in general over the long-term—but in the short term we will experience our share of ‘‘air pockets’’. We experienced this in 1997, when our share price began the year at $290, went to a high of $403 and then dropped to a low of $285 and closed at $320. From the issue price of $395, our stock price dropped by 19% to the close of $320. A few points in relation to these fluctuations: 

 1) These fluctuations are magnified in terms of absolute dollar changes but are not abnormal based on percentage changes. In fact, if our stock was split 100:1 (don’t worry, it won’t happen), many of you would not have noticed the fluctuation from $3.95 to $3.20 even though the percentage drop would be the same. 

 2) In the past we have experienced similar and sometimes even larger share price fluctuations. The largest share price drop that Fairfax has experienced in the past, under present management, was in 1990 when our share price dropped from $215⁄8 to $87⁄8 or a decline of 60%. We could experience similar declines in the future but if we continue to achieve our 20% objective, these fluctuations will be as irrelevant in five years’ time as the 1990 fluctuations are from today’s perspective. Please note the big “if” and remember there is no guarantee we will achieve our 20% objective in the future. 

 3) Some of our more recent shareholders have reacted to these fluctuations with persistent telephone calls to our head office asking about the effects of El Niño, the Mexican earthquake, the Asian crisis, etc., etc. We have to re-emphasize that our company is run for the long-term; short term stock price fluctuations are meaningless and as we have only thirteen people in our head office, we do not have the time to answer these telephone calls. If you cannot handle the short-term fluctuations, then perhaps we are not the stock for you. 

 The objective of our Annual Report is to provide you with enough information so that you can get some idea about (a) what Fairfax is worth; (b) our ability to meet our obligations (in other words, our financial soundness); and (c) how we have done given the hand we have been dealt. 

 Most of this report deals with (b) and (c) but I would like briefly to discuss (a). What is Fairfax worth? In the 1995 Annual Report, I mentioned the concept of intrinsic value or what a company is worth. Intrinsic values do not fluctuate as much as stock prices and are based on the earnings or future cash flows from a company—the earnings or future cash flows that can be distributed to shareholders after the reinvestment requirements of the business for capital expenditures and working capital requirements. Broadly speaking, for our insurance and reinsurance business, capital expenditures and working capital requirements are minimal and so our earnings are free to be distributed to shareholders. So, the future earnings for Fairfax will determine the company’s intrinsic value. 

 On the other hand, the book value of a company shows the net amount of moneys that have been invested in the company over time. Return on shareholders’ equity, i.e. return on book value, is the link between book value and intrinsic value as future earnings will be determined by the return on shareholders’ equity. When a company like Fairfax earns more than 20% on shareholders’ equity then, given that long-term interest rates are below this figure, the intrinsic value of the company will exceed its book value and its stock price will reflect its intrinsic value over time. So while stock prices fluctuate in the short term—reflecting the twin emotions of fear and greed—in the long-term they always reflect underlying intrinsic value. This is how we view the link between book values, intrinsic values and stock prices. 

 We have given you a framework to value Fairfax but you will have to come up with your own number for intrinsic value. When we have made acquisitions and financed them through stock issues, we have made sure that stock prices are fair to the seller (us) and to the buyer, i.e. as close to intrinsic value as possible. However, this means that we have issued shares at premiums to book value. Some of you may think (mistakenly!) that all we are trying to do is increase book value per share by issuing shares at premiums to book value. Many companies actually do this and justify their acquisitions by saying that earnings will be accretive. The key we think is the return on shareholders’ equity on the additional capital raised to make the acquisition. Earnings may be accretive even if the return on the additional capital is only 10%! Our objective has always been and continues to be a 20%+ return on the additional capital raised. 

 Roberto Goizueta 

 We should bring your attention to the best article that I have come across on why every company in the private sector should have a focus on increasing long-term shareholder value. The article is by the late Roberto Goizueta, then Chairman of Coca-Cola, entitled ‘‘Why Share Owner Value?’’, and is included in Coke’s 1996 annual report. The gist of Roberto’s article is that increasing shareholder value in the long term benefits not only shareholders but customers, employees and also the community. Trying to increase shareholder value in the short term ultimately benefits no-one. 

 Henry Singleton 

 [T]he Michael Jordan of stock buybacks was Henry Singleton at Teledyne. Henry began Teledyne in 1961 with approximately seven million shares outstanding and grew the company through acquisitions while shares outstanding peaked in 1972 at 88 million. From 1972 to 1987, long before stock buybacks became popular, Henry reduced the shares outstanding by 87% to 12 million. Book value per share and stock prices compounded in excess of 22% per year during Henry’s 27 year watch at Teledyne—one of the best track records in the business. We will always consider investing in our stock first (i.e. stock buyback) before making any acquisitions. 

 1998 

 Caution 

 Fairfax has averaged a return on average equity of 20.4%, in excess of our objective and in excess of all but 3 companies on the TSE 300 and 57 companies on the S&P 500. So you can see, earning 20% on equity over time is very difficult—particularly with a much larger equity base. You may be interested to know that over the last thirteen years, there is only one Canadian company and two U.S. companies whose stock price has compounded at a rate faster than ours. That’s one for the history books and will not help you in the future—as we will be very pleased if we can compound at rates less than half our historical rates. 

 Please don’t forget what we said in our 1996 Annual Report, ‘‘We have been fortunate not to have had any short term (read quarterly) surprises but I’m sure they will come one of these days!’’ And, unlike prevailing practice in the financial markets, you will not get a ‘‘profits warning’’ announcement from us. To further dampen your expectations, we suggest you read our old Annual Reports that list all the mistakes we have made in the past (even I don’t do that with a full stomach!). 

 Vision 

 While this growth is mind-boggling even for us, the bad news is that it was not based on a ‘‘vision’’ statement or long-term plan that we have at Fairfax (I have checked but have yet to find it!). This, of course, means that this growth cannot be extrapolated in the future (we will own the world if it is!). 

 Dual Class 

 I have mentioned many times (1986, 1995 and 1997) that you have a major short-term disadvantage by my controlling all the multiple voting shares. You cannot grow rich quickly by buying Fairfax shares as my shares (should I say votes!) are not for sale as we are building our company over the next 20+ years. Also, we have said that none of our subsidiaries is for sale, irrespective of price. This major negative for you is a very significant positive for our subsidiaries, as today we are one of the very few companies that can escape the trauma of being swallowed up in the current merger and acquisitions activity which is not limited by size. Thus, many of our much larger competitors in the U.S. (and elsewhere) are fearful for their independence and sometimes, as a defensive move, make uneconomic acquisitions. We will not knowingly make uneconomic acquisitions and our managements can truly build for the long-term unencumbered by fears about their company being sold. 

 [The 1998 letter also announced that Watsa resigned from the Markel board and Steve Markel resigned from the Fairfax board—principally because of the increasing rivalry between the two companies, with their long friendship and mutual respect fully intact.] 

 The Seven Lean Years: 1999–2005 

 1999 

 On a yearly basis, stock price changes have no correlation with book value or intrinsic value changes. In 1986, Fairfax’s stock price increased by 292% even though the book value only increased 183%. In 1990, our stock price dropped 41% even though our book value increased 39% and Fairfax earned a 23% ROE. A careful examination of the table will show you that stock price fluctuations on an annual basis are quite random but reflect economic reality (or intrinsic value) only in the long-term. 

 Inside Ownership 

 So how do we feel about the stock price decline in 1999? First of all, much poorer!! Remember, directors, officers and employees of the company own 16% of the shares outstanding and have not sold any shares of consequence. All the key officers of Fairfax, including myself, most of our directors, the principals at Hamblin Watsa and most of our subsidiaries’ Presidents have a very significant portion (more than 90% in my case) of their net worth in Fairfax shares. So we certainly believe in eating our own cooking! 

 Compensation 

 As you know, we have encouraged our Presidents and key executives in our subsidiaries and in the holding company to own shares of Fairfax through interest-free loans. While this worked well in Canada, it was less effective on a global basis for tax and other reasons. So late in 1999, we implemented a restricted stock plan for our key management with vesting periods of up to ten years. As in the loan plan, these shares are purchased in the open market, financing costs are expensed as incurred and principal is amortized over the term of the plan. We expect this to be a significant plus for our key executives. 

 Also, in late 1999, for the first time we implemented a plan that similarly awards restricted stock every year, equal to 5% of salary, to each and every employee of our insurance and reinsurance subsidiaries if their company achieves its combined ratio objective for the year. This is in addition to the employee share purchase plan described in past Annual Reports. 

 Guiding Principles 

 It has been more than ten years since we developed our guiding principles for Fairfax based on the three objectives that we have had from our inception in September 1985. We have made the point that everything can be changed in our company except these guiding principles that have served us so well for so long. These guiding principles are now so entrenched in our company that we have decided to share them publicly (we waited to make sure our guiding principles ‘‘guide’’ before sharing them with you). The key section in our guiding principles is the section on values. We have clearly stated that we do not want to succeed at the expense of our values. 

 Listing 

 At the end of 1999, we have approximately 75% of our business in U.S. dollars and approximately 75% of our employees are in the U.S. For these reasons, we plan to go to U.S. dollar reporting and also list on the NYSE within the next two years. 

 2000 

 Long-Term 

 I was too optimistic! For the fourth time in 15 years and the first consecutive two year period, we did not earn a return on equity in excess of 20%. We earned 4.1% on shareholders’ equity in 2000 (versus 11.4% for the TSE300)—another year of very low returns on equity and again, for the second year in a row, a return less than the TSE300. Our low stock price attracted many ‘‘deep value’’ investors. For most of 2000, Fairfax was worth more dead than alive and, given our results, it was easy to see why! 

 Having admitted to very disappointing results in the last two years, I want to remind you again that since we began in September 1985, our company has always been run for the long-term. We have stressed many times over the years and more recently in our November 1999 letter to you, our shareholders, that ‘‘we will accept short term volatility in our earnings for better long-term results’’. While the future is always uncertain, I continue to believe that the long-term prospects for Fairfax have never been brighter. 

 Before discussing 2000 (easier to discuss the past than the present!), let me reiterate Fairfax’s excellent long-term track record which has been achieved during the longest and toughest down-cycle in the history of the property and casualty business. Book value per share has compounded at 37% annually, while our stock price, even after the recent declines in 1999 and 2000, has compounded at 33% annually. 

 Compensation 

 For many years now I have felt that as a controlling shareholder involved in the management of the company, my compensation should be closely linked to all shareholders. So from 2000 onwards, my compensation will be a fixed salary of $600,000 with no bonuses. This compensation will not increase annually, and if 1999/2000 is repeated, could decrease!! However, to make sure that my family survives, Fairfax will examine instituting a dividend—yes, a modest dividend—in 2001 at an annual rate of $1 or $2 per share. 

 Going forward, the only difference between me and you, our shareholders, will be my salary of $600,000—which based on recent performance, many of you may think is too high! While the payment of a modest dividend results in double taxation to most of you and is not as economically efficient as retaining all our profits and compounding at high rates of return (as we have done for the past 15 years), this was the only way I could think of to bring my compensation in line with your interests. 

 Short Sellers 

 Given our poor performance in 1999/2000, I noticed that we have attracted for the first time a new type of investor in Fairfax—a few short sellers!! We had 47,100 shares sold short (i.e. hoping to benefit from a decline in our share price) as of December 31, 2000—and I thought we attracted long-term investors only! 

 2001 

 Guiding Principles 

 The past year has tested our small team at Fairfax, the Presidents who run our companies and our guiding principles like never before. We were battered from all sides and it seemed like nothing we did worked! However, our guiding principles survived intact, as did our key management group, in good humor and very focused on getting back to delivering results for our shareholders. 

 2003 

 Governance 

 As the controlling shareholder and CEO of the company, I have fixed my compensation since 2000 at Cdn$600,000 with no additional bonuses and no options or other stock incentives. I get Cdn$600,000, period—and, I have to say, I have not earned it in the past few years! I have no transactions with the company and have over 95% of my net worth in Fairfax. We have never issued options or other stock incentives from treasury—all of our stock incentives are granted on secondary stock purchased in the market—and all of these grants are long-term and provided to any one individual only once or at least infrequently. 

 2004 

 2004 was the second year in our 19-year history that we lost money, due to unprecedented hurricane activity, reduced investment income as a result of our very conservative investment position, and runoff losses. We lost 1.0% on average shareholders’ equity in 2004 (compared to a return on equity of about 15.5% for the S&P 500 and 12.7% for the S&P/TSX). 

 For the second time in our history, book value per share decreased, by 4.1% to $184.86 per share, due to the loss in 2004 and a share issue below book value, while our share price dropped 3.4% to $168.50 from $174.51 at year end 2003. Intrinsic value, however, increased significantly in 2004 because of the excellent performance of our ongoing insurance and reinsurance companies. 

 Share Issuance 

 We raised $300 million by issuing 2.4 million shares, mainly to Markel Corporation ($100 million) and Southeastern Asset Management ($150 million). As I have said previously, we did not like the price but we liked the long-term partners—Steven Markel at Markel and Mason Hawkins at Southeastern and its Longleaf funds. It was great to welcome Steven Markel back as he was our partner in 1985 when we began. Southeastern, as you know, is our largest shareholder. We expect to recoup the approximately 5% dilution in book value from this issue by the additional flexibility that this issue will provide. 

 Renaissance: 2006–2017 

 2006 

 Short Sellers 

 In July 2006, we filed a lawsuit against certain hedge funds and others. As I have said previously, we have absolutely no problem with short selling or short sellers generally. Short selling can be a valid and appropriate component of an investment or hedging strategy. In fact, we currently have short positions in our portfolio. However, using manipulation and intimidation, as we have alleged, for profit or otherwise, should never be tolerated. This is only the second lawsuit that we have commenced in our 21 years. You may remember that in the first one we alleged illegal market manipulation in the insurance business in London, England, and that we pursued that case to the end and won a total victory. 

 Minsky and Graham 

 Hyman Minsky, the father of the Financial Instability Hypothesis, said that history shows that “stability causes instability”. Prolonged periods of prosperity lead to leveraged financial structures that cause instability. We are witnessing the aftereffects of the longest economic recovery (more than 20 years) in the U.S. with the shortest recession (2001). Regression to the mean has begun—but only just begun! 

 We have witnessed credit spreads widen dramatically for mortgage insurers, bond insurers and junk bonds, reflecting mainly the problems of the housing market. We remain vigilant for the spreading of these risks into all credit markets, because the same loose lending standards and asset backed structures have been applied to these markets. Also, as we have mentioned in the past, we remain concerned about the potential decline in record after-tax profit margins in the U.S. and its impact on stock prices. Of course, the potential impact of the U.S. economy and stock prices on the rest of the world’s economies and stock prices, particularly given that most of the world’s stock markets are trading at close to record highs, is why we continue to protect our portfolios from a 1-in-50 to 1-in-100 year financial storm. 

 Recently, we came across an interesting observation by the man who provided the intellectual underpinnings of “long-term value investing” and to whom we are ever indebted. Ben Graham made the point that only 1 in 100 of the investors who were invested in the stock market in 1925 survived the crash of 1929–1932. If you didn’t see the risks in 1925 (very hard to do), it was very unlikely that you survived the crash! We think Ben’s observation may be relevant to what we have experienced in the past five years. We reminded you in our 2005 Annual Report that “Jeremy Grantham of Grantham Mayo said that of the 28 bubbles that they have studied in all asset categories (including gold, silver, Japanese equities and 1929), this recent bubble in the U.S. stock market is the only one that has not completely reversed itself (just as it was about to in 2003, it turned and rebounded).” Caveat emptor!! 

 2009 

 On September 23, 2010, we will be celebrating Fairfax’s 25th anniversary. With lots of good fortune, hard work and an outstanding team culture, at the end of 2009 our book value per share had increased 243 times and our stock price had followed suit, increasing 126 times—with one year yet to go! Talking about the long-term, my favourite company from the past is the British East India Company which began in 1600 and lasted the better part of 250 years! The Queen was one of its major shareholders and imagine my shock when I read that its objective was to make 20% on invested capital. The more things change. 

 A Governor of The Honourable Company (as it was known) was once asked what the reasons for its success were. “Two words”, he said, “Frenetic Inactivity.” 250 years is perhaps too long even for you, our long-term shareholders!! 

 Speaking of the long-term and why there is no place for complacency in business, AIG’s history is quite instructive. It took AIG 89 years to accumulate almost $100 billion in shareholders’ capital and one year (2008) to lose it all. Frightening! Recently, with my family, I visited the high school I graduated from some 45 years ago in Hyderabad, India. Through all the nostalgia, I was shocked to see the school’s motto clearly on the main wall. “Be Vigilant”, it said. And I thought I got it from reading Security Analysis by Ben Graham!! 

 Listing 

 Late last year we decided to delist from the NYSE. We felt that this listing was not providing any net benefit to our long-term shareholders—for whom this company is run. We have raised money, when needed, without this listing and our employees worldwide can buy our common shares through the Toronto Stock Exchange in Canadian or U.S. dollars. 

 2010 

 Metrics 

 [O]n an annual basis there is no correlation between growth in book value and increase in stock price. However on a long-term basis, our common stock price has compounded at approximately the same rate as our book value per share has compounded. 

 2011 

 Metrics 

 We marked time in 2011 as our book value per share was essentially flat. Our results have always been lumpy but our long-term results, measured by the increase in our book value per share, have been excellent. [A table shows compound annual growth rate in book value from inception at five year increments, respectively, as: 19.4% 12.0% 12.4% 16.1% 23.5%.] 

 2012 

  I am amazed at how much trading takes place in the marketplace these days. For example, in 2012 BlackBerry had 0.5 billion shares outstanding and traded 1.49 billion shares—i.e., a turnover of three times. In Fairfax’s case, trading in our shares in the 7 years before we delisted from the NYSE averaged approximately 129,000 shares per day, while in the three years since that trading averaged only approximately 47,500 shares per day—over 85% on the Toronto Stock Exchange. Our share turnover has dropped in this time period from two times to 0.6 times. As our company is run for long-term shareholders, we hope our turnover drops even further. By the way, you can buy or sell Fairfax shares on the Toronto Stock Exchange in either Canadian or U.S. dollars! 

 In this frenzied, hyper environment, activist investors and hedge funds have become dominant—all focused on short-term gains. Managements are replaced, employees laid off, divisions sold and companies auctioned off so that these investors can make a quick gain. Many a good company can be destroyed by these actions. We continue to take the long view, always friendly and always supportive of management. 

 Employees 

 Fairfax benefits greatly from our “fair and friendly” culture that we have developed over the past 27 years. Our small holding company team, with great integrity, team spirit and no egos, keeps the whole company going forward, protecting us from unexpected downside risks and taking advantage of opportunities when they arise. The glue that keeps our company together is trust and a long-term focus. From our Board of Directors through our officers and all our employees, you can count on them to do the right thing, always taking a long-term view. 

 So at Fairfax you will not see a huge holding company that checks every move our companies make, companies being sold to maximize short term profits, excessive compensation among our management, mass layoffs, management turnover or promotion of our stock. Our officers almost never sell our stock, and are a pleasure to work with. We have never lost a President or officer whom we wanted to keep. Our Presidents, officers and investment principals, who have been with Fairfax for an average of 13-1⁄2 years, are ultimately the strength of our company and the reason I am so excited about our future. 

 Hedging 

 With IFRS accounting, [equity investment] fluctuations, although unrealized, flow into the income statement and balance sheet, necessarily producing lumpy results (the real results can only be seen over the long-term). In 2013, with common stock prices going up significantly, we sold over $2 billion of our common stock holdings, realizing $1.3 billion in gains, offset by the realized loss on our hedges as we reduced our hedges proportionately. Net net, we realized $29 million in gains from the sale of common stocks and bonds and we had unrealized investment losses of $1,593 million (including almost $1 billion from bonds and $0.5 billion from common stocks), for a net loss of $1,564 million on our investments. Our defensive hedges of our common stock portfolio cost us approximately $2 billion in 2013 because of rising markets—significant portion unrealized of course, in the sense that we continue to be hedged. Given our concern about financial markets and the excellent returns we achieved on our long-term investments, we reluctantly decided to sell our long-term holdings of Wells Fargo (a gain of 125%), Johnson & Johnson (a gain of 47%) and U.S. Bancorp (a gain of 135%). 

 2014 

 Succession 

 My and my family’s focusing on the long-term necessarily requires the next generation’s involvement and familiarity with the management of Fairfax, so this year we have nominated my son Ben (a successful portfolio manager in his own right) as a director. None of my children are officers or employees of Fairfax, but involvement at the Board level will ensure the continuation of Fairfax’s ‘‘fair and friendly’’ culture which is such an important factor in the company’s success over the long-term. [In 2017, Watsa’s daughter, Christine McLean, Director of Research at Sprucegrove, joined the Fairfax board.] 

 2015 

 Caution 

 There is a prevailing view today that common shares are great long-term investments, irrespective of price. This is a great example of long-term investing gone astray. Of course, there is no country more entrepreneurial than the United States, with the rule of law and deep capital markets that are the envy of the whole world. But as history shows, being bullish in 1929, when the Dow Jones hit 400, meant you had to wait 25 years (until 1954) before the Dow Jones saw 400 again. In the meantime you had to survive a 90% decrease in the index. More recently in Japan, the Nikkei has yet to hit the 40,000 level it traded at in 1989—almost 27 years ago. It is still over 50% below its all-time high in 1989. As they say, caveat emptor! 

 I have purposely given you a quick summary of all the problems/challenges that the world faces right now. The potential for unintended consequences, and therefore of pain, is huge. This is why Ben Graham said if you were not bearish in 1925—yes, 1925—you had a 1 in 100 chance of surviving the depression—really the 1930 to 1932 crash in the stock market that resulted in an 86% loss from the high in 1930. We continue to protect you, our shareholders—and our company—as best we can from the potential problems that we see. As we have said, it is better to be wrong, wrong, wrong, wrong, wrong and then right, than the other way around! We remember it took 89 years for AIG to build $90 billion of shareholders’ capital, and only one year to lose it all! 

 Dual Class 

 During 2015, I went to you, our shareholders, for approval of the preservation of the voting power of my multiple voting shares. Over the past 30 years, I have repeatedly mentioned to you that you suffer a major negative with my control of the company—you cannot make a quick profit on Fairfax stock as I will not accept a takeover offer, irrespective of price. In return, of course, we are very much focused on making a return for you over the long-term. 

 Over time, with the stock issues we have done, my multiple voting shares, which once represented 80% of the votes, represented only 41.8% of the votes. I was very uncomfortable going much below this level of control as our company would then be subject to being taken over. That left us two choices: either change the multiple voting share structure, or stop making acquisitions using our stock as currency. Our Board formed a Special Committee . . . which, after much careful consideration, proposed terms which protected the interests of minority shareholders while preserving the power of the multiple voting shares. 

 We discussed this with our large shareholders and at a special shareholders’ meeting we obtained approval from our shareholders. Changing the terms of our multiple voting shares needed a high hurdle of 2⁄3 approval of our publicly traded subordinate voting shares and we got it—we believe because shareholders recognized that this was the best governance in all of Fairfax’s circumstances. We thank the Special Committee members for their extensive work and sensitive consideration on behalf of our shareholders, and we are very thankful to you, our shareholders, for this support! 

 In connection with this approval, I have agreed that through 2025, I will continue not to receive any remuneration by way of bonus, equity incentive or pension entitlement, and my annual salary will remain at Cdn$600,000, where it has been since 2000 at my request. Also, the continuing effect of the preservation of the approved multiple voting share power is subject to ratification votes by a majority of the shareholders other than me periodically at certain dates after defined increases in the number of our outstanding shares (please read our proxy circular for the details). 

 All in all, this is an excellent deal for Fairfax and its shareholders, as it allows us to expand significantly while retaining the very valuable corporate culture that we have built over the past 30 years. While you won’t benefit from a takeover premium for Fairfax, we will be focused on building long-term value for you, our shareholders, by treating our customers, employees and the communities in which we operate in a fair and friendly way. Perhaps I am biased, but the fact that Fairfax is not for sale and that Fairfax will not sell any of its insurance companies is a major plus for our companies and all of our employees. 

 This is a major advantage for Fairfax in today’s world of corporate activism and short termism. Companies are being destroyed, quite often, by the short term focus of corporate activists who, in order to make a quick profit for themselves, aggressively demand that companies sell divisions or cut costs indiscriminately, or get taken over! This activity is anathema to us and gives business a bad name. We will never take part in it! 

 Low Share Turnover 

 We continue to be extremely fortunate to have very long-term shareholders. Many of you have been supporting us since we began in 1985. Our institutional shareholders also are unusually long-term—many have been with us for 10–25 years. You can see that in our turnover. Our shares have an annual turnover rate of 32%, one of the lowest on the Toronto Stock Exchange or the NYSE. The most active traders on the NYSE have annual turnover rates in excess of 500%. 

 Employees 

 We continue to encourage all our employees to be owners of our company through our employee share ownership plan, under which our employees’ share purchases by way of payroll deduction are supplemented by contributions by their employer. It is an excellent plan and employees have had great returns over the long-term. If an employee earning Cdn$40,000 had participated fully in this program since its inception, he or she would have accumulated 3,306 shares of Fairfax worth Cdn$2.2 million at the end of 2015. I am happy to say, we have many employees who have done exactly that! We want our employees to be owners and to benefit from the performance of their company. 

 2016 

 Culture 

 We have an outstanding corporate culture that we have developed over the last 31 years. We call it the fair and friendly corporate culture based on following the golden rule: treating everyone as we want to be treated ourselves. This culture and our decentralized structure have attracted many excellent companies and management to our fold. And we have just begun! Having said that, we are raising our threshold for acquisitions now so as to benefit from the ones we have already made—and to buy back our stock. Our hero, Henry Singleton, whom I have mentioned before in our Annual Reports, built Teledyne by taking shares outstanding from seven million in 1960 to 88 million in 1972 and then down to 12 million in 1987—an 87% drop in shares outstanding. Our long-term focus is clear. 

 Guiding Principles 

 For the first time since we began, we updated our Guiding Principles to make explicit a couple of items which were always understood and regularly mentioned—that our investing will always be conducted on a long-term value-oriented philosophy, and that we recognize the importance of giving back to the communities where we operate. 

 2017 

 Investing 

 I like to review all our annual reports before I begin writing the most recent one. I noticed this year that in 2011, I wrote to you that the major risks for the economy would be felt in the next three years and after that, common stocks would do very well over the next decade—and it was unlikely that bonds would outperform stocks in the next decade as they had in the past two decades, given that long-term treasuries were yielding only 2.9% at the time! Unfortunately, we did not eliminate our index hedges after three years, since we continued to be concerned about the economy, but that changed when the new U.S. administration got elected in 2016. We quickly eliminated our index hedges and have virtually eliminated our individual shorts also, and it is extremely unlikely that we will resort to shorting to protect our portfolios in the future. 

 The new U.S. administration’s reduction in the corporate tax rate to 21%, accelerated depreciation for capital expenditures, roll back in regulation and potential massive infrastructure spending—combined with the fact that the U.S. has never had an eight year stretch of less than 2% real economic growth—could result in much higher economic growth in the next few years. Higher economic growth would result, we think, in higher profits for many companies, so that even though the indices may not go up significantly, we think this will be a ‘‘stock pickers’’ market in which a value investor like us can thrive. So we are back to playing offense again, recognizing of course that the stock market is not cheap. Long interest rates have bottomed out and will likely go higher over the next five years, perhaps significantly higher. 

 2018 

 Culture 

 Fairfax is being run for the long term, long after I am gone! The company is not for sale but is focused on providing shareholders with a great long-term return on capital. Underpinning our success and our huge competitive edge is the fair and friendly culture we have developed at Fairfax, backed by our guiding principles. Our culture is why companies are attracted to Fairfax and why people want to join our company. 

 Quarterly 

 The focus on quarterly growth accentuated by quarterly conference calls has made the current stock market hypersensitive to short term results. It appears that most participants in the market are focused on forecasting the daily weather patterns whereas we like focusing on the seasons. We know winter will end (about time in Toronto!) and spring will come, followed by summer. We just do not know the exact date and we may get some spring snowfalls! But just as seasons repeat, we expect our style of value investing will again come to the fore and will again be very profitable for our shareholders. 

 * * * 

 Buybacks 

 Watsa celebrated Henry Singleton’s initiative on share buybacks in 1997 and 2016, and reasserted the theme on several occasions in his letters. Following is a sampling. 

 1988. During 1988, Fairfax shares traded in a range of $11.75 to $15.125. At the lower end of the range, we felt our shares were an excellent investment for the company and instituted a buyback of 10% of the float. We managed to purchase only 14,200 shares at an average price of $12.94 per share. We will continue to repurchase our shares if we consider that to be the best investment available for your company. 

 1999. There is a silver lining in every cloud. Because of the very significant decline in our stock price, we were able to buy back approximately 5% of the shares outstanding [at an average price of $293]. In 1990, under similar conditions, we repurchased 1.8 million shares or 25% of the shares outstanding at approximately $9 per share—one of the better investments we have made! 

 We have always considered investing in our stock first (i.e. stock buybacks) before making any acquisitions. Similar to our acquisition policy, we will not buy back our shares at the expense of our financial position. 

 While buying back shares at attractive prices does not increase the total intrinsic value of the company, it significantly increases the intrinsic value per share of the company. Also, by shrinking the denominator, it will help us achieve our 20% return on equity objective over time. 

 * * * 

 Dividends 

 Watsa does not dwell deeply on dividend policy in his letters, but almost always includes a paragraph or two on the topic towards the end of the letter. As with buybacks, readers benefit from reading excerpts on dividends as a group, rather than chronologically. Here are some samplings from the past decade or so. 

 2007. In last year’s Annual Report, we said that our annual dividend payout, beyond the nominal $2 per share, would reflect the circumstances prevailing at the end of each year. Given our results for 2007 and our holding company cash and marketable securities position, we decided an extra $3 per share dividend was warranted. Thus the dividend payout in 2008 of $5 per share, or approximately 2.2% of year-end book value. 

 2008. Given our results for 2008, our record holding company cash and marketable securities position and our strong and conservative balance sheet, we paid a dividend of $8 per share (an extra $6 per share in excess of our nominal $2 per share). Our shareholders were pleased! 

 2009. Given our results for 2009, our significant holding company cash and marketable securities position, the availability to us of the free cash flow of our insurance companies now that our three largest companies are 100% owned, and our very strong and conservative balance sheet, we paid a dividend of $10 per share (an extra $8 per share in excess of our nominal $2 per share). It is unlikely that this rate will be maintained. 

 2010. Given our results for 2010, our significant holding company cash and marketable securities position, the availability to us of the free cash flow of our insurance and reinsurance companies now that our largest companies are 100% owned, and our strong and conservative balance sheet, in early 2011 we paid a dividend of $10 per share (an extra $8 per share in excess of our nominal $2 per share). The amount above the nominal amount for any year will reflect the prevailing circumstances. 

 2011. We maintained our $10 per share dividend in 2012 though we continue to warn you not to extrapolate that number as each annual dividend is established based on our free cash flow at the holding company as well as our holding company cash and marketable securities position. The $10 per share dividend is in the range of 2½–3% of our book value in 2012. 

 2012. We maintained our $10 per share dividend in 2012 though we continue to warn you not to extrapolate that number as each annual dividend is established based on our free cash flow at the holding company as well as our holding company cash and marketable securities position. The $10 per share dividend is in the range of 2½–3% of our book value in 2012. 

 2014. Our annual dividend remained the same in 2014, unaffected by our record earnings. We like the idea of a stable dividend, so we do not anticipate that it will be changed any time soon. 

 2015. Our annual dividend remained the same as in 2014. On a normalized basis, we are paying out approximately 2% of our book value per share or approximately 17% of our earnings—and over time these ratios should drop significantly as we like the idea of a stable dividend and do not anticipate it will change for some time. 

 2016. Our annual dividend remained the same in 2016. Since we began paying dividends in 2001, we have paid cumulative dividends per share of $93. Hope you have used them wisely! 

 * * * 

  Below we update the table on our intrinsic value and stock price. As discussed in previous annual reports, we use book value as a first measure of intrinsic value. 

  [image: ] 

 The table shows the change in book value in US dollars and our stock price in Canadian dollars. As I have said before, we think our intrinsic value far exceeds our book value. As shown in the table, there have been many years when our stock price has gone up significantly as that intrinsic value is recognized in the marketplace. We are focused on performing to make that happen again! 

 

 



 Chapter Four 

 Cumming, Steinberg, Handler & Friedman 

 Leucadia (Jefferies) 

 Leucadia’s history is summarized in a few paragraphs from the 2012 letter. It opens with this: 

 After graduating from Harvard Business School in 1970, we began working together at a small family owned investment bank with the curious name of Carl Marks and Company. One of us left for an adventure out west and our paths diverged. We were reunited when one of us surfaced in pursuit of Talcott National Corporation, the holding company for an old, but moribund financial services company that became embroiled in businesses about which they knew little and was almost insolvent. 

 It took another year of cajoling all two hundred plus creditors to convince the last creditor to sign on. And finally, in April 1979, an out of court reorganization, probably one of the most complicated even to this day, was successfully completed. Talcott entered reorganization with a negative $8 million book value and emerged with a book value of $23 million. We restructured the company, hunting and recovering value among a hodgepodge of operating businesses and financial assets. Little did we know, this approach would become de rigueur for the next thirty-five years. 

 From 1978 through 2012, Ian Cumming and Joe Steinberg co-authored the Leucadia letters. The first several were simple, solid reviews of the business and an accounting of stewardship. Starting in 1980, most of the letters begin with a reference to the company’s age and level of shareholders’ equity. This is often the first sentence, such as in 1980: “The 126th year of our company was a busy one,” or “The 1982 year was an outstanding year in the 128-year history of your Company.” Throughout their tenure, most letters reported summarily on the year in terms of changes in book value per common share. 

 Length followed a familiar pattern: only a few pages in the first decade, growing to around ten pages in the middle period, topping out at 15–17 pages in the final five years (2007–2011), and a finale of 11 pages in 2012. Most letters of the first decade attached a separate one-to-two page letter from their operating unit managers—consumer finance, insurance, manufacturing. 

 About mid-way into their tenure, in 1996, Cumming and Steinberg began to include a comprehensive historical chart of financial information—featuring book value and market price, with changes, culminating since 2005 in an annual “scorecard.” There is a modest notable lesson here: managers need not articulate such a scorecard early in their tenures, but they should arrive at it after riding in the saddle for some time, becoming comfortable with what metrics matter and how to run the business accordingly. In Leucadia’s case, the managers were 20 years in before they finally articulated a single stable performance scorecard used for the next two decades. 

 Upon their retirement, the two devised an impressive succession plan for themselves and their company. The writers explained in their 2012 letter: 

 As the years sped by and we got older, a succession plan became more and more essential. For several years, we argued, explored many alternatives, argued some more and spoke with anyone and everyone we believed worthy of our shareholders’ trust to guide the good ship Leucadia. On March 1, 2013 our succession plan culminated with the acquisition of the Jefferies Group, Inc. 

 [Its] very able leadership team, Rich Handler and Brian Friedman, have become the CEO and President of Leucadia and one of us assumed the role of Chairman and the other is rolling up his sleeves to start again, this time with family as his partners. 

 The successors have certainly filled the big shoes in terms of the company’s shareholder letters. The Handler-Friedman letters reflect some of the same traditions and values, though the transition brought a new style. While their first letter was a modest five pages, the next was 14, followed by a nine-pager. Since 2016, they have settled on an essayistic letter followed by a separate addendum denominated as “Additional Business Review,” being five pages and four pages long, respectively. 

 Like the Cumming-Steinberg letters before them, the Handler-Friedman letters generally include sector-by-sector reviews, with additional commentary on major acquisitions, and a section on other matters, ranging from capital structure and accounting rule changes, to stock buybacks. There is considerable continuity from year to year. The approach conveys a sense that their time horizon extends far beyond the given year, and that in business, an annual reporting period can be artificial. 

 The First Decade Plus 

 1987 

 Company History 

 Since this management acquired its interest in Leucadia in April 1979, your Company has evolved from a financially troubled factoring and finance concern to its present form as a holding company with more than $1 billion in assets. Our subsidiaries are engaged principally in life insurance, manufacturing and other financial services. 

 1988 

 Investing 

 A frequent comment concerning Leucadia is that our financial statements and reports are complicated and difficult to understand. We agree, but unfortunately this complexity follows from our business strategy. We tend to be buyers of companies that are troubled or out of favor and as a result are selling substantially below the values which we believe are there. We then work at improving the acquired operations with a view to increasing cash flow and profitability. 

 From time to time we sell parts of these operations when prices available in the market reach what we believe to be advantageous levels. While we are not perfect in executing this strategy, we are proud of our long-term track record. We are not income statement driven and do not run your Company with an undue emphasis on either quarterly or annual earnings. We believe that we are conservative in our accounting practices and policies and that our balance sheet is conservatively stated. 

 1990 

 Strategy 

 We are often asked to describe our corporate strategy and long-term goals for Leucadia. Amended by the caution we noted earlier, the best explanation we are able to give is to repeat what we said in our 1988 letter to shareholders. [The authors quote the passage excerpted above from 1988 then elaborate.] 

 Our operating companies are decentralized. We believe that our businesses should operate without undue interference from the owners. We, therefore, depend on the excellent management teams that run these companies. They do a superb job. We are available to help solve problems which inevitably arise, to allocate capital and to plan for the future. 

 We continue to look for acquisitions that are reasonably priced. 

 Watershed 1990s 

 1991 

 [The company made a “watershed” acquisition—Colonial Penn, a car insurance company.] The prospect of significant recurring earnings will be a joy and a significant relief. Your management sometimes feels like gerbils running around the inside of a revolving cage. Although enjoyable, it will be nice to occasionally get off for a rest. Nonetheless, we will continue to look for more undervalued opportunities, as well as tending to the businesses we already own. 

 1992 

 Guiding Principles 

 We thought it might be helpful to list some of the principles that guide our approach to the insurance business. 

  	We are driven by a search for profitability, not for volume or market share and, as a result, sometimes the best strategy is to retreat. 

 	We would rather reserve conservatively and be required to release reserves than to under-reserve and be required belatedly to report losses. 

 	We search for niches, not dominance, on the theory that the world can tolerate many mice but few elephants. 

 	We invest the portfolios conservatively. We are willing to give up marginal yield for predictability, safety and a good night’s sleep. This general conservatism helped us survive the ‘80s. There is no such thing as a free lunch: Either it isn’t lunch or it isn’t free. 

 	We face the responsibility of managing so much of other people’s money with constant vigilance and trepidation. The insurance reserves do not belong to the shareholders, only the capital does. 

 

 1993 

 Guiding Principles 

  	We invest in shorter maturity bonds. In the long run, stocks do better but over shorter periods of time they are not predictable. The obligations to our insureds are predictable. We best fulfill our obligations by investing in bonds. 

 	We are afraid of long-term bonds. 

 	We do not invest the insurance portfolios in uninsured real estate loans, ‘junk’ bonds or exotic securities. 

 	We do not reinsure other insurers risks. Our plate is full with our own risks. 

 	We increase our shareholders’ wealth by buying businesses—at the right price—not by speculating in portfolio securities. 

 

 1994 

 Bulls and Bears 

 In Genesis, Chapter 41, Joseph interpreted Pharaoh’s dream of the lean cows eating the fat cows to mean that seven lean years would follow seven fat years. There has been an almost continuous bull market since 1980, 15 fat years! We worry that the bears are out there somewhere and they must be very hungry! We hope we are prepared for their arrival. There are opportunities in bear markets, too. 

 1995 

 Caution 

 In annual reports in years past we have taken great delight in occasionally reporting after tax rates of return on prior year’s ending equity in the 30% plus range. At the same time, we have warned that these high rates of return were not sustainable over time. 

 Leucadia’s After Tax Rates of Return 
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 There are several factors which affect the up and down nature of these returns. With the increasing size of our net worth, given what we do and how we do it, it becomes ever harder for us to maintain very high rates of return. The chart below demonstrates that all asset classes have trouble managing high returns over time. As the amount of our capital increases, the returns will inevitably tend to regress to the averages. This is a law of nature. 

 The second reason is that we have significant assets invested in future opportunities. These assets have little or no returns during their incubation. When they hatch, if we have done a good job, the progeny will sell at a good price or have high rates of return. Lastly, some of our operating companies are worth significantly more than book value, which has not been realized. 

 Our corporate strategy explains what we do. [The writers again quote the now-classic passage first stated in their 1988 and repeated numerous times since concerning buying unfavored businesses at a discount and occasionally selling them for gain; stressing the long-term view, and accounting conservatism. This strategy implies, they note, that “annual returns are often erratic.”] 

 One of us will soon be 56 years of age, the other just turned 52. We are too young to quit, and too old to change our ways. Therefore, we will proceed doing what we know best—buying assets cheap and selling them when someone else wants them more than we do. 

 Cycles 

 To those of you who have read these missives for the last several years, we must appear to be genetically gloomy about the future. We are unreconstructed. We fear for the diminishment of our capital. Our government in Washington is disheveled. We observe with wonder and amazement the longest bull market in this century. Our investment advisor guru calculated the S&P 500’s fifty-year averages for price/dividends, price/book, price/earnings and price/cash flow ratios. At year-end 1995, the S&P would have to fall anywhere from 21% to 52% to return to these historic averages. How high can up be? When will the business cycle bicycle in the other direction? 

 1996 

 Strategy 

 While the return for 1996 was less than we would have liked, we are still satisfied with the long-term results. We have been following the same strategy for six months shy of 20 years. We repeat that strategy below. To our long-term shareholders we apologize for the endless repetition of the explanation of strategy, but it best explains what we do. [The writers excerpt their classic statement of strategy which is reprinted earlier in this book at 1992.] We have been single-minded in the implementation of this strategy. When we have strayed from this philosophy, more often than not, we have regretted it. Some years are good and some years are terrible, but we hope you are pleased with the overall results. We are. 

 Investing 

 In the venture capital business, where we began our careers, we developed the belief that the science is in investing and the art is in selling. Art in the sense of the ineffable human ability to collect and integrate vast amounts of unrelated information and in some mysterious way arrive at an opinion as to whether to hold or to sell. Over the years, we have learned to depend upon this process. 

 In deciding whether or not to sell the Colonial Penn companies, we availed ourselves to both science and art. We hired Jefferies & Company to provide a fairness opinion on one of these transactions. The results of their analysis can be found in the proxy statement. 

 Our personal thinking went something like this. Colonial Penn Property & Casualty sells auto insurance direct to the consumer. Current conventional wisdom is that direct marketing of insurance is the wave of the future. Direct marketing companies are much in demand and lots of money is pouring into the business. GEICO, General Electric, Progressive, and others will become ferocious competitors. When the giants start to rumble, price pressure cannot be far behind. Large marketing expenses in the hope of establishing large market share and increased profitability is not our forte. 

 Since auto insurance is not a particularly growing market, the only place to get new customers is from a competitor. We are afraid that in the future making money in the auto insurance business will be like picking up pennies in front of a steamroller—dangerous and not significantly rewarding. For a total of over one billion dollars, 2.6 times GAAP book, 3.2 times statutory book, and 24.1 times after-tax earnings, a sale was the better part of valor. 

 We are finders of undervalued investments and fixers of things, not great marketers. $460 million is 3.1 times GAAP book, 5.8 times statutory book, and 14.7 times 1996 earnings after tax. Looks good to us. 

 After analyzing the marketplace to compare prices paid for similar companies and gazing into the future as best we could, we decided that prices had reached advantageous levels and thus decided to sell. The ugly ducklings had become swans. 

 Caution 

 We have been asked several times whether success has dampened our enthusiasm and motivation to continue. We have both become vastly more successful (politically correct speak for richer) than we ever dreamed. We have smart employees, energetic advisors, capital galore, companies, real estate, Barbados Power, Argentine investments, banks and insurance companies, vineyards, gold mines, bottling plants, and unprecedented opportunities. We are in a period of global expansion, free market economics are in vogue and we are enthusiastic practitioners thereof. The global sand pile is an interesting place and, until slowed by the vicissitudes of old age, the current plan is to continue. Why not, this is fun! If we decide to stop, you will be told immediately. 

 A note of caution to the above enthusiasm is in order. Valuations of almost everything are at an all-time high or thereabouts. The investing we do is difficult in times like these. After the sale transactions close, we will be a company with piles of cash, credit availability, and various operating businesses and investments. We will not let the money burn a hole in our pockets. Circumstances may dictate inaction for a considerable period. We are prepared for that—you should be, too. 

 1997 

 Investing 

 For the past twenty years, we have done the same thing over and over again: purchased assets or companies which we thought to be worked hard to improve their cash flows and to realize the inherent-value. If someone came along and offered us more than we felt those assets were worth in our hands, we sold, e.g., Colonial Penn. 

 The process has worked well for 20 years. Even through the boisterous ’80s, when money was abundant and prices were rising, we still found nuggets of value. During the ’90s, mining for value has become increasingly difficult. Prices are higher still and more money is created every day as the markets of the world continue to rise. An undervalued asset is like finding the proverbial needle in a haystack. We are going blind. 

 Higher prices inevitably mean lower returns. The consequences of miscalculation or mistake become more deadly as prices increase. Extreme caution is in order; Since we are inherently curious and peripatetic, in the last few years, in search of higher returns, we have been to Russia, Guyana, Argentina, South Korea, Angola, the Kyrghyz Republic, Germany, Panama, the Congo, Holland, and other places. The story is much the same. On a risk-adjusted basis, returns are generally too low to justify investment. There is a vast amount of money sloshing around the world. As hard as we run, the hot money has beat us there. One of us predicts a very unhappy ending to this exuberance; the other doesn’t know what to think. 

 Thus is our conundrum. Several alternatives are available. 

  	Do nothing. Keep our cash short and safe and wait until the old world returns. In the meantime, low returns are guaranteed. 

 	Do the above but give the shareholders back a significant portion of their money. Perhaps individually you can do better than we think we can. At least we will worry less. 

 	Stop the merry-go-round and give all the money back on the theory that a 20-year run is a good one; the old world is unlikely to return soon, but for certain it will not be in exactly the same form. These dogs may be too old for new tricks. 

 	Some combination of the above. 

 

  We have been ruminating much about this of late. We are dithering; we will continue our ruminations. As soon as we have arrived at a conclusion, we will let you know. Call us if you have an opinion. A note of caution—if the right rabbit jumped in front of us, we might be singing a very different tune. 

 1998 

 Strategy 

 Last year in these ruminations we described to you some of the frustrations we felt in trying to keep the large amount of shareholders’ money to work at above average rates of return in these crazed economic times. We have concluded that for us this is impossible. 

 Our mail room manager, on the other hand, is a day trader in high tech stocks and has done very well—he thinks we are crazy for working so hard. E-Bay and amazon.com are not our forte (see below). In the process of deciding what to do, not surprisingly, we rediscovered our history. As we have told you many times, what we do is: 

 [They excerpt the famous 1988 text, with a footnote: “Originally reported in the 1988, and repeated in 1990, 1991, 1995 and 1996 annual reports.”] 

 We have stuck with this strategy single-mindedly, and we hope you would agree, successfully. Most importantly, we have enjoyed it, prospered doing it, and don’t want to quit. We have, however, too much money to effectively invest for you and for us! 

 Therefore, as we write this letter, we expect to return to the shareholders a dividend of $812 million, or $13.48 per share, and, for the foreseeable future, we will continue to manage Leucadia. [T]this year has the potential to be a good one. Whether it will continue, we knoweth not! If opportunities do not present themselves, we intend to consider other alternatives to benefit shareholders. 

 1999 

 [The 1998 letter noted that the company had obtained an IRS ruling that a proposed shareholder distribution would be treated as capital gains and taxed at an associated lower rate than regular dividends.] Presented with the opportunity to return money to our shareholders in a tax-advantaged way, blessed by the I.R.S., we could not imagine a better thing to do. These aging dogs didn’t believe they could keep $2 billion in equity effectively invested, let alone employ the additional funds available to Leucadia in the capital markets. With our net worth of $1.1 billion and substantial liquidity, we remain hard at work foraging in the financial ecology for the sweet smell of undervalued assets! More about this later. 

 For the past several annual meetings, shareholders have asked why we missed the bull market in the S&P 500, and the roiling and boiling internet and biotech markets on the NASDAQ. Our answer has been that is not what we do. For new shareholders, here is what we do [the classic excerpt from 1988 repeated again with this footnote: “Originally reported in the 1988, and repeated in the 1990, 1991, 1995, 1996 and 1998 annual reports.”]: 

 To mutilate a hackneyed phrase, we are old dogs and we can’t learn new tricks—we believe the ones we learned over the last 30 years continue to work just fine. 

 The Exuberant 2000s 

 2000 

 Tumult 

 2000 was a tumultuous year for the United States financial markets. The “irrational exuberance” pronounced several years ago by Federal Reserve Chairman Greenspan has turned into a virus causing much pain in 2000. Between first uttering these words and the continued implacable rise in equity valuations, even Dr. Greenspan became a reluctant believer in the new economy. 

 Pontification is not our normal line of work. We must, however, express a certain satisfaction from having steadfastly argued over the last many years that we were witness to an old-fashioned financial frenzy that would not and could not continue. Economics has its own gravitation-like forces that work over time and can only be ignored at the investors’ peril. 

 So that our shareholders might know how we think about such things, here is what we think happened and what is likely to happen in the future. 

 In the early 1980s, the U.S. economy found itself increasingly uncompetitive and inefficient. The Japanese miracle was much heralded in the financial press. The U.S. auto industry blamed Japan for all of its troubles—imagine, better quality cars at a lower price! Eventually American industry woke up. Rather than cursing the darkness, the mantra became: productivity! Not unexpectedly, in this boisterous, robust, self-renewing country of ours, when the national ethos is infused with a common goal, great things can happen. Productivity replaced Japan-bashing as corporate America’s preoccupation. No more sucking our thumbs in the comer blaming the Japanese miracle for all of our economic troubles. 

 At about the same time, a huge new innovation was coming of age. It was, and is, of revolutionary proportions. It began with the discovery of the transistor and continues today as the Digital Age. At the same time, as industry and commerce were looking for ways to be more efficient, Tim Berners-Lee was thinking away at CERN, the European Particle Physics Laboratory, in Geneva, Switzerland. At the time, there was an Internet; it was a physical thing, a bunch of fiber optic cables connecting a bunch of computers at universities and research labs around the world. These computers had no way of looking for information on any of the other computers and, even if they did, had no standard way to send the information in a form that could be interpreted. Tim Berners-Lee had a vision—the WWW (World Wide Web) and the first search engine, “Enquire Within Upon Everything” was born. Now computers could communicate; we had the Internet and all that has flowed to this date. 

 Information is like inventory—the more turns you get, the more productive you are. With this new Internet tool, the whole world sped up and time and space shrunk. So, at the same time the American economy was focused on becoming more efficient, along came this world-shrinking, timesaving communication device. The digital economy races ahead at lightning speed. New concepts, products, ideas, software, hardware, glass transmission, and telecommunication advances are born and continue to evolve to this day. The whole of the American economy was being reshaped and retooled at the speed of Internet communication. The confluence of these two events: efficiency-driven American industry and the advent of the Digital Age, gave new meaning to synergy. The exuberant markets reacted to the new age with unlimited enthusiasm and for ten-plus years we had a boom. 

 Leucadia’s management wakes up every morning with several hundred million dollars invested in risk free treasury bills. Think of us as groundhogs with a daily habit. We pop out of our holes each and every morning and look around the marketplace for investment opportunities. The first question we ask is: “Do we see anything that can earn more than the risk free rate, adjusted for risk?” When the markets are as high as they have been in the last many years, we saw very little of interest and went back down our holes. In fact, we successfully offered most of our assets for sale to others at what we felt were irrationally exuberant prices. After distributing $811.9 million to shareholders, Leucadia is left with plenty of liquidity, the same old overhead and small recurring earnings. Our job for the next few years is to buy recurring earnings and prepare those assets for the next frenzy. Patience is required for this process, but it is not complicated! 

 Fortune 

 We started at Leucadia together in 1978, with $53,000 which we borrowed on our credit cards. We have been enormously fortunate for which we are grateful beyond words. But we are 24 years older, richer and probably a bit lazier (at least one of us) and undoubtedly more conservative. We hope our shareholders find themselves in the same situation. 

 2001–2003 

 Marketing 

  	Remember—wine is food; it has biblical antecedents. One glass each day of Pine Ridge or Archery Summit wine extends life and makes your fellow shareholders happy. 

 	Remember—wine is food, and has been since Homer imagined the voyage of Odysseus across the “wine-dark seas.” A glass of Pine Ridge or Archery Summit wine each day is good for your health, your good cheer, and makes your fellow shareholders happy! Come visit and taste! Call Pine Ridge at (800) 575-9777 or Archery Summit at (800) 732-8822 and tell them you are a Leucadia shareholder, ask for a tour and become a member of our wine club. 

 	Remember—wine is food, and in moderation is good for vascular upkeep. Wine has been our friend in times of woe and celebration since mankind lounged around the Tigris and Euphrates rivers in the Fertile Crescent, inventing agrarian and urban culture. But, not a pleasant place to be these days! Come visit, join our Wine Club, announce you are a Leucadia shareholder and ask for a tour. When you identify yourself as a Leucadia shareholder (the honor system) you will be given the shareholder 20% discount. 

 

 2003 

 Guiding Principles 

 We remind ourselves and our shareholders of a few principles guiding our acquisitions and business conduct. 

  	Don’t overpay. 

 	Buy companies that make products and services that people need and want and provide them as cheaply as possible with consistently high quality. Search out candidates in out-of-favor industries that have turn-around potential. Our record as midwives to resuscitating disorganized, unprofitable, bedridden and moribund companies is pretty good. 

 	Earnings sheltered by net operating loss carryforwards (NOLs) are more valuable than earnings that are taxed by the IRS. 

 	Pay employees for performance and expect hard work and honesty in return. 

 	Don’t overpay. 

 

 Our long-term hope is to compound equity per share at a better than average rate. If we succeed, our shareholders will be well served. When we see few attractive opportunities we stay out of the market. 

 [These principles were reprinted in 2006, under “Rules of the Road,” along with yet another repetition of “What We Do,” now listing it as having also appeared in 1988, 1990, 1991, 1995, 1996, 1998, and 1999.] 

 2006 

 Succession 

 We have a two-pronged approach to out succession problem—merge or acquire a large company not dependent on our investment skills and/or/also find and nurture talented investment types who have good deal skills—whether inside or outside the Company. 

 2007 

 Run Spot Run15 

 What follows is our oversimplified version of what has happened to the world over the last 30 years. In 1988, one of us, with children, took a trip up the Amazon River on a flat bottom boat. After a week of travel, as the river grew shallower and narrower, we rounded a bend. There ahead, someone had cleared an open space where a small village resided. We disembarked to investigate. 

 Off in the distance a familiar sound could be heard. With the village children in tow we followed a path into the jungle. There was a small Sony generator, a TV and a moveable satellite dish that a scientific team left behind years before. Using this equipment, the inhabitants of the village were watching CNN. 

 Even people living in the jungle eking out a subsistence living were watching television and vicariously experiencing the abundance of the Northern Hemisphere. Governments in every part of the world have responded to the rising expectations of their populations. China, despite being a dictatorship, has devised ways for its population to raise its standard of living by becoming the low cost manufacturing center of the world. India has followed a slightly different path, but there too living standards are rising at a dramatic rate. These two countries alone account for one-third of the earth’s population and adding in the rest of Asia over half. The demand generated by the growth of Asia accounts for the dramatic increase in commodity prices that we are all experiencing and reading about in the newspapers. 

 Our Name 

 We have been asked numerous times from whence the name Leucadia appeared. Thirty years ago in the summer, one of us, then age 37 was elected Chairman of Talcott National Corporation, the other, then age 34 became President shortly thereafter. Talcott’s existence goes back to 1854. We have documents showing that, during the Civil War, Talcott financed socks for the Union Army. 

 Talcott became listed on the New York Stock Exchange in 1937 and evolved into a finance company with four businesses: consumer finance, commercial finance, factoring and real estate. Interest rates were very high and imprudent real estate investments left the Company with a negative net worth and lots of debt. That is when we jumped where others had feared to tread! 

 On May 27, 1980, we sold Talcott’s factoring business, James Talcott Factors, Inc., to Lloyds and Scottish Limited, a joint company of Lloyds Bank and the Royal Bank of Scotland. James Talcott was a name long associated with factoring and the buyers wanted the name. After a spirited negotiation, we were paid more money but were left nameless. 

 We had suspected this might be the outcome and had been trying to register names acceptable to New York State. There have been lots of names filed in New York since the Indians sold Manhattan Island. Driving north on Route 5 from San Diego, California, we passed a big green sign “Leucadia Next Exit”, so decided to try Leucadia. It was immediately approved. 

 The word Leucadia is of Greek origin. Lefkadia (Leucadia) is one of the Ionian Islands and has a long and colorful history. 

 2008 

 Investing 

 After selling many of our assets in the late 1990s, shareholders received a dividend payment totaling $811.9 million or $4.53 per share. Maybe we should have quit then and declared victory? Instead we have continued doing what we have been doing for 30 years which is: [they continue with the “We tend to be buyers” paragraph from 1988]. 

 2008 & 2009 

 These letters contain variations about the same challenging environment. While overlapping extensively, there is also vast difference in world outlook. Side-by-side excerpts reveal the evolution in thought, including an upbeat note in 2009 when its Berkadia joint venture made a promising acquisition. Differences appear in italics. 

    	 2008 

 
 	 2009 

 
 

 
   	 Most of our assets are tied to a recovery in the world’s economy and when the world’s economy gets back on track we expect our assets will rise in value and price. In the meantime we continue to pay our overhead costs and interest on our long-term debt. We have time on our side for the world to right itself, but it will not be easy. 

 
 	 Most of our assets are tied to a recovery in the world’s economy. In 2009, we have seen the baby steps of recovery. We hope the baby does not flop back on its bottom. 

 
 

  	 In the current recessionary environment, earnings from our operating businesses and investments do not presently cover our overhead and interest. We have cash, liquid investments and securities and other assets that we expect to turn into cash that should carry us through these difficult times. We are energetically cutting costs. We have talented managers and employees working hard every day. We will all do our best. 

 
 	 In the current recessionary environment, earnings from our operating businesses and investments do not cover our overhead and interest. We have cash, liquid investments and securities and other assets that should carry us through these difficult times. We are energetically cutting costs. We have talented managers and employees working hard every day. 

 
 

  	 Out of prudence we have a pessimistic view as to when this recession will end. To think otherwise would be to gamble about the beginnings of good times whereas by imagining a bleak future we will most likely survive for the good times to arrive. 

 
 	 Out of prudence we take a pessimistic view as to when this recession will end. To think otherwise would be a gamble that we are unwilling to make. 

 
 

  	 In these troubled times there are sure to be good opportunities for investment and we will remain on the hunt. We can recognize a good deal when we see one and will strive to execute. 

 
 	 In these troubled times there are sure to be opportunities for investment and we will remain on the hunt. The acquisition by Berkadia is the first fruition of that hunt. We recognize a good deal when we see one and will strive to execute. 

 
 

  	 We intend to resist what we consider “financial bets.” 

 
 	 We intend to resist what we consider “financial bets.” 

 
 

 
 

 2009 

 Acquisition by Berkadia 

 We concluded last year’s letter by hoping that despite our “Fortress Leucadia” mentality, “we will continue to look for companies to buy, but only consider companies that earn money, have a bright future and are durable!” 

 Our newest addition is a good start on that promise. Berkadia Commercial Mortgage LLC is now the country’s largest non-bank owned provider of commercial mortgage servicing. We purchased the business out of the bankruptcy of Capmark Financial Group Inc. Berkadia, a 50/50 joint venture with Berkshire Hathaway, acquired Capmark’s servicing assets and loans with $434 million of partners’ equity and a line of credit from Berkshire. The foundation is in place for a business with solid, long-term growth. 

 Towards Succession: 2010–2012 

 2010 

 Succession 

 Our Board of Directors continues to urge us to provide a succession plan. We have been working hard on that problem for several years. We have made some progress and hope by next year it will be more palpable. 

 2011 

 Leverage 

 We have read a lot about the ongoing deleveraging of America. In case you don’t start and end your day with your nose in the Wall Street Journal, deleveraging is the newly rediscovered concept of paying your debts without reborrowing. 

 Bear Stearns and Lehman may have been the first fruits of the Great Recession, but excess leverage was the root. For the last twenty years, homeowners bought new houses and then refinanced them with ever bigger mortgages. That unsustainable scheme came to an end in 2008 and now everyone is paying the piper with lower home prices. 

 During the same period, owners of shopping centers, apartment buildings and land speculators borrowed heavily to finance their never-ending appetites, with similar results. Low interest rates may have temporarily kept commercial properties out of foreclosure, but we expect many will end up there or in workout—hopefully with Berkadia. Junk bond borrowers have been helped by low interest rates, but a day of reckoning will come when rates go up faster than a company’s growth prospects and cash flow. 

 Unlike residential and commercial real estate owners, Fortune 1000 companies did not over borrow and our big corporations are in good shape with some dividend yields higher than bond yields, an infrequent occurrence. However, even the strongest corporations are being very cautious in taking on new debt and making new investments which is a major reason for the poor employment numbers and slow growth in the GDP. Having gone through the trauma of 2008, corporate America is risk adverse. We are too. 

 The debt elephants in the room are national and state governments. Both in Europe and the U.S., governments are undergoing the same aches and pains of deleveraging as consumers and banks. 

 The U.S. government is fortunate in that it has what Charles de Gaulle’s finance minister, Valéry Giscard d’Estaing, called “the exorbitant privilege” to print money. However, even that privilege has its limits and no doubt we will have to attack our debt problem sooner or later (we hope sooner). The Federal Reserve has said it will continue to suppress interest rates for the foreseeable future, postponing the pain for the overleveraged as well as postponing the inevitable witching hour when governments are forced to take the bitter medicine of raising taxes, cutting expenditures, or both. 

 We continue with the same lamentation as in previous years. There are hordes of private equity and hedge funds chasing low returns. While short term rates are very low, long-term rates for non-investment grade borrowers such as Leucadia are quite high relative to expected returns. As a result, opportunities meeting our investment criteria are few and far between. We would prefer higher interest rates and less availability of money, making acquisitions more attractive. We employ leverage in a careful way and do not intend to fall into the traps of employing too much leverage or borrowing short term and investing long. We will leave that silliness to the hedge funds. 

 2012 

 Succession 

 Forty-three years ago, the two of us met at Harvard Business School and thirty-five years ago was the beginning of a remarkable partnership. The end of 2012 marks the end of this partnership and the last letter from the two of us. In terms of financial results and as “LUK” would have it, 2012 was also our most successful year. Earnings before tax for 2012 were $1.371 billion, a record. 

 [After referencing their succession plan excerpted at the outset of this chapter, the writers introduced their successors in more detail.] 

 We first met Rich in 1987. He was a 26-year old baby in the business, fresh out of Stanford Business School and working at Drexel on a few deals with which Leucadia was involved. At Drexel he quickly learned that for a financial company there is no such thing as a “slight” liquidity crisis. This lesson on fragility served him well later in life but, might have been picked up sooner had he attended Harvard Business School! 

 In 1990 after Drexel, Rich joined Jefferies when it was a small equity trading firm with $140 million of revenues and $7 million of net income. We were one of his first clients, and Rich and his team led our Senior Subordinated Note offering in 1992, which was Jefferies very first institutional bond deal. 

 Since Rich joined Jefferies 23 years ago, the compound annual return for his shareholders has been an exemplary 22%. Since becoming CEO Rich also became a very large shareholder of Jefferies taking more than 75% of his cumulative compensation in stock. So, as the search firm we didn’t use might have said, “he seemed like a good fit.” 

 Brian Friedman joined Rich’s team in August of 2001, and brought complementary skills of remarkable breadth and a tireless work ethic. Eventually they became partners in managing Jefferies and Brian has been instrumental to its success every step of the way. 

 We’ve never been enamored with describing transactions as “win/win,” but we are hard pressed to find a more fitting expression of where we find ourselves as we craft this last letter. 

 The Jefferies/Handler-Friedman Era: 2013–Present 

 2013 

 Inaugural 

 One year ago, Leucadia and Jefferies combined to form a unique and powerful merchant and investment banking platform, a combination almost as old as commerce itself. Leucadia is distinguished by our ability to take a truly long-term view in a world often characterized by impatience and increasingly shorter investment horizons. A philosophy of patient and prudent risk-taking is one shared by the founders of Leucadia, as well as the two of us. With hard work and good luck, we intend to capitalize on our ample permanent capital and ability to invest for the long-term. 

 During the year, working with our Chairman, Joe Steinberg, we also consolidated and added to our Boards of Directors at Leucadia and Jefferies. We believe the recipe for consistent long-term value creation includes surrounding ourselves with highly experienced, able and committed directors, and working with them in an active and transparent manner, taking advantage of their knowledge, experience and relationships. 

 Backward and Forward 

 Although we intend to follow Leucadia’s historic practice of letting our actions and results be our primary voice, we also will conduct several annual events to allow shareholders, bondholders and other relevant constituencies to gain further understanding of Leucadia and Jefferies. 

 We congratulate and thank Ian and Joe for building Leucadia, establishing a true long-term perspective among our shareholders and investing in Jefferies. Most of all, we thank them for believing in the two of us and managing a straightforward transition with their typical grace. 

 2014 

 Long-Term 

 We and our entire team have been working diligently to position Leucadia to achieve our number one goal: long-term value creation. We aim to achieve this goal by operating a merchant and investment banking platform that creates, acquires and operates a diversified group of businesses. We want Leucadia to be focused, diversified, driven and transparent. We will only invest where we see value and opportunity that fits our investment profile. We have instilled throughout Leucadia and its businesses a sense of urgency, as well as a constant drive to make things better and more valuable. We have accomplished much, occasionally been frustrated and learned something new every day. 

 Shareholders First, Second, and Third 

 The two of us think and act as shareholders first, second and third—stock price in 5, 10 and 15 years is what we care about. It does not mean that we do not have a keen sense of urgency and feel the responsibilities entrusted to us on a daily basis. We believe we have made tremendous progress and are uniquely positioned as a permanent capital company that is a diversified investment holding company anchored by a global investment banking firm and a diversified merchant bank. 

 2015 

 Lumpy Results 

 Historically, Leucadia has had lumpy results (we have the lumps to show for it), and our transition from the past to the future has had more headwinds than we would like, but rest assured our focus is on enhancing the value of all of our shares. 

 2016 

 Realism 

 We are two realists who strive to be our own harshest judges. That said, we believe we have much to be optimistic about across Leucadia. While we will never declare victory and the world is rarely predictable, the combination of where we are positioned today, along with the following observations and thoughts (not promises or assurances), leads these two realists to be more optimistic about our prospects than we have been since prior to the financial crisis: 

  	U.S. interest rates appear to be moving up naturally through the normal functioning of the markets versus the Fed leading them. This will be good for investors and for companies that benefit from normalized rates. Of course, on the other hand, if there is a surprise gap up in rates, this would cause a lot of pain, fast. 

 	As markets and companies adjust to what they perceive is a pro-business climate and potentially less onerous regulation, it should bode well for many U.S. businesses, including [many of ours]. We don’t necessarily believe any of these businesses will experience significant deregulation, but on the margin a lessening of the headwinds should help. A pro-business environment should also help Jefferies’ corporate client base and activity should continue to accelerate with CEO confidence improving. 

 	A lower U.S. corporate tax rate with the possible repatriation of stranded foreign cash should be a big positive for the economy and financial markets in general and hence Jefferies and our other financial services businesses stand to benefit. Corporations’ net incomes will increase and so will activity and aggressiveness (“animal spirits”). 

 	Jefferies’ competitive position keeps getting stronger. There is less competition in the U.S. today than pre-crisis. In particular, the European bank holding companies, which are among our primary competitors in the U.S. and elsewhere, are still working through legacy issues. Jefferies still has about 80% of its business in the U.S., and that positions us well to gain market share and perhaps establish future global partnerships. 

 	The vastly improved results of Jefferies and National Beef combined with the continued momentum of our other companies should finally [enable the company to take advantage of its sizable tax credits]. 

 	We expect to continue to build cash and we will have more firepower to make (hopefully) smart investments and enhance some of our existing businesses. 

 	Every day our Leucadia and Jefferies brands strengthen and we are getting more and more unique and valuable “calls” regarding opportunities. Nothing is guaranteed and if there is one thing that we can count on, the world will remain unpredictable with unavoidable bursts of volatility. We therefore plan to stay appropriately liquid, maintain our risk vigilance, be opportunistic and stay organizationally flat and transparent throughout all our businesses so information flows freely and appropriately. 

 	Culture and people matter and both will always be critical to Leucadia and all of our leaders and businesses. 

 	Our mission every day is to stay grounded, humble, hungry, passionate, honest and fully aligned with our shareholders, all the while serving and protecting our clients, customers, employees and bondholders. 

 

 2017 

 Strategy 

 The various strategic transactions we have completed since mid-2012 and the strengthening of our operating results have transformed and clarified the business and prospects of Leucadia. From a more random group of assets before the combination with Jefferies, Leucadia is well on its way to being a focused financial services holding company with relatively clear drive and direction. The realization of the vision we had for a combined investment banking and merchant banking platform is now at hand. 

 As we look forward, we see real opportunity for further value creation at Leucadia. We expect our future growth will come from our existing businesses’ organic efforts and strategic drive, add-on and adjacent external opportunities and new merchant banking opportunities that will continue to come our way, primarily through the ever-increasing footprint of Jefferies. 

 [O]ur plan is to continue to support the growth of our existing businesses and hunt for new opportunities to deploy capital smartly. In a strong economy and with rising markets, this will be challenging. We will be patient and, invariably, circumstances will arise and we will get the call on some attractive situations. 

 We will also continue to return capital to shareholders through share buybacks, cash dividends and perhaps in-kind distributions, as appropriate. We will, of course, never do anything that we believe jeopardizes any of the financial foundations of any of our operating businesses or our parent company. 

 * * * 

  Leucadia national corporation scorecard 

  [image: ] 

 

 (a) A negative number cannot be compounded; therefore, we have used 1979. 

 (b) Reflects a reduction resulting from dividend payments in 1999 totalling $811.9m or $4.53 per share. Leucadia’s CAGRs do not reflect the benefits of annual dividends or the special 1999 dividend. 

 (c) Reflects the recognition of $1,135.1m of the deferred tax asset or $5.26 per share. 

 (d) Reflects the recognition of $542.7m of the deferred tax asset or $2.44 per share. 

 (e) Reflects the write-off of $1,672.1m of the deferred tax asset or $7.01 per share. 

 (f) Reflects the recognition of $1,157.1m of the deferred tax asset or $4.75 per share. 
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 Chapter Five 

 Don Graham to Tim O’Shaughnessy 

 Washington Post Co. (Graham Holdings) 

 The Washington Post Company (WaPo) was from the 1970s through the 1990s among the most luminous of those attracting distinguished shareholders, from Berkshire Hathaway to Ruane Cunniff. 

 In the early 2000s, however, technological and political onslaughts eroded its business model, threatening its flagship newspaper business and also Kaplan, its for-profit education business. From 2010 to 2014, the company underwent a dramatic downsizing, ultimately changing its name to Graham Holdings. It now operates a range of businesses with annual revenues of $3 billion. The newspaper part of the business is now separate and owned by Jeff Bezos. 

 Soon after going public in 1971, WaPo caught and held Buffett’s attention. Berkshire became a substantial shareholder and Buffett served on the board for three decades. Buffett recruited other prominent directors to the WaPo board too, including Don Keough and Ron Olson. 

 Early on, Buffett advised the company to entrust its pension to Bill Ruane and Sandy Gottesman, whose strategy produced exceptional results that greatly overfunded the plan and permanently mitigated pension expense. WaPo’s leadership also mastered Buffett’s lessons on share buybacks, in addition to gaining insight concerning acquisition discipline. 

 Kay Graham was author or co-author of all letters from 1971 to 2000. In the 1970s, co-authors were a series of fellow executives (Frederick Beebe, Larry Israel, and Mark Meagher). Those letters were short (one to two pages), all-business and spoke in general terms, even concerning a share buyback program that would become a company hallmark. 

 From 1981 to 1990, Kay’s co-author was Dick Simmons, who jointly oversaw a prosperous decade for the business and shareholders. They continued to write by-the-book business letters recounting achievements and challenges alike, hewing to the abbreviated style of the shareholder letter of the day. 

 Changes in style and scope began in 1991 when a succession occurred: Alan Spoon, a director for a decade, became chairman upon the retirement of Dick Simmons, and Don Graham, publisher of the newspaper since 1978, became chief executive officer upon the retirement of his mother, Kay, who became emeritus. The three co-authored the letters through 1998, when Spoon left. Don and Kay then wrote the 1999 and 2000 letters together. From 2001, the year Kay died, Don wrote alone, through 2015, when the company became Graham Holdings. And since then, Don’s successor, son-in-law Tim O’Shaughnessy, has written them solo. 

 Don’s stewardship—and letter writing—span a few periods: (1) 1991–2000, the team years, where the scope expanded and style became more personal; (2) 2001–2009, where discussion went far deeper in addressing both the era’s struggles and corporate policy; and (3) 2010–2014, the culmination of the company’s extraordinary transformation. 

 All letters, including those by Don, offer business-by-business analysis and reveal a steady corporate culture that is shareholder-oriented, partner-like, and conservative. Don’s letters heighten the sense of dynamism that drove the company’s original businesses—journalism and news—and informed the company’s strategic adjustments to technological and political assaults on operations, from print journalism to for-profit education. The explanation of corporate policies, especially on share buybacks and pension accounting, grow increasingly illuminating each year. 

 The letters, despite diversity, have common themes. Recurring topics are the feat of the pension investment and hallmark share buyback program—both so pervasive that more generous samplings are collated below after the chronological presentation of other material. Additional themes are a disciplined acquisition strategy, candid admission of challenges and mistakes, modesty that tended to extol the achievements of other team members, and an endless reminder that what counts are returns over multiple years, not quarterly results or short-term stock prices. 

 Another motif was the periodic mention of directors joining and leaving the board, a “who’s who” of American stewards: Lee Bollinger, Warren Buffett, Dan Burke, Chris Davis, Barry Diller, Melinda Gates, Tom Gayner, George Gillespie, Don Keough, Ron Olson, Alice Rivkin, and Bill Ruane. (The departures appeared to be due to age limits not term limits or other reasons.) 

 As a writer of shareholder letters, Don Graham’s most distinctive attribute is the no-nonsense style. Perhaps it is the newspaper man in him, as his points are made factually, pithily, and clearly. Opinions are limited to those directly related to the business and, when given, are emphatic. There is a button-down conservatism to the narrative, evincing the family man in the family business, the son of the corporate matriarch and father-in-law of his successor. Unique among CEOs in this collection, Don wrote with a clip, using short paragraphs and erring on the side of brevity, with letters running from six to ten pages, not more. 

 The 1991 letter includes a two-page insert of Don’s tribute to his mother’s business achievements at WaPo. In 1963 revenue was $86 million, but had grown to $1.4 billion by 1991, with net income rising from $5m to $175m. 

 In addition to 18 Pulitzers, there were numerous acquisitions, including most notably Kaplan in 1984 and a vast cable business (from CapCities) in 1986. Over 1963 to 1990, EPS CAGR was 17.1% and average return on equity was 20.4%. Don also notes the historic coverage of the Pentagon Papers and Watergate. Notably, this was also the retirement year for Ben Bradlee, referenced in the letter’s penultimate paragraph. 

 The 1991 tribute begins: “If you are looking for objectivity, turn the page,” but then recites facts that are not the product of maternal bonding. This is more evidence that Don was a shrewd businessman and a superb letter writer. Attesting to this assertion is Warren Buffett’s tribute to Kay Graham upon her passing, published in the company’s 2001 annual report, with which this chapter begins. 

 Warren Buffett on ‘Kay Graham’s Management Career’ 

 Katharine Graham told her story far better than I can: Personal History is simply the best autobiography I’ve ever read. What I can add, however, is some perspective on her managerial career gained from a ringside view, which I was lucky enough to have for many years. 

 Kay’s business odyssey was unique. She became responsible for the company’s operations in 1963, painfully unsure of herself, but totally sure of her principles. She had been taught all her life—wrongly—that only men possessed a managerial gene. But she also understood completely—and correctly—that independent and first-class journalistic institutions are key to creating and preserving a great society. When the obligation to manage such an institution was thrust upon her by her husband’s death, she felt she had no choice but to march forward—however loudly her knees might be knocking. 

 And how she marched! The Pentagon Papers and Watergate are milestones in journalistic history that will be recalled and studied for centuries. But these heralded journalistic successes were matched as well by quiet business success. On June 15, 1971, The Washington Post Company went public at $6.50 per share (adjusted for a subsequent 4-for-1 split). When Kay stepped down as CEO on May 9, 1991, the price was $222, a gain of 3,315 percent. During the same period the Dow advanced from 907 to 2,971, an increase of 227 percent. 

 This spectacular performance—which far outstripped those of her testosterone-laden peers—always left Kay amazed, almost disbelieving. She was never quite sure where debits and credits belonged and couldn’t shake the feeling that the lack of an MBA degree destined her for business failure. 

 Of course, none of that mattered at all. For Kay understood the two most basic rules of business: First, surround yourself with talented people and then nourish them with responsibilities and your gratitude; second, consistently deliver a superior, ever-improving product to your customer. Among journalistic leaders, no one carried out either task better than she. The consequence was outsized profits. Indeed, if we look at newspaper and television profit margins on what I would term a “quality-adjusted” basis, she took The Washington Post Company from near the bottom straight to the top. 

 The managerial problem that caused Kay the most anguish was the pressmen’s strike in 1975. During the preceding years, conditions in The Post’s pressroom had deteriorated to a state approaching anarchy. Finally, on October 1, the union walked out, after first disabling all presses, setting fire to one, and severely beating a foreman. The union’s members, smug in the knowledge that a long strike could kill the paper, were certain that Kay would fold. Instead, she took them on. 

 In the strike’s early days, the competing Washington Star bulged with ads while an emaciated Post lost readers and advertisers at an alarming rate. During that period, I watched Kay suffer, tormented by the thought that she was destroying what her family had spent more than 40 years building. Some of her most trusted advisors urged her to cave. But, with her knees knocking louder than ever before, she persevered—and won. 

 Kay brought brains, character, guts, and, not to be omitted, the deepest sort of patriotism to her job as CEO of The Washington Post Company. She always said that what she most wished for was a Pulitzer in management. In my book, she earned one. 

 The Team Years: 1991–2000 

 1991 

 Succession 

 The same principles our predecessors embraced with such success will guide the new management team. Specifically, we will continue to center our efforts on the quality of our publications, programs and services, supported by an unwavering commitment to high standards in the marketplace and within our organization. 

 We will continue to manage the company for the benefit of shareholders, especially long-term shareholders whose perspective extends well beyond quarterly or even yearly results. We will not measure our success by the size of our revenues or the number of companies we control. 

 We will continue to manage costs rigorously. By keeping expenses in line year in and year out, we hope to maximize profits while avoiding the kind of disruptive downsizing that many companies have had to endure. 

 We will continue to be disciplined about the uses we make of our cash. We will pursue acquisition opportunities that meet our admittedly high investment criteria, as well as seek out new communications technologies that offer interesting growth potential. [W]e have ample resources to exploit the opportunities we find. In addition, stock repurchases have always been, and will continue to be, an important part of our investment strategy. 

 We will continue to evaluate and reward managers on the basis of meaningful achievements that benefit shareholders, including the company’s performance compared to its competitors and other criteria such as return on equity. 

 We believe these principles will continue to produce good results for the company and its shareholders over the long-term. 

 1992 

 Investing 

 Investing the cash generated by current businesses is [a] critical variable in the company’s future. Doing this job well is essential to building value, achieving continued earnings growth and delivering high returns to shareholders. The principles with which we approach and evaluate new investment opportunities remain unchanged: We’re interested in businesses with competitive barriers. 

 We’re interested in businesses in which [1] capital expenditures are not overwhelming and are not dictated to us by the market [2] we have reasonable pricing power [3] distinctive quality is highly rewarded in the market equation. We have a strong preference for businesses we know. 

 Rather than spread our investment dollars around thinly, we’re more likely to invest in a handful of big bets with the characteristics listed above. Our goal is to develop substantial and robust income streams at favorable investment costs. Knowing when to say “no” is just as important as knowing when to say “yes”—if not more so. 

 1993 

 Information Technology 

 In the past we’ve found ways to deliver quality information through newspapers, magazines, broadcast and cable programming, while turning these ventures into profitable businesses. Now we have to figure out how to do the same thing in a very different and evolving media marketplace. Because we don’t know what our ultimate position in this marketplace will be, the following steps seem to us a reasonable way to approach the future. 

 1994 

 Information Technology 

 New technologies making up the information superhighway still offer interesting opportunities for companies like ours. Unfortunately, as we said last year, we don’t have a road map to successful new media businesses of the future. Events of 1994 have not made such a map any clearer. 

 Buybacks 

 We’ll also continue to repurchase our stock, as this company has long viewed stock repurchases as an excellent use of our shareholders’ money when prices are favorable. By repurchasing stock we’re increasing our investment in one business we know particularly well and think highly of. We hope shareholders agree. 

 1995 

 Buybacks 

 We’re glad that what we saw as relatively low stock prices compared with the company’s actual value allowed us to increase the wealth of current shareholders by increasing your interest. 

 Pension Credit 

 Thanks to the astute performance of our pension managers, our reported operating income has included nearly $60 million of pension credits over the past three years. Investors will want to note that they are not earnings of the same quality as the rest (the cash produced stays in the pension fund and is not available for dividends, acquisitions, or share repurchases), but they are far from meaningless, since they moderate pension costs increases. 

 1996 

 Culture 

 In many of the businesses in which we operate, we’ve listened somewhat skeptically for many years to conventional wisdom. Observers insisted we needed to grow, or acquire, no matter what price we paid, simply because larger aggregations of businesses would necessarily perform better than smaller ones. We’ll continue to review the evidence—and there is some—for the necessity of ‘consolidating’ in the fields in which we do business, but we’ve been hearing this song for a long time. 

 In our oldest business, newspapers, the companies making acquisitions have long insisted that there were virtues in owning many of them. However, the highest margins we know of in the industry continue to be turned in by a single newspaper owned by a company run by one of our directors. [This appears to be a reference to The Buffalo News owned by Berkshire Hathaway, run by Warren Buffett.] Likewise, Newsweek was supposed to be at risk because it was not part of a stable of magazines. Not so far. 

 We are eager and able to acquire new businesses in any of the areas in which we operate when we think the price is right. We offer sellers a unique kind of home for their businesses. The businesses in this company—all of them—are run by the quality-owned managers in charge of them, not by corporate executives or corporate concepts. It makes us a good place for sellers who care about how their businesses are run in the future. But our shareholders can expect to see us looking hard for businesses that met our definition of good value for capital invested. Don’t be surprised if we stand aside when prices seem feverish. We also will continue to add to our ownership of those businesses we know better than all others by repurchasing our stock. 

 1998 

 Guiding Principles 

 [O]ur own evaluation of how we performed depends in part on our aims. We’ve talked about those over the years, but hope this reiteration is helpful: 

  	We are a highly decentralized company. Operating heads truly run the businesses. Our aim is top business performance in each field. 

 	In most years, we make more money than we are obligated to spend on dividends and capital expenditures. Deciding how to allocate that capital is our key job. The company has never been interested in revenue growth for its own sake. Our unwavering aim, imperfectly realized, is the best use of every dollar for your benefit to increase profit and strengthen business franchises on the way to growth in value. 

 	We are not at all interested in quarterly results (and we can guarantee they won’t present a smooth or predictable pattern of any kind). As we grow the value of our company (and your share of it), we are willing to lose money this year if we believe we’ll profit in the future from the investment. When we say this, we expect you to hold us accountable for the increase. 

 

 Diversification 

 We are pleased with the mix of businesses in The Post Company, especially at this time of accelerating Internet impact. The mix evolved not out of a grand vision, but rational forecasts of long-term business prospects and their valuations made in recent years when we had opportunities to invest. That we spent more heavily on broadcasting, cable, and education is not a random result of sellers’ decisions to divest (indeed there were sellers in every one of our industries), but rather a logical outgrowth of our investment judgments about risk and return. Not surprisingly, the net effect of the Internet on our cable and education businesses is probably more favorable than on our print publishing activities. 

 Investing 

 [The company invested $165 million in Berkshire stock.] Had [we] made the same investment when [Don and Alan took over in 1991], the investment would today be worth $1.5 billion. 

 1999 

 Trust 

 Why should you trust us to invest our shareholders’ money—your money—in these admittedly risky ventures? First, we’re investing alongside you. To an unusual degree, top management at this company has its net worth concentrated in company stock. Second, our record to date is reasonably good. 

 Third, we have seen tough-minded investors invest or profess willingness to do so at higher prices than we paid. This is gratifying and meaningful; whether it’s simply a bull market phenomenon remains to be seen. 

 Finally, win or lose, you’ll hear the results from us, project by project, in each of our subsequent annual reports—sooner if there’s something we need to tell you. Any presentations (there are usually two a year) we make to analysts in the meantime will be posted simultaneously for you [online]. 

 Shareholders can be assured of one other thing: no effort is being made, or will be made in any organization we control, to diminish the effect on reported earnings of losses we incurred in these businesses. We take a very old-fashioned view of accounting for our results. 

 Also, this company’s earnings do not flow in a regular or predictable quarterly pattern. This is the case now more than ever, since our startups and Web investments can accelerate or diminish at any time. We pay no attention to quarterly results, and anyone trying to decide whether to buy stock in our company based on what we will make in some future quarter is making a big mistake. 

 Media Business 

 In keeping with advice from our Board, we’ve traditionally liked to make investments only when pretty certain they would work out well. The kinds of developmental investments we’ve been making now cannot fit that pattern. Nevertheless, we feel that [so] investing looks like the right choice for our shareholders. In one other sense, our Web investments are not similar to acquisitions in earlier years. Managing in this transitional environment is tough, and a company operating traditional and Internet businesses faces challenges in meshing the two. Conflicts between old and new businesses have to be minimized; they won’t be avoided. 

 2000 

 Seeking Quality 

 Our company takes a different approach to corporate communications than most. As we’ve said in the annual report for several years, we care enormously about the profitability of our businesses, but we care nothing whatsoever about reported quarterly operating results. As we have told securities analysts consistently for years, we pay no attention to anyone’s estimates of our quarterly earnings and whether our actual earnings are above or below them. In fact, we typically don’t know what the estimates are. 

 However, our inattention to quarterly figures will not be an excuse for nonperformance. Our focus will continue to be on trying to build the intrinsic value of the company’s businesses over time. Our success in doing this can only be measured by net income. Our goal is to build the most successful long-term business we can, consistent with The Post Company’s emphasis on quality. This is not an easy goal to achieve; freedom from the distraction of quarterly earnings can only help, but the job still needs doing. 

 While we do not communicate nonpublic information to securities analysts focusing on our quarterly results, we do try to communicate in considerable detail with you, our shareholders. In 2000, frustrated by our limited ability to address serious business questions at our annual meeting, we invited our shareholders—and only our shareholders—to Shareholders Day. We had never had more than 50 shareholder attendees at an annual meeting and were anticipating 30 or so when we sent out invitations to Shareholders Day. To our amazement, more than 300 showed up. (We had to move it from The Post to a large nearby hotel at the last minute.) 

 Shareholders heard the detailed business plans of Cable ONE, Kaplan, and Washingtonpost.Newsweek Interactive, and spent five hours listening and asking questions. A panel of Post and Newsweek journalists also discussed the election, which had taken place three days earlier. Shareholders Day was a great experience for everyone in the company. We won’t turn it into an annual event, but you can bet we’ll have many more Shareholders Days in our future. 

 Years of Struggle: 2001–2009 

 2001 

 Awkward Optimism 

 Readers of this report over the years may have noted I’m not particularly comfortable with optimistic statements, and I try this one out somewhat awkwardly. Despite the biggest advertising recession in recent memory, we could have a pretty good year in 2002. In fact, the next two or three years should be good ones for the company, even assuming no advertising recovery (as long as it doesn’t get still worse). When advertising does start to recover—we have no idea when that will be—we’ll be ready to make progress across the company. 

 2002 

 Long-Term 

 For some years in these reports, you have been reading that our company was focused on building value for the long-term and was not particularly interested in reported short-term results. You might have been forgiven for asking when this long-term would actually arrive. 

 We don’t expect an extended string of miraculous results, but some of the investing we did over the last few years began to bear fruit. (Some of our other investments were perfectly rotten to begin with.) 

 Compensation 

 President Bush said in a speech during 2002 that CEOs should report the total amount of their compensation in the chairman’s letter. OK. When I became CEO in 1991, after consulting with some members of our board, I decided to freeze my compensation at the amount I had been receiving as publisher of The Post. I make $400,000 a year and participate in one company bonus plan which, if the company performs quite well, pays out a maximum to me of $400,000 every two years. I also receive some shares of restricted stock (300 shares in the most recent cycle) as part of the same plan. This hasn’t changed in years, and I will spare you repetition of these details in future letters unless something changes. Of course, 95 percent of my net worth continues to be in Washington Post Company stock. 

 Attracting Business Sellers 

 The Post Company is a good home for well-run media and education businesses that have a special character and want to keep it. We’d take a look at businesses in other fields as well—if they came with unusually strong management. We prefer to look at businesses earning $5 million or more in operating income, but will certainly look at smaller ones if they fit in our existing divisions. (This distinguishes us from Berkshire Hathaway, an incomparable home for businesses—but they’ll only look at those earning $50 million-plus.) 

 We [prefer] businesses we can understand (no tech companies), those with strong existing management, low capital requirements and a stated asking price. We’ve proven to ourselves that we aren’t great at startups or turnarounds (except occasionally in education). We prefer dealing directly with owners, and we almost never win auctions. 

 2003 

 Shareholder Day 

 Thanks to the 250 of you who turned out for our second Shareholders Day. The audience was five times as large as our Annual Meeting; the questions were the best any audience put to company executives all year. We’ll do it again. 

 2004 

 Long-Term 

 Our growth in 2004 brought us a number of new shareholders: welcome to you. To repeat some words veteran shareholders have heard before: this company is run on somewhat unusual principles. We are interested in growing the intrinsic value of the company over the long-term. 

 We are not interested in short-term results or in the price of the stock in the near future. All our interest focuses on making the company as valuable as possible many years from now. (If the long-term value of the company increases, the stock price will do so as well.) 

 Our earnings will fluctuate. Post–Newsweek Stations makes much more in even numbered (election/Olympics) years than in odd-numbered years. All our media businesses are cyclical, some highly so. We make no effort to smooth things out; we pay no attention to quarterly results or to Wall Street’s estimates of them. 

 2005 

 Strategy 

 [We] feel we have a chance to be a significantly more valuable business a few years from now. That’s a chance, not a certainty (certainty departed the media business some time ago). For our company to achieve this in full, four principal things have to happen: 

  	Kaplan has to realize its potential. As much progress as our education company has made in ten years, we still have a chance to be substantially bigger and better. 

 	The Post and washingtonpost.com together have to equal or surpass the reach and competitive strength The Post has traditionally had in the Washington area (and Newsweek needs rapid growth from its web affiliate). 

 	Post–Newsweek Stations must keep the qualities that make it such a strong company in the face of the blizzard of upcoming changes in broadcasting. 

 	Cable ONE has to continue to maneuver its way past satellite, telephone and other competitors and build on its unique strength in the markets it serves. 

 

 That’s a lot to do. To abbreviate: Kaplan’s growth has been extraordinary and has to go on for us to succeed. But the media businesses accounted for 76% of our operating income in 2005; their continued success is as important to our future as the growth we hope for and expect from Kaplan. 

 Media Business 

 I joined the newspaper in 1971; then or in 1981, you could have forecast the next 20 years and been pretty close to right. In 1991, I’d have forecast the 20-year future with great confidence—and I’d have been wrong. It changed much faster than I foresaw. Print circulation is falling faster, and younger readers are less inclined to read newspapers than I’d have guessed. (The Post does better among young readers than most.) 

 2006 

 Seeking Quality 

 [A] few familiar words to shareholders and to those thinking of buying the stock. Our management tries to focus on growing the per-share value of The Washington Post Company over the long-term. Management does not focus at all on quarterly results; if you do, you shouldn’t own our stock. We’ll willingly take actions that produce poor published results in a quarter, a year or several years if those actions will build a more valuable company for our shareholders. 

 Our focus on increasing intrinsic value in the long-term has an important qualifier: We believe in publishing a high-quality Washington Post and Newsweek. The newspaper’s and the magazine’s staffs both understand (and history has proven) that they must be successful businesses in order to maintain quality. But we believe in the importance of what these businesses do, and we believe that to some degree better journalism will also result in a better long-run business. 

 I can do no better than to quote Kay Graham one more time [from the IPO]: “The Washington Post has the reputation of being an outspoken observer of local, national and world events. The management of the Company and the editorial staff of The Post have historically placed great emphasis on the newspaper’s public responsibilities, as expressed in the Company’s Certificate of Incorporation which states that it is the Company’s purpose ‘to publish any newspaper owned by the Company as an independent newspaper dedicated to the welfare of the community and the nation in keeping with the principles of a free press.’” 

 2007 

 Dynamism 

 Fifteen years ago we were accurately described as a media company. Over that time Kaplan has grown into a powerhouse, a multidisciplinary and increasingly international education business unlike any other education company in the world. For the last six months of the year, Kaplan’s revenue was almost half of the company’s, at 49%. Kaplan will continue to grow stronger in 2008. The Washington Post Company is now an education and media company (this isn’t “re-branding”; it’s reality), and the accent on education could get a lot stronger in the future. 

 The newspaper business, even when combined with the Internet news business, is slipping. We have no complete answers. What we do have is an excellent market position, a great reporting staff and management talent, in depth, all over the paper (and some ideas about how to change for the future). 

 Kaplan and The Post Company have two mutual advantages: we can reinvest the money we earn from all our business in education (as long as sensible deals are available), and Kaplan is free to invest for the long run without caring about the effect on quarterly earnings (all Post shareholders should be aware that the company pays no attention to reported quarterly results). 

 * * * 

 As the company has grown, The Post’s business results are no longer as significant as they once were. This is both bad and good: it’s bad for shareholders that the newspaper no longer provides the profits it once did. It’s good that the money the newspaper made went into education and cable investments, most of which have proven successful. 

 The Washington Post Company could provide a growing stream of operating income to shareholders during the next few years, thanks to Kaplan and Cable ONE; at the same time, we may be able to bring The Post through the transition to new readership and revenues. More than that, we can’t promise. The company will be willing to invest money on a transition at The Post and Newsweek as long as there is a successful outcome in sight. 

 Why not spin off The Post? Or “reengineer” the company in some other way? This won’t happen. We aim to grow the long-term value of the company for shareholders, not to shuffle the cards in a way that may (or may not) produce a higher stock price today. 

 In one respect, investing in The Post today resembles what Eugene Meyer was doing in the 1930s and ‘40s: after buying The Post at a bankruptcy sale, he was (in Warren Buffett’s words) fishing in a big pond. 

 But Mr. Meyer could be more certain than we are that economic success would accompany winning. In his day, the largest-circulation paper in any city was a valuable business. No newspaper-plus-Internet business is succeeding today by dominating its market, no matter how big. 

 2008 

 Long-Term 

 In past years, I have rattled on in these letters about our Company’s relationship to our shareholders. Generations of top managers at The Post Company have reiterated: we’re focused on the long run; we’re committed to building value for our shareholders. My own assets are more than 90% concentrated in the stock you own. 

 All of these remain true, but I am in the embarrassing position of writing you after a year in which Post Company stock declined by more than 50%. Comparative results (“you should see what happened to the other newspapers”) offer no solace. 

 While it feels foolish to say anything that sounds ironclad in today’s wildly unpredictable economy, our long-term view is: this Company is going to have to earn its way back to higher value for our shareholders. Our earnings should grow over the years because our two largest businesses are relatively recession-resistant and because they’ll get bigger with the years (and become a larger percentage of our Company). We have to control the losses at the print media companies and eventually return them to profitability. 

 2009 

 Dynamism 

 In 1991 (the year present management took over), 82% of The Post Company’s revenues came from newspaper, magazine and local TV broadcasting businesses. The newspaper division—then, as now, mostly the Post—was 47% of the Company. In 2009, these same three divisions accounted for only 25% of our revenues. Kaplan alone was 58% of revenues, and Cable ONE was 16%. 

 In profits, the change was even more dramatic. Our once-mighty newspaper business lost a lot of money in 2009; so did Newsweek. That new money in the corporate cashbox at year-end came almost entirely from Kaplan, Cable ONE and Post–Newsweek Stations. 

 This new order of things suggests that shareholders are looking at a different set of realities at The Washington Post Company; the Company is more dependent than ever on a single business: Kaplan. (The Post was never as much as 58% of Company revenues since we went public.) Education has been a terrific business, for us and for many other companies. It should be in the future, as well [but there are risks]. 

 Years of Revolution: 2010–2014 

 2010 

 Dynamism 

 [W]e sold Newsweek. It makes me sad even to write the words. My father, Philip Graham, bought Newsweek in 1963; he, my mother, my sister Lally Weymouth and I always took great pride in the magazine and admired the people who worked there. 

 We are very reluctant to sell businesses unless they are losing money and we think they are unlikely to return to profit. This was the case at Newsweek. Combining with a large website was always an interesting option. Newsweek’s smart new owner, Sidney Harman, merged it with The Daily Beast, under Tina Brown. 

 Buffett Retires 

 Warren Buffett is leaving the board after 37 years of once-interrupted service. (Warren joined the board in 1974; he left from 1986 to 1996, when he was on the board of Capital Cities after its purchase of ABC, though he continued to consult with Kay Graham and me during those years.) 

 No important decision at The Post Company has been taken for all those years without asking for Warren’s input. What he nudged us into is easily described: the purchase of what is now Cable ONE; the Houston and San Antonio TV acquisitions; our active stock repurchasing; the selection of our pension advisers. What he kept us out of was still more important: Kay Graham described in Personal History the advice Warren gave when she was eager to buy newspapers and TV stations. She bid, but followed Warren’s ideas of value and didn’t bid crazy prices. Likewise, he talked me out of a couple of ill-conceived acquisition ideas that would have created serious problems. 

 Warren is incomparable. For 37 years, we’ve been privileged to have the single-best adviser a corporation could have had in those years. He says he’ll still be willing to advise us as before; there will be a lot more DC-to-Omaha phone calls and plane travel coming up. 

 2011 

 To go over old ground for one paragraph: federal regulation of private-sector higher education is now almost completely incoherent. Every ten years or so, congressional investigations or news stories lead to the adoption of new layers of regulation aimed at “punishing bad actors.” Old layers are never repealed. Zeal for pursuing the bad abounds; equal zeal for rewarding colleges that provide students with well-taught, beneficial programs at low cost isn’t there. 

 Into the arena last year came an important new voice. Andy Rosen, the CEO of Kaplan, amazingly found time to write a book: Change.edu. It isn’t a defense of private-sector education; it’s a look at what’s ahead in all of American higher education. 

 Andy provides sympathetic insight into the challenges facing our private colleges and an equally sympathetic look at the benefits and limitations of community colleges. Then he writes about private-sector colleges, describing what we do well and not as well. 

 It’s a terrific book. Former New York City schools chancellor Joel Klein wrote: “This is a must read book for those who care about fixing our national higher-education problems.” Bill Gates called it “persuasive,” “truly important” and “highly readable.” 

 The gist of Andy’s argument (and mine) is that 60% of U.S. jobs today require some college. (Will this number not go up?) Only 40% of adults have an associate’s degree or higher. This country needs more college graduates; it needs them, in particular, from demographic groups not served (or served poorly) by existing universities. Expansion of traditional colleges to serve these students is unlikely. 

 2013 

 The Washington Post is Sold16 

 As the newspaper business continued to bring up questions to which we have no answers, Katharine and I began to ask ourselves if our small public Company was still the best home for the newspaper. Our revenues had declined every year since 2006. We had innovated, and, to my critical eye, our innovations had been quite successful in audience and in quality, but they hadn’t made up for the revenue decline. 

 Our answer had to be cost cuts, and we knew there was a limit to that. We were certain the paper would survive under our ownership, but we wanted it to do more than that. We wanted it to succeed. So we and our board started asking if there might be a buyer who could bring financial, technological or other strengths the Post Company doesn’t have. We did not auction the paper; we looked for a buyer who would approach ownership with a sense of the responsibility, who would want to own it for the right reasons and who would bring a lot to the Post and our other local businesses (and, not incidentally, be fair to the shareholders of the soon-to-be-renamed Washington Post Company). 

 So now, one of the half-dozen or so great founders of Internet companies wants to take on the challenge. He knows it will be hard. Why Jeff [Bezos]? I assume that’s pretty obvious. He is famous for patiently investing—for years—to solve problems. And, he’s famous for succeeding in many of those investments. I’ve heard the Post’s great friend Warren Buffett call Jeff the ablest CEO in America. Jeff knows many of the best technologists in the world. Lots of them. That doesn’t mean he will arrive with solutions to the problems of the news business. He won’t. But it means, I think, the best possible chance for long-term success for the Post. The Post has to innovate, and to be smart and patient in doing so. Our values mustn’t change. But our course has to. The Post needs Jeff. But he also needs you. 

 2014 

 Dynamism 

 Quite a lot happened in 2014. We wrapped up selling the remaining assets of The Washington Post newspaper. We completed a transaction with Berkshire Hathaway, trading our television station in Miami, WPLG, to Berkshire along with cash and some BRK stock in exchange for most of BRK’s stake in our Company. We announced that in 2015 we will spin-off Cable ONE. 

 As a result of all these transactions (plus the sale of The Washington Post and Newsweek in previous years), we have changed quite a bit as a company. We’re smaller. We have many fewer shares outstanding. We’re quite strong financially. We have a world of opportunity in front of us. 

 Succession 

 Tim O’Shaughnessy, the 33-year-old founder of LivingSocial, started work as our president. Tim and I are different in many ways. (Irritatingly, he’s a lot younger than I.) But the Graham and O’Shaughnessy families are alike in one way: we’re heavily concentrated in GHC stock—in my case, it’s well over 90% of my family’s assets. We want to make the stock more valuable for us and for you, our shareholders/partners. Our outlook will be long-term; as always, the focus on quarterly results around here will be zero. (If you are a shareholder and YOU care about our quarterly results, perhaps you should think about selling the stock.) The focus on long-term increase in value will be total. 

 Compensation 

 Tim’s investment focuses will be different from mine. What Warren Buffett refers to as a “circle of competence” is quite different for me and for Tim. But one thing we share is a long-term orientation. A key part of Tim’s compensation is a unique stock option. He joined the Company on November 3, 2014. The stock closed at $787. Tim’s option is at $1,111—the closing price the day he joined plus 3.5% a year for ten years. 

 Adding our dividend (then roughly 1.3%), Tim won’t get any reward unless shareholders first gain about 5% per year over the life of his option. This is quite different from more common stock options, typically granted at the market price of the company on the day of the grant. As Warren has pointed out for years: companies retain some of their earnings, and by earning a normal—or even a slightly subnormal—amount on their capital employed (including retained earnings), executives can earn quite a bit over ten years even if shareholders get no reward at all. Tim will have an option on nearly 1% of our stock, but won’t begin getting rewarded for it until shareholders do. You and I should hope he makes a fortune. 

 The O’Shaughnessy Era: 
2015–Present 

 2015 

 Dynamism 

 A change in leadership often raises questions about a company. This may be especially relevant for one like Graham Holdings, which has had remarkable stability in its senior leadership and has operated under the same guiding principles for a very long time. If you’re reading this, it’s likely you’re already a shareholder and have an understanding of the values, ethics, and judgment of the past leaders. Understandably, you’re going to wonder what’s going to change in the years ahead. I’ve tried to anticipate your questions and answer them. But at the risk of being a spoiler, the axis on which the Graham Holdings world turns won’t be drastically tipped. 

 In 2015, we focused much effort on improving corporate cost structures, both within subsidiaries and at the parent level. We think these changes align well with our decentralized operating model and in some cases will yield operational improvements. We don’t view this as a one-time effort, but rather a shift in our operational thinking. Any cost that does not drive revenue or enhance the quality of our products such that it will improve revenue in the long run will be ruthlessly scrutinized as to its necessity. Our view is that companies that keep their non-strategic costs lower than average will perform the best over time when compared with their peers. 

 Don Graham’s Legacy 

 For those who owned shares during Donald Graham’s stewardship, you witnessed business magic: He significantly outperformed his peers and generated significant returns during his nearly 25-year tenure as CEO. Don took over a newspaper business that had some very good years ahead of it, but eventually faced disruption that humbled even the strongest players. He navigated this minefield and leaves behind a diversified enterprise with a strong balance sheet and solid growth prospects. 

 Just as importantly, Don leaves a company whose values are well known to everyone who does business with us: Graham Holdings is honorable in all of its dealings; puts the quality of its products and the success of its customers ahead of its own short-term profits; keeps its word; is a determined but fair competitor and a trustworthy partner; and is an employer that values its employees, has shown great loyalty to them, and has won their loyalty in return. 

 Not coincidentally, these are also Don’s values and those of Katharine Graham, who preceded him. If you were lucky enough to have been a shareholder since the Company went public, then you know the role this Company played in major world events and the values on which it has always operated. You also know that those values have not stood in the way of business success. On the contrary, they have contributed in important ways to the Company’s ability to generate truly remarkable returns for shareholders over many years. 

 Which brings me to my own core beliefs: You are our business partners and co-owners, and we work for you. We aim to be one of the most long-term focused, shareholder-friendly companies you can find. We will measure our success based on long-term financial results, satisfied customers, and a culture that allows our employees to build careers and prosper. If this sounds like a determination to preserve Don’s legacy, then you read me correctly. It’s not my commitment to Don. It’s my commitment to all of you. 

 Capital Allocation 

 How will we allocate capital? Post cable spin-off, we have become a much smaller company and have turned to the future. First and foremost, we’ll look to build around our existing sectors: education, media, health care, and industrials. The financial quality of our businesses varies, as do the opportunities to deploy capital within them. But I believe we already have businesses that over time we will be able to grow with very nice returns while expanding their moats. We know something about these industries already and quite a bit about the people running these businesses for us. We think the best risk-reward outcomes come from concentrating on this approach. 

 In a perfect world, we would be able to allocate all of our capital through a combination of well-priced tuck-in acquisitions and high-confidence organic growth initiatives. However much we’d like that to be the case, it is unlikely to be constantly true. We will be ready to look at new companies when internal returns aren’t compelling. So what are our criteria? 

  	Well-run, profitable businesses in fields we can understand 

 	Strong management with a dedication to continuing to run the business 

 	Businesses we believe have at least 10 years of stable or growing earnings ahead of them 

 	Reinvestment opportunities that are readily apparent within the business 

 

 Metrics 

 How should you measure us? Over any extended period of time, we believe that the intrinsic value of the business should roughly align with the share price. To measure intermediate progress, I suggest a four-year rolling average of our normalized EPS growth, compared with the EPS growth of the S&P 1000. Why a four-year rolling average? At present, our five TV stations are the largest income driver for GHC, and they tend to perform significantly better in even years than during odd ones because of the Olympics and political elections. 

 2016 

 Capital Allocation 

 Our preference is to allocate capital into our existing businesses. We know the management, understand the businesses and think our best returns will be found here because of those two things. When we look outside of our existing businesses, we have a very high set of criteria to compensate for the inherent unknown associated with businesses we don’t already own: 

  	Well-run, profitable businesses in fields we can understand 

 	Strong management with a dedication to continuing to run the business 

 	Businesses we believe have at least 10 years of stable or growing earnings ahead of them 

 	Reinvestment opportunities that are readily apparent within the business 

 

 If these look familiar to you that is because they are the same criteria I shared with you in the 2015 letter and are the criteria I have used since I joined the business in 2014. We think they have served us well and will continue to do so. 

 2017 

 Our dividend inclusive return on our portfolio of marketable securities was 27%, or an absolute increase of $114 million. While we love seeing this level of return, we know it’s anomalous and don’t dream of seeing results of that magnitude annually. We view these securities as a low-turnover, consolidated portfolio where we will only minimally make changes from year to year. We evaluate each purchase as if we were buying the whole business and think of ourselves as long-term owners. We expect that with this approach, we can do pretty well over time. 

 * * * 

 Buybacks 

 Collected below are additional selections from the Washington Post letters addressing share buybacks. 

 1997. Mrs. Graham initiated, in 1975, our stock repurchase program. In 1997 we repurchased 846,290 shares at an average cost of $435.51 per share. This added up to 7.7 percent of shares outstanding. The stock isn’t the incredible bargain it was in 1975, but still seemed a wise investment. 

 1999. Since 1975 we have repurchased more than half of the outstanding stock of the company, which means you own twice as much of the newspaper, magazine, broadcasting, cable, and educational properties as you would have owned if Katharine Graham had not undertaken this program. While the stock is no longer at the bargain-basement prices of the 1970s, it still looked like a good value to us. 

 2010. If you own shares of Post Company stock, you own a larger percentage of our Company today than you did a year ago. As the stock price bobbed up and down during 2010 (mostly down), we repurchased over a million shares of stock out of roughly 9.3 million available at the start of 2010. 

 When we went public in 1971, our Company had almost 20 million shares outstanding; now we have about 8.2 million. Our aim is to repurchase when doing so will make money for shareholders (by buying at a time when the Company is selling at less than the value of its assets). We’ve never bought routinely, regardless of price. Because of our 35-year off-and-on repurchasing, a shareholder since those long-ago days now owns almost two and a half times the percentage of the Company he did in the early 1970s. 

 2015. [W]hen the opportunity presents itself, we can also buy back our own shares if we believe they’re materially below intrinsic value. The Company has done this in significant quantities over time, but not at regular intervals. This is how we will operate in the future as well. Do not expect us to announce that we will spend a certain amount of money on share buy-backs to be completed in a specific time frame. 

 If our share buy-backs are not below intrinsic value, then we are destroying shareholder value, and we’ll refrain from doing so. We believe this is the best approach to share buy-backs and hope you do too. 

 2017. We repurchased about 1.5% of the outstanding shares of the Company at a total cost of $50.8 million in 2017. We continued our approach of buying opportunistically and expect this philosophy to carry forward in the future. I want to expand on this for just a moment because I think Graham Holdings is somewhat unique in its ability to buy back shares, relative to many other companies. 

 Because we are opportunistic repurchasers and prefer to have our finger on the trigger of all capital outlays, we are reluctant to set up a corporate 10b5-1 plan that would require us to buy shares when we would otherwise be unable to do so (blacked out) because we are either close to an earnings release or are in possession of material non-public information, such as a significant transaction that has not yet been announced. In recent years, the black-out period has totaled about 15 weeks annually, leaving approximately 179 trading days where we can buy shares unencumbered. 

 Our daily trading volume is low, relative to most publicly traded companies; we view this positively as it means most of our shareholders are happy to continue to be owners of the Company. In 2017, around 0.35% of our outstanding shares traded daily. Combined with the approximately 179 trading days during which we were eligible to buy, total trades of shares were roughly 63% of our outstanding shares. However, with our long-term shareholder base, a substantial portion of the trading volume represents the same shares trading multiple times. 

 To add another layer, we also need to find the price attractive; and, the more aggressively we buy in the market, the more we risk pushing up the short-term price. So we can’t usually buy back very large quantities of stock in the market. But over the years, buying when we thought the stock was undervalued—and staying away at other times—has been terrific for shareholders. 

 * * * 

 Pension Credit 

 Collected below are additional selections from the Washington Post letters addressing the company’s pension credit. As with buybacks, readers benefit from collecting the treatment of this special topic in a single place rather than recurring to them chronologically. 

 1998. [Our pension earnings] are real in that we will avoid spending that much of the company’s money in the future on retirement benefits. But these earnings are not cash and therefore should be viewed as being of lesser quality than other earnings.17 

 2001. No Washington Post Company annual report would be complete without a few words on pension accounting. [A] large portion of our reported profits comes from our pension credit. Our pension credit has always been a large percentage of our profits because the investment results of our pension fund have been extraordinary. With Bill Ruane and his firm, Ruane, Cunniff, investing the lion’s share of the fund, our returns have been among the best of any U.S. corporation. This gives the people who work here unusual certainty about their pension funding. The reason we have always singled out the pension credit for your attention is that it’s a non-cash item and therefore of lesser quality than the rest of our earnings. 

 Complex accounting rules decide how much pension credit is reported as part of our earnings, but a key determinant is the expected rate of return on assets in a pension fund (the higher the expected return, the larger the pension credit and the greater a company’s reported earnings). For 2002 and the future, we have reduced The Washington Post Company’s investment return assumption from 9 percent to 7.5 percent. We’ve also lowered a second assumption, called the discount rate, by one-half percentage point. As we announced in January, the combined effect of these changes and assumptions would be to reduce 2002 earnings by $20-to- $25 million, although cash receipts don’t go down by a dollar. After our January announcement, our actuaries informed us that our investment returns were much higher than expected, so that the pension credit in 2002 will be off only $10-to-$15 million. 

 Our decision to reduce the return assumption is unconventional and will penalize our earnings compared to those of other companies. Warren Buffett’s article in the December 10, 2001, issue of Fortune seems to me and to our Board to provide overwhelming evidence that it’s not prudent to expect 9 percent returns out into the future. 

 2002. Since Warren Buffett recommended two managers of our pension fund to Kay Graham in 1976, our results have been just about as good as anyone’s. Our pension plans are comfortably overfunded thanks to Bill Ruane of Ruane, Cunniff, which manages about 86 percent of the fund, and Sandy Gottesman of First Manhattan, with the remaining 14 percent. Last year, as this letter mentioned, we reduced the assumed rate of future return on the pension fund from 9 percent to 7.5 percent. (We also reduced a second assumption, called the discount rate, by one-half percentage point.) We did so because we were convinced that future stock market results were unlikely to equal those of the past. This year we’re reducing the discount rate by another quarter percentage point. Our investment results this past year were better than the market but below our assumed rate of return. 

 Why dwell on this? For 2002, pension credit added up to 17 percent of operating income (excluding costs for early retirement programs). Because this credit is non-cash and is of lesser value than the rest of our earnings (although it does give pensioned Post Company employees a high degree of security), it’s important to us that you understand that our reported earnings include millions of dollars that will never see the cash box. 

 2015. We have a different definition of a unicorn than the version popularized in recent years, and we think ours is much rarer: an overfunded pension plan contributed $62 million in profits in 2015. But if you’re like us, you ignore that number because the earnings are not tied to operations, nor can they be used for corporate investment purposes. We pay much more attention to the funding status. 

 At the end of 2015, overfunding hovered around $1 billion, even in what was clearly a sub-par year in terms of our pension investment management, with a 6.2% loss on plan assets. We think overfunding is a real resource for Graham Holdings; but, because of the uniqueness of the position, there are few tried and true methods to follow. In 2016, we have a few paths we plan on exploring to see whether we can put that overfunding to work. 

 



 Chapter Six 

 Steve Markel & Tom Gayner 

 Markel Corporation 

 Markel Corporation’s roots date to the 1930s and it grew into a third-generation family business by the time it went public in 1986. Today, Markel is a large international insurance company with an extensive investment portfolio of securities and operating businesses, with a strong resemblance to Berkshire Hathaway, but on a smaller scale. It has also been among the largest and longest of Berkshire’s shareholders, owning 0.5% of the stock for many decades. 

 The Markel letters all have been jointly authored as a nominal matter. The era from 1986 through 2004 was most clearly the voice of Steve Markel, and those since 2005 that of Tom Gayner. The consistent themes are remarkable, considering the span of time the letters cover and the scale of change in the company over more than three decades. 

 The Steve Markel era provided the centerboard, defining Markel Corporation. The letters convey, expressly and by revelation of business practices, a commitment to long-term economic success. About the first half of that period, from 1986–1992, the letters are short—one, two or three pages—simple, and riveted on operating results. The headings tended to be simple and descriptive and a group photo of the authors appeared near their signatures. 

 From 1993–2004, the letters go deeper and include some classics, especially those of 1996 and 1997, with extended discussion of topics such as the company’s animating philosophy of conservatism; its value system, culture, and style; and corporate governance, in general and at Markel, including Markel’s bonus plan and incentive compensation systems. 

 These letters continuously emphasize management’s long-term thinking, offering a constant advertisement to attract like-minded shareholders. In style, they are all about the same length, around 3,000 words, printed on an average of eight pages of double-spaced text with considerable white space and, through 1997, decoration such as photos and design images. 

 Beginning in 2005, with Gayner as writer-in-chief, the seeds of a shift are planted. The focus remains on the distinctive Markel business and philosophy, and go deeper with an essay-like style. Reinforcing the long-term view, letters provide a 20-year retrospective, with data and analysis. There are essays on discipline, continuous learning, management accountability, investment philosophy, and the advantages of a long-time horizon. And there is coverage of Markel’s changing organizational structure to suit its evolution into an international corporation. 

 All letters since Markel’s 20th anniversary as a public company in 2006 have displayed across the bottom of the first two pages key financial performance data spanning the prior two decades. Several letters explain the rationale: a reminder to shareholders and managers alike of the importance of long-term thinking. 

 Beginning in 2010, there is a further sharp shift, consciously stated, including references to a “new Markel” and the ambition to be a great company. The style is dynamic and energetic, even urgent. Headings are lively and varied each year, now organized holistically by a single narrative theme, such as top headlines of the year, engines driving value, and line items on the 20-year data spread. 

 The letters, still confined to ten pages, use more words and less white space: the 2012 letter was nearly 7,000 words; those of the next two just under 6,000; and about 5,000 since. The letters apologize for their length, conscious of readers’ time, but stress the necessity given the company’s growing scale and complexity. 

 In short, there are two eras in the Markel letter tradition: the first, that highlighted by Steve Markel, with its sustained emphasis on management’s long-term thinking. And the Gayner era, rearticulating the same longstanding principles, but with a subtle enlargement of orientation, one designed to train all shareholders in the virtue of the long time horizon and the Markel approach. The Gayner era, however, can be divided further into two discernable phases: development then execution. 

 The Markel Era: 1993–2004 

 1993 

 Seeking Quality 

 Although the history of our company dates back to 1930, we are a relatively young public company. Our initial public offering was in December 1986, only seven years ago. As a public company, we have endeavored to treat our fellow shareholders as equal partners. 

 We are committed to sound business practices and we try to provide complete disclosure so that our partners can fully understand the value of the company. The objective of our shareholder relations program is to attract and retain investors who share our long-term goals. 

 If we are successful in meeting our objective, we would expect our stock to trade at its intrinsic value and be less sensitive to issues unrelated to the value of the company. 

 Dividends and Splits 

 We are earning very strong returns on our capital and have confidence in our ability to do so in the future. As a result, we have no plans to institute cash dividends. 

 The intrinsic value of our company will be the same whether we maintain 54 million shares outstanding or split them to increase that number. Splitting the number of outstanding shares will not result in the stock trading at a price more closely related to its intrinsic value. In fact, the opposite may well be true. 

 Metrics 

 In managing our business, we try to value sound economic judgment over accounting conventions which often do not represent meaningful economic reality. This philosophy will sometimes result in decisions which reduce accounting earnings, yet increase our “real cash money.” 

 We can find two prime examples of this in our business. First, our investment objective is to maximize total returns. In doing so, we invest in common stocks where we sacrifice current income for the opportunity to enjoy capital appreciation. The value of this policy can be seen in our total returns, which have averaged over the past five years. 

 A second example relates to the amortization of intangible assets. As a result of prior acquisitions, we have significant amounts of intangible assets. A large portion of these assets are tax deductible and are being expensed on an accelerated basis. While accounting convention requires amortization to be included in operating expenses, the charge bears little relationship to our current cost of operations. 

 1994 

 We emphasize long-term performance measures because realized and unrealized investment returns are volatile. A good test of our investment strategy is an evaluation of total returns over several years. 

 1995 

 Compensation 

 In managing our total compensation program, we want salary and benefits to be competitive with the marketplace but not exceptional. On the other hand, we do seek to establish exceptional bonus and stock ownership opportunities, so that we can attract and reward those individuals who make extraordinary contributions to our organization. 

 Our bonus plan has three levels of participation. First, all associates have the opportunity to earn a meaningful cash bonus if they meet the high performance standards and individual goals outlined in their bonus agreements. Second, those associates who have a direct impact on underwriting results can earn bonuses explicitly related to the underwriting profits generated by their product or division. Finally, senior executives are rewarded based on the five-year compound annual growth in book value per share. Our goal is to grow book value by 20% per year; no bonus is paid to senior executives unless we exceed a minimum threshold of 15% compound annual growth over a five-year period. 

 Inside Ownership 

 While cash compensation incentives are effective in aligning our associates’ interests with our shareholders’, we believe that direct stock ownership can be even more powerful. One of our main objectives when we became a public company in 1986 was to achieve broad stock ownership among our employees. 

 At the time, our bonus program did not exist, so we generously distributed stock options as incentive compensation as well as an inducement to stock ownership. Stock options may encourage future stock ownership, but we believe that a “gift” of stock options is not as effective in generating long-term commitment to the Company as an actual purchase of stock. The act of making a personal investment in our Company is a critical step in encouraging an associate to begin to think and act like an owner of the business. Therefore, we do not expect that additional stock options will be a significant part of our incentive compensation plans in the future. 

 We offer many opportunities for associates to become shareholders. Every employee who is eligible for participation in our retirement program (a 401(k) plan) receives Markel stock—purchased in the open market—as part of the Company’s contribution to the plan. In addition, associates can designate all or part of their contribution for investment in the Company’s stock. 

 Associates may also acquire our stock through a payroll deduction purchase plan. They can set the amount to be deducted from each paycheck, and accumulate as much stock as their individual financial situations will allow. The Company supports the program by covering the administrative costs and commissions, and also by awarding an additional share for every ten shares purchased through the plan. 

 Most recently, we offered all associates an opportunity to purchase stock with low interest financing which was partially subsidized by the Company. Over 200 associates participated in this program. At December 31, 1995, over 125,000 shares were owned by these stock purchase plans. 

 In the aggregate, we estimate associates’ ownership at about 32.5% of the Company. This provides a powerful incentive for all of us to focus on our long-term success. As shareholders, we all share the results of our performance. 

 1996 

 Margin of Safety 

 Graham’s margin of safety, simply stated, is the attempt to build a safety net into investment and business decisions. The margin provides a cushion against errors and unfavorable results. This margin is achieved by acting on facts rather than emotions, conservatively forecasting outcomes, diversifying risk and erring on the side of safety when presented with options. Consistently applied, the concept is a powerful business tool. At Markel we attempt to apply Graham’s concept to all our decisions. 

 Conservatism 

 Because it is the largest and most difficult to measure, the provision for unpaid losses and loss adjustment expenses is the most important account on an insurance company’s financial statement. This is certainly the case for Markel. This account also best represents our philosophy of conservative accounting and providing a margin of safety. As we have said many times, our goal is to establish loss reserves at a level that is more likely to prove redundant than deficient. This standard of setting loss reserves is somewhat different from other insurers. 

 Investing 

 We believe it is important to manage our investment operation with the same thought, diligence and margin of safety as our underwriting operations. Excellent investment results combine with our underwriting profits to produce superior long-term growth in book value. Our investing philosophy is based on the goal of achieving the best after tax total return and protecting the integrity of our insurance operations. We focus on total return rather than current income. We seek to build value. 

 In our equity portfolio, we try to avoid undue risk of loss by knowing as much as possible about the companies we purchase. We do extensive research on the companies, and we visit and talk with their managements. Because of our knowledge and comfort with the insurance industry, we often buy other insurance stocks. We are long-term holders. 

 We like the idea of building large unrealized capital gains. To the extent that gains are not realized and taxes are deferred, we can continue to invest money that would have been used to pay taxes. Among its other virtues, this also creates a margin of safety. When future markets cause lower stock prices than today, the book value impact will be cushioned by this tax provision. 

 1997 

 Listing 

 In June 1997 we were listed on the New York Stock Exchange. While we were generally pleased with NASDAQ and certainly enjoyed a great deal of support from NASDAQ market making firms, it was our desire to try to reduce the spread between the bid and asked prices of our stock. We believe this has occurred and we are pleased to be a NYSE listed firm. We continue to see no valid reason to split our shares. (In fact, NYSE fees are based on number of outstanding shares, so we save money by not splitting.) 

 However, we would caution our fellow shareholders and potential new shareholders to be thoughtful when buying or selling our stock. If you see a $2 spread between the bid and asked prices, remember that it represents only a 1.3% spread on a $160 stock price. Most transactions in other securities are likely to be more expensive. Additionally, we enjoy a very loyal base of shareholders and have low share turnover. As a result, the stock price can move on very little volume so it is wise to be patient when buying or selling. 

 Intrinsic Value 

 Ideally, the growth in share prices and the growth in intrinsic value should be identical. This rarely happens in the short term but should occur over long periods of time. We want to share with you important information about your company so you can estimate its intrinsic value. We have no desire for our stock to trade at levels either significantly higher or lower than its intrinsic value. 

 Unfortunately, there is no exact science in determining that number. Today the stock is priced higher in relationship to many determinants of value than in previous years; however, we remain committed to building book value at a 20% annual rate, and we think the Company will continue to be an excellent investment for those with a long-term view. 

 Culture 

 The Markel Style is our value system. It describes how we conduct our business. Among the values we believe in are “a pursuit of excellence, honesty and fairness in all of our dealings [and] a respect for authority but a disdain of bureaucracy.” Our organization today includes 830 associates. With such a large group, it is not easy to build a strong corporate culture; however, it has been and will continue to be an important part of our success. One of the primary reasons for this success is that we have a large group with long tenure. Over 25% (227) of our associates have been with the company for ten years or more. Over forty associates have been with the company for twenty years or more. 

 Another important fact is that all Markel associates own stock in the Company, and many have very significant investments. Several years ago, we essentially eliminated the use of our stock option plans and instead have offered our associates stock purchase plans with subsidized interest on loans used for the purpose of purchasing Company stock. This past year over 250 associates participated in the plan and purchased over $6.3 million in stock. 

 Our goal, of course, is for our associates to be and feel like owners of the Company. We believe this will promote The Markel Style, encourage everyone to work hard and enjoy what they are doing and focus on building long-term value. 

 1998 

 Culture 

 As an organization, one of our core strengths has been our strong values; values we articulate in The Markel Style. Often organizations have trouble balancing the different demands from clients, associates and shareholders. Some would believe that every decision is a trade-off among these different interests. We disagree. Our goal is to make decisions which support all constituencies. For example, associates become owners through payroll stock purchase programs and loan plans, as opposed to dilutive stock options. Additionally, our incentive compensation systems are designed to reward individual achievement. Our performance culture builds financial strength which our clients can count on. Creating an atmosphere in which people can reach their personal potential is much easier when the business is growing and successful. 

 Success breeds success and we have designed Markel to be successful. We also know that just as soon as we become complacent, just as soon as we start to think we’re pretty good, then we’re headed for trouble. We pledge not to become satisfied with what we’ve done in the past. We set long-term goals and we work toward them every day. We’ve come a long way and we are excited about the road ahead. 

 1999 

 Investing 

 We believe that in the long-term we can significantly enhance shareholder value by allocating significant investment funds to common equities. We do not think about risk in the context of short-term volatility but rather in the context of a permanent loss of capital We buy shares of companies where we believe the business will earn good returns on capital and which are being run by honest and talented, shareholder-oriented managers who are building the value of the enterprise. We expect to share in the increased value of the business over the long-term. (We hope you, as a shareholder of Markel, have a similar view with regard to your investment.) Our result in equity investing was disappointing in 1999. In most cases we are pleased with the companies we have selected and believe the business fundamentals are sound even though stock market prices have suffered. 

 We concentrate our equity portfolio in relatively few securities. At year-end our top five positions represented over 32% of our portfolio and the top 20 represented 71%. While diversification might reduce short-term volatility, we do not believe it maximizes long-term total return. We believe we can earn the best returns by concentrating our focus and our portfolio in promising areas where we have the best understanding and knowledge. In 1999 our concentration in other insurance stocks contributed to our disappointing results, and our failure to invest in the red-hot portions of the NASDAQ market prevented us from enjoying the well-advertised, but narrowly based, returns of the bull market. 

 2003 

 Governance 

 [Corporate governance drew national attention during the early 2000s, thanks to financial reporting abuses that prompted the Sarbanes-Oxley Act.] As a result of the recent abuses we now will be forced to live with new laws and regulations intended to improve corporate governance. Unfortunately, some will follow the letter of these new rules and do nothing to live up to the spirit behind them. Likewise, many of these requirements will add cost without any benefit and in some cases will undoubtedly make governance worse. 

 Fortunately, we have always met the spirit of sound corporate governance and we do not need to change our philosophy. We have always believed our shareholders should get their fair share of the business returns and not be exposed to any management “haircut.” We decided not to issue dilutive stock options many years ago. Our bonus plans are logical and rational and correctly align our associates’ performance with shareholder value. They are fair for both associates and shareholders. 

 Our stock loan plan has enabled associates to acquire reasonable amounts of stock and pay for it over an appropriate term at attractive interest rates. We have not forgiven share loans. The plan is far more shareholder friendly than option plans. Unfortunately, your executive officers and directors will no longer be able to participate in these plans. It seems inconsistent that under the new rules option plans are allowed, yet loan plans are not. An option plan is the equivalent of an interest-free loan where the beneficiary can walk away from repaying the principal. 

 2004 

 Investing 

 We believe there are two fundamentally distinct approaches to making money in investment markets. “Traders” attempt to benefit from price volatility and successfully trade positions to earn profits. “Investors”, by contrast, seek to own profitable businesses at reasonable prices and benefit from the underlying growth in the business they own. In the short run, being a skillful trader is important. As the noted investor John Templeton said, “Share prices fluctuate more than share values.” In the long run, however, investing ability becomes more important. The financial skill to identify profitable businesses at reasonable prices and, having the temperament to stick with them through ups and downs, generate favorable long-term returns. 

 We are investors, not traders. We are pleased with the businesses we’ve bought over the last several years as we’ve increased our allocation to equities and we are optimistic about their future prospects. While year-to-year returns will fluctuate with the moods of the stock market and company specific events, we expect our returns as investors over time to be similar to the underlying returns of the businesses themselves. Given the businesses we own, we are happy with that prospect. 

 Partnership Spirit 

 [T]he shareholders of Markel also are committed to our long-term success. A large percentage of our shares are held by associates who view ownership of Markel as a critical piece of their financial future. Our external shareholders also tend to be long-term owners of the business and have provided us with financial capital, ideas and support that help us achieve our goals. 

 The Gayner Era Phase One: 
2005–2009 

 2005 

 A major area of interest in the investment markets these days is “Alternative Investments.” This includes hedge funds, private equity, and various other asset classes that are thought to provide investors with both attractive and non-correlated returns. As Warren Buffett of Berkshire Hathaway noted in a recent talk, investment markets regularly progress through a sequence where they are led by innovators, then imitators, then swarming incompetents. We don’t know exactly where “alternative investment” markets are in that progression but we believe they are in the second, if not the third, stage of development. We also believe that the high transaction and ongoing management fees common in this area diminish the long-term returns available to the ultimate owners of the underlying businesses. 

 To prepare for the opportunities we see developing in these markets over the next five to ten years, and more importantly to participate in promising opportunities, we pursued two private transactions in 2005. While the dollar amounts invested are relatively small at this time, we are optimistic they will lead to additional opportunities. Both of these opportunities meet our four criteria above: profitable businesses with good returns on capital, management teams with equal measures of talent and integrity, reinvestment opportunities and capital discipline, and reasonable prices. 

 2006 

 Long-Term 

 While we are delighted to discuss 2006, we recognize that in any one year fortuitous timing (good luck) influences our results just as much as, if not more than, our fundamental business discipline. Over longer time horizons, however, the effect of timing fades away. It is superseded by sound business principles and skilled application which becomes evident only with the passage of time. These facts help, in part, to explain why we focus on long-term measures at Markel. Anyone, including us, can get lucky in the short-term. However, over 10, 20 or more years, only companies with skill and discipline can consistently produce value for their shareholders. 

 For the [past] 20 years, in every important category, we posted compound growth rates of higher than 20%, albeit from very modest beginnings. The measures reflect our core goals: underwriting profits and growth in book value per share. Over the 20-year period, we missed our underwriting target six times on an annual basis. These shortfalls occurred due to acquisitions where we purchased companies in need of improvement, the events of September 11, 2001 and the hurricanes of 2005. Despite the periods of annual shortfalls, we are very proud of our underwriting results over time. 

 The 2006 year was also fantastic for our investment portfolio. We enjoyed a measure of good luck this year as we earned 25.9% on our equity portfolio and 5.2% on our fixed income portfolio for a taxable equivalent total return of 11.2%. Given the inherent investment leverage in our insurance operations, these levels of investment returns more than support our long-term goal of high returns on Markel’s shareholders’ equity. 

 More important than the returns of any one year though are the returns created over years and decades. Over long-term periods, when time and our investment discipline begin to outweigh good luck, our results have been wonderful as well. For the last five years we earned 13.9% on our equity investments and for the last ten years we earned 14.3%. By comparison, the S&P 500 over these time frames returned 6.2% and 8.4%, respectively. This is a dramatic out performance over meaningful periods of time. 

 Over the course of 20 years, you will notice annual volatility in growth in book value per share. As we have a long-term time horizon and focus our energies on economic earnings, sometimes to the detriment of quarterly and annual reported earnings, we have always been willing to accept some short-term volatility in book value growth. However, when examined over longer periods of time, volatility diminishes and the pattern of performance emerges. This can be seen over the past five and 20 years, as book value per share grew at a compound annual growth rate of 16% and 23%, respectively. 

 Long-Term 

 In 1986, it would have been impossible to forecast the real estate troubles of the early 1990s and the collapse of the savings and loan system in our country. It would have been impossible to foresee the rise of the internet, the weakening and strengthening and weakening again of the dollar. It would have been impossible to foresee the swings in energy prices. It would have been impossible to foresee the nature of the geopolitical struggles we’ve seen in the Middle East. It would have been impossible to foresee the terrorist attacks of September 11, 2001. All of these things affected the world’s economies temporarily, but no one could forecast them, or their effects, with any consistency. 

 At Markel, we didn’t forecast them, and we didn’t need to, in order to create excellent long-term returns for our shareholders. We simply took the capital we had and used it to the best of our abilities in the insurance and investment arenas following sound and proven business disciplines. We learned each year and continued to develop our knowledge in insurance, investments and acquisitions. The long-term results speak for themselves. Equally important, this approach suggests that our culture, systems, learning, skills and decision making should remain effective in our effort to earn superior returns on capital in the future. 

 Discipline 

 Whether it is our underwriting or investing operations, we believe that our discipline over long periods of time is what distinguishes us from our competitors. Many of our associates have long periods of service with Markel. At December 31, 2006, a quarter of our 1,897 associates have been with us for over ten years. These associates have experienced the hard and soft insurance markets and bull and bear investment markets. 

 Dynamism 

 We also believe that our time tested and proven investment philosophy increases the odds of learning and replicating good results into the future. Recently Bill Miller, one of the most successful money managers in the last 20 years, made a comment that speaks to this point. He noted that an individual security oriented, value-based discipline differs meaningfully from an investment approach based on the forecasting of events or circumstances. 

 The important difference between the two is that good forecasting doesn’t seem to lend itself to future success in accurate forecasting. By contrast a value based approach of working on business fundamentals such as understanding the reasons for returns on capital, management skill and integrity, reinvestment opportunities, and valuation, seems to offer better skills and results with longer practice. 

 [O]ur underwriting and investment disciplines allow us to learn from our inevitable mistakes and get better as time goes by. 

 Investing 

 To review the catechism of our four-part equity investment philosophy, we seek to invest: 1) in common equity of profitable businesses with good returns on capital, 2) with honest and talented management teams, 3) with reinvestment opportunities and capital discipline, 4) at fair prices. The north star provided by this time-tested discipline creates a guide to constant learning and improvement. 

 It is important to engrain this discipline in good years because we will need to remember it and stick to it during bad years. At some time in the future, we will have less than wonderful news to report from a single year’s worth of investing activities. All good investors suffer years of underperformance. In those times, it is easy to lose your moorings and drift into different styles and methods of investing since whatever discipline or approach you were using didn’t work out so well over the most recent twelve-month period. 

 If your basic discipline is sound, drifting away from it is a big mistake. This mistake is common among both amateur and professional investors. Most people simply cannot take the psychological pain of underperforming for very long. The inherent uncertainty in investing and thinking about the unknowable future, causes people to embrace the practices of what others are doing currently. Human nature seeks comfort in crowds rather than the relative isolation of remaining independent in thoughts and actions. 

 Our investment discipline also tends to create excellent tax efficiency over time. The items we focus on, such as basic profitability and good reinvestment attributes, are typically long-term attributes of a company. As such, we tend to buy and hold our equity investments for significantly longer periods of time than most institutional money managers. In fact, our ideal investment is one that we can own forever. The result is that we defer the payment of taxes into the future rather than paying them each and every year as a short-term trader would. 

 2007 

 Compensation 

 In recent years, executive compensation in many companies has increased much faster than seems rational. We do not believe this has happened at Markel. While we want and expect to be paid reasonably and fairly, our board has used common sense and good judgment to establish executive management’s compensation levels. We do not use compensation consultants and we do not keep track of every competitor’s program. We simply want to be absolutely certain that Markel shareholders get a fair deal as regards executive compensation. 

 The executive team has a very simple bonus plan based on five-year compound average growth in book value per share. This has been our primary financial benchmark for judging our performance for many years. It also makes a lot of sense as growth in book value per share incorporates both underwriting and investing and a rolling five-year period focuses our attention on the long-term. We believe this approach follows our goal to build financial value over the long-term. 

 Stock ownership is also a very important component of our compensation philosophy. Many companies believe stock options achieve this ownership mentality. We disagree. We do not use options as part of our ownership programs. We believe purchasing, paying for and assuming the downside risk are all integral components of stock ownership. All senior managers at Markel are expected to invest in the Company and own a multiple of their salary in Markel stock. We have established many opportunities for this to occur. 

 All U.S. Markel associates who participate in our retirement plan receive part of Markel’s contribution in Markel stock. We have payroll deduction plans as well as low interest loans to help encourage stock purchases. And finally, a substantial portion of many of the senior executives’ annual bonuses is paid in restricted stock. An important element of these plans is the education of associates so they understand the economics of the Company and stock ownership. At year end, associates owned more than 10% of our outstanding shares with a market value over 3 times our annual base compensation expense. 

 Stock Prices 

 We generally do not discuss the market price of our stock. However, we share another Berkshire Hathaway shareholder principle that is closely related to treating you as business partners. It involves how we think about our stock price, our business and our long-term orientation. Our goal is to build the financial value of the Company over the long-term, and we would like the stock price to reflect the Company’s underlying value as consistently as possible. 

 We, and we hope you, understand that during short periods of time, the stock price may not move exactly or even in the same direction as the Company’s intrinsic value. For the Company and its long-term owners, it is not in our best interest for the price of our stock to be either unrealistically too high or too low. Consequently, we try to communicate as openly and consistently as possible to help the marketplace make reasonable judgments about our intrinsic value. Over long periods of time, we think that this has indeed occurred. 

 Part of our effort to have the closest correlation between stock price and intrinsic value involves attracting shareholders who have a good understanding of our business and share our long-term orientation. Ideally, they will also think of themselves as our business partners and will look at our long-term results and future prospects more than the daily fluctuation of the stock price. We believe that one of our great strengths is that we have just such a shareholder base. 

 2008 

 A year ago we remarked, “We present the 20-year table to remind you, and us, of the importance of maintaining a long-term perspective.” Last year was a good year. This year was not. Throughout the decades, our underlying philosophy and long-term vision remain the same. We think it is just as important to remember this in a year when things did not go as well as we would have liked. 

 The best thing we can say about 2008 is that it is over. It is also a year when we learned a great deal about volatility, resilience, flexibility and margin of safety. We look forward to applying those lessons in 2009 and beyond. 

 2009 

 Long-Term 

 We enjoy a profound advantage by embracing a long-term horizon at Markel. We run and operate this business with a view of years and decades as opposed to quarterly and annual comparisons. We think that stands as a unique advantage in today’s business world, and we intend to make the most of it. We use this freedom to make long-term decisions to build the value of this Company and your holdings over time. We appreciate our shareholder partners and the role you play in helping us maintain a culture of long-term business excellence in the face of a very short-term oriented world. 

 While no single measure captures all of the value creation at Markel Corporation for its shareholders, we believe book value per share works as the best proxy. Over longer and more meaningful periods of time, such as 5 and 10 years, book value per share grew 11% and 15%, respectively. We produced these results during periods when investors in general earned low or negative returns. 

 Our goal is to make sure that Markel is immortal despite the fact that none of us enjoy that status. As such it is critical for the long-term health and development of your Company that the management team is refreshed and renewed continuously. Some of this renewal comes from existing managers taking on new roles and responsibilities. Some comes from the addition of new people into our organization. 

 The Gayner Era, Second Phase: 
2010–2017 

 2010 

 Succession 

 In 2010, we formalized a management succession plan to perpetuate the long-term success of Markel. We formed an Office of the Chairman with Alan Kirshner as Chairman and Steve Markel and Tony Markel as Vice Chairmen. We also formed the Office of the President with Mike Crowley, Tom Gayner and Richie Whitt. 

 Alan, Steve and Tony created the vision for the modern Markel Corporation, which launched into the public arena in 1986. Their dreams for the Company took Markel from a small, regional insurance operation to a global insurance and financial firm. Through articulation of the values we all share as outlined in “The Markel Style,” a series of bold acquisitions and day-to-day execution of the details, their leadership has presided over a great success story. They plan to continue their strategic and oversight roles indefinitely. 

 Dynamism 

 We are delighted to update you on this year’s financial results, business activity and our outlook for the future in this annual report. We appreciate that you, as the owners of Markel Corporation, share our interests in building the long-term value of this Company. We also recognize that the relationship between the management team at Markel and our shareholders is uncommon in today’s short-term focused world. We treasure this relationship as it allows us the unique opportunity to build this Company in a durable and profitable manner. 

 Metrics 

 While no single measure can ever really capture the total financial picture, we have historically reported to you the book value per share as a reasonable proxy for our performance. We expect to continue to rely on book value per share as the most important metric for measuring the progress of the Company as a whole. 

 In addition, the ongoing growth of our non-insurance operations contained in the Markel Ventures group, and capital management actions such as share repurchases, will mean that we may augment that statistic with other relevant measures. We will fully share with you the key measures that we ourselves look at to make and judge our business decisions. 

 Dynamism 

 In keeping with [a] sense of taking everything to warp speed as the overall environment shifted, we’ve implemented a series of dramatic changes at Markel in recent years. We’ve changed our basic business model of how we market and distribute insurance. We’ve changed the senior leadership team to assure continuity into the future. We’ve changed information technology systems and approaches to how we manage the Company. We’ve changed by adding to the countries and markets where we operate. We’ve even changed the scope of the businesses we operate with the addition of Markel Ventures. 

 As we’ve worked through these changes, one thing has not changed and will not change, namely, the Markel Style, which describes the values by which we operate this Company. Markel operates with integrity. We value our associates and our customers. We maintain a long-term view while operating our business, and we do not cut corners or take shortcuts to make current results look artificially better. 

 Seeking Great Companies18 

 [W]e follow the same four-part checklist that we use in investing in publicly traded securities. As long-time readers of this report will know, we are looking for profitable businesses with good returns on capital, run by honest and talented management teams, with reinvestment opportunities and capital discipline, at fair prices. 

 We also offer tremendous advantages to potential sellers of these businesses. We offer a long-term home for great businesses. If sellers want to make sure that their business is permanently placed in patient hands that will help current and future managers to build wonderful businesses, we are a unique buyer. We will not use excessive leverage or look to sell to subsequent buyers. That one sentence differentiates us from 90% of the other buyers in the world. 

 P.S. If you or someone you know owns a business that meets these criteria and would like to find a permanent home let us know. 

 2011 

 Growth 

  In 1986, it took us a grand total of 38 pages to cover the materials in the annual report with the letter taking the whopping total of one page. While our goals for communication remain exactly the same, immense regulatory changes in reporting practices and the wonderful growth of the business means that this year the report comes in at 138 pages. And the letter takes a bit longer too. 

 We apologize for the heft, but much has changed at Markel over the years, and we have a lot more to tell you in this report. We have a lot more ways to produce returns for you in 2012 compared to 1986. We believe we are on the cusp of a new and important era at Markel as a diverse financial holding company. 

 Trust 

 One key reason why things have worked out so well for Markel over time is the environment of TRUST that exists at your company. We appreciate that you as shareholders have entrusted us with your capital to build the value of your investment over time. You’ve given us great latitude to pursue this goal without artificial constraints, and we’ve validated your faith in us by producing excellent results over time. 

 We work hard every day to maintain and build a level of trust around Markel because we think that makes our business better. It is almost magical to live in this environment and enjoy the mutual commitment that the people of this company feel towards each other and towards the company. 

 2012 

 Mistakes 

 Recently, a head coach made a seemingly counterintuitive statement before a game when he said, “I think that the team that makes the most mistakes will win.” That sounded like an unusual statement, but he went on to say that his team needed to be aggressive, and be willing to make mistakes, to produce a victory. An unhealthy fear of mistakes can lead to being too passive or fearful. That leads to stiffness and subpar results. It is important to be willing to act positively, and accept reasonable mistakes, so that the organization can learn, and grow, and deal with a rapidly changing world. 

 We do that at Markel, and we think that this willingness to take personal responsibility, admit errors, learn, and move forward is a unique competitive advantage for the company. 

 Investing 

 By considering four basic types of questions about individual companies and securities we try to develop enough confidence to make a decision. 

 Our first question is, “Is this a profitable business with good returns on capital without using too much debt?” Second, we ask ourselves, “Is the management team equally and sufficiently talented and honest?” Third, we ask, “What are the reinvestment dynamics of the business and how do they manage capital?” and finally we ask, “What is the valuation and what do we have to pay to acquire ownership in the business?” 

 While these are four simple questions, the process of thinking deeply about them tends to produce robust results over time as demonstrated by our long-term record. Those questions also tend to encompass consideration of some of the macroeconomic factors that tend to cause so much worry and anxiety for so many investors.19 

 2013 

 This is a long letter. It takes a bit of time to update you on how things progress each year. If you just want the Twitter version of less than 140 characters, here it is: 2013 a great year. Doubled insurance business with Alterra acquisition. Rest of Markel grew by double digits. Expect more over time. 

 Long-Term 

 We are focused on the long-term creation of value at Markel. We therefore focus on bottom line profitability over multiple year periods, not just short term increases in total revenues. Our compensation as senior managers, and our wealth as fellow shareholders of the company, depends on profitable revenues, not just revenues. That said, when it comes to profitable revenues, more is better. 

 In 1930, “Red” Motley said, “Nothing happens until somebody sells something.” Each and every associate of Markel is a salesman in some form or fashion. We mean this as high praise and we salute the hard work involved. 

 Our 2013 revenues of $4.3 billion were a new high-water mark for Markel. To give you some sense of perspective, ten and 20 years ago our revenues were $2.1 billion and $235 million respectively. While we focus on bottom line profitability rather than top line revenues, there would be no opportunity to produce bottom line profits without revenues coming in the door. 

 Metrics 

 We think that the growth rate of our comprehensive income per share over time is one of the most important financial metrics at Markel. While it will vary from year to year due to external market fluctuations and economic cycles, we think that this measurement over multi-year periods is the best way to measure our economic progress. 

 In the past we’ve headlined our book value per share, while at the same time noting our five-year compound annual growth rate in book value (CAGR). Starting this year, we’d like to shift the emphasis more towards the five-year CAGR rather than the static book value amount. 

 The reason for this subtle shift is that while the insurance businesses of Markel remain tethered to the reasonably accurate GAAP accounting balance sheet definitions of book value, our growing Markel Ventures operations are more accurately valued by considering their generation of cash as shown on the consolidated statements of income and cash flows. Also, capital management activities such as share repurchases, and share issuances in acquisitions, affect the calculation of raw book value. 

 We believe that the five-year change in book value is now just as important a measurement to consider when thinking about the value of your company as the book value itself. 

 Volatility 

 [Net income] is the most volatile of the line items in the 20-year table. We understand this volatility and hope that you do as well. At many organizations, volatility causes people to go nuts. Experience has shown they are tempted to tamp it down and pretend that the world is a smooth place. We do not share this delusion. 

 If we were irrationally afraid of volatility, we could get rid of our equity portfolio, since equities tend to go up and down by greater percentage amounts than bonds. We think that unnaturally attempting to minimize reported volatility would diminish the long-term profitability of the company and work against the interests of long-term owners of the firm compared to short term traders of the stock. 

 We’ll trade a little volatility in reported net income for $500 million anytime we can. A little over ten years ago the amount of our deferred tax liability was approximately $50 million. It’s accurate to say we accomplished zero in our investment operations for the last decade. Correct! We added a zero. Please root for us to do so again. 

 2014 

 While the short-term annual financial results were great, and the stock price went up, results from any single year do not reliably describe the real accomplishments and progress at your company. It takes longer to make valid judgments. 

 To begin to correct for this short-term distortion, we as senior managers mechanically use a rolling five-year measurement period to calibrate things like our incentive compensation. The reason we do that is to get a more accurate proxy of measuring our progress in accomplishing the more important long-term goals. We think that time horizon is a bit longer than what most companies use. We also think that orienting ourselves towards long-term thinking offers us a huge advantage. With a long-term focus, difficult decisions oftentimes become easier and more obvious. 

 The most robust evidence of success in “How we are doing?” can be seen in the embedded 21-year table of financial results that we include in this report. We encourage you to spend just as much time with the numbers and trends in that table as with the words in this letter. The two are intertwined. The culture, the dreams, the vision, and the tasks we describe in the letter, produce the numbers you see in the table. 

 We would not have been as successful producing those results without our vision as stated in the Markel Style, AND, our words about culture, and values, and dreams, would ring hollow had we not produced the economic results described in the table. They are one. 

 2015 

 Dynamism 

 While the rate of change issue seems relentless and instantaneous there is one seemingly contradictory factor at work in the middle of this change, namely, the value of a long-term time horizon. 

 Making decisions tends to be easier and more effective with a long-term time horizon. We frame our choices in the context of seeking the best decisions for the long-term interest of the Markel Corporation. With this frame of mind, we are not trying to artificially make a decision that might appear better for a short time but carry long-term disadvantages. We try our best to measure decisions over appropriate long-term horizons that promote accountability and responsibility, but at the same time recognize that good decisions often take time to achieve the desired effects. 

 2016 

 Long-Term 

 While we necessarily break down our results in the normal pattern of yearly increments, we don’t think about Markel in annual terms. We think about your company in two distinct yet completely connected time horizons, namely, forever and right now. 

 Those two time frames guide our actions. We believe that Markel remains unique among most publicly traded companies in emphasizing the forever time horizon as much as we do. That is an immense competitive advantage for us as we continue to navigate into an always uncertain future that continues to change at faster and faster rates. 

 Business, (and life) these days, resembles an all-out, full sprint, winner take all race, to adapt to the changes wrought by technology. We must continuously learn, and adapt to new conditions, adopt new technological tools, abandon obsolete business practices and systems, find new markets, develop new products, acquire new businesses, and succeed at every other challenge you can think of to continue to build Markel. 

 Ironically, we are served immensely well in this task by our dual time horizon culture. The emphasis on right now means we need to make appropriate changes and adapt to this way of doing business right now! There is no time for cherishing old ways and reminiscing about an idyllic past. (In point of fact, the past was never idyllic; it is just falsely remembered that way because we survived it.) In prior eras the joke was that between faster, better, and cheaper, you could pick any two. Now, that is no longer the case. We need to be able to provide all three. 

 In the midst of this urgency, we have a profound competitive advantage. Namely, we think about each of the right now decisions in the context of forever. We’re not making decisions for the expediency of getting through one day. We are thinking about them in the context of what is the best decision we can make today in order to build the long-term durability and profitability of the Markel Corporation forever. 

 We think that very few organizations enjoy this profoundly clear mission and degrees of operational freedom to pursue this goal. The only reason we remain free to do so is that you, our shareholders, have placed an immense amount of trust in us. We’ve acted in your best interests over decades, and our record of financial success helps to demonstrate your wisdom in allowing us to do so. 

 Information Technology 

 When Sam Markel started this company in the 1930s, there were no computers, fax machines, jet engines, web portals, smart phones, or the internet, among other things. We adapted to those new tools as they came along and we will continue to behave in just the same way as new tools become available. The goals then, as they are now, were to serve our customers by being better underwriters, and more efficient administrators of the process. 

 Throughout 2016, we increased our efforts to improve our knowledge of our business and efficiency in our operations. The language in this letter is that of a layman. Discussions of Information Technology can drift immediately into jargon and unfathomable acronyms, but suffice it to say that we are full at the task of being a digital, and scalable, organization. We are doing so through our ongoing development of in-house resources as well as using external, proven, world class vendors to assist us in this effort. 

 This crucial task continues to increase in cost and complexity. That said, failure is not an option, and we will continue to iterate to a continuously better outcome. As Michael Jordan remarked, “I’ve failed over and over again in my life, and that is why I succeed.” 

 Investing 

 In 2016 we reported a total return of 4.4% from our publicly traded securities portfolio. For the year we reported a total return of 13.5% on our equity investments and 2.4% on our fixed income securities. For the last 5 years we earned a return of 15.9% on our equity portfolio and 3.1% on our fixed income securities. 

 We specifically use the term “reported” for the one year number and “earned” for the 5 year term. Those words describe two different, yet related things, and we think it is important to conceptually discuss the nuance meant by using those two different words. 

 First, the “reported” returns from 2016 are exactly that. These are publicly traded securities, with robust markets, that provide easily measurable marks for how to tote up the market values of these portfolios. 

 The “reported” amounts represent the absolutely straightforward arithmetic of starting with the market values from the beginning of 2016, accounting for the cash flows in and out of the portfolio throughout the year, and dividing the ending balances by the starting market value. That easily soluble equation yields the answer for the “reported” investment return. 

 Here’s where it starts to get complicated. It’s also where it is important to keep going from that reported number, to a more important understanding, of what really happened in investments during the year. 

 In our opinion, while the equity portfolio enjoyed a reported return of 13.5% for the year, we believe that the underlying economic performance of the businesses we own in that portfolio was probably slightly less than that reported return. Some individual companies performed meaningfully better than what the change in stock prices would suggest, and some performed less well than you might think at first glance. 

 Additionally, the dispersion of economic performance between individual companies, and one industry as compared to another, seems to be getting wider in our opinion. In aggregate, the overall equity portfolio return of 13.5% remains directionally correct in describing the underlying business performance of our investees, but that number is not precise in describing their aggregate economic progress, and we believe it might be just a touch high. 

 For five years though, the story starts to change, and change for the better. For five years we “reported” a return of 15.9% per year on our equity investment portfolio. We think that number closely describes what we “earned” as well. The point that we are driving home is that this “reported” number is now more qualitatively robust, and more directionally correct, in gaining an accurate understanding of how we are doing in our equity investment operations. 

 With the passage of time, the difference between what we “earn” and what we “report” fades away. The year to year volatility in the “reported” amounts dissolve into the reality of what we actually “earn”. Five years is not a perfect measurement period to reconcile that difference between the words of “report” and “earn”, but it is better than one year. The good news for you is that we as managers think about this over even longer time frames than five years, and act accordingly. 

 We make the best decisions we can right now to create the best forever results. (There’s that dual time horizon concept at work.) Please pardon our usual accounting digressions but we believe it is fundamentally important to understand these issues in order to understand how we think, and how we make decisions around Markel. We care about economic reality more than accounting entries. We’ll go so far as to say that we think that emphasis is somewhat unique, and part of what drives our ongoing competitive advantage. 

 2017 

 The 2017 financial statements accompanying this letter provide you with numbers that reflect this year’s economic progress towards the goal of “building one of the world’s great companies.” As is the case with any single year, those numbers tell only part of our story. Over the course of time though, the numbers become more robust and meaningful. They continuously reveal more chapters of the book. The numbers themselves become inseparable threads in a beautiful tapestry. That tapestry depicts the narrative of “building one of the world’s great companies.” We’re pleased to report to you that we continued to weave that multi decade tapestry in 2017. Progress did not take place in a straight line in 2017. It almost never does. 

 2018 

 The Right Owners 

 In order to build one of the world’s great companies we need to have what someone once called, “The Right Owners, the Right Associates, and the Right Strategy.” The first idea is that of the “Right Owners.” As your management team, we want and need a partnership with our owners. We need that partnership to be long term, and not subject to short term whims of market disruptions, or false objectives derived from too short term an orientation. We need our partners to want the same things as we do, namely, the long term creation of one of the world’s great companies. That notion embeds ideas about sustainability, diversity, resilience, durability, and adaptability that have served as the hallmarks of Markel since our inception. 

 Having the right owners with a suitable long term time horizon provides us with an immense competitive advantage. In today’s world, short term and artificial time pressures permeate too many decisions. Our dual time horizon of, Forever and Right Now, allows us to make necessary, Right Now, decisions on a day by day basis. But, we always get to make those decisions with the Forever mindset guiding us while we do so. That is an incredibly rare advantage in today’s world. It would not happen without you as long term committed owners. For that we are greatly appreciative. Thank you. 

 * * * 

  Markel Corporation: financial highlights 

  [image: ] 

 (1) CAGR – compound annual growth rate 
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 Chapter Seven 

 Jeff Bezos 

 Amazon 

 Amazon today is a visible powerhouse in many arteries of commerce, a behemoth e-tailer and developer of innovative products from Kindle ebooks to cloud computing. But its debut in 1997 focused solely on the novel, niche basis of selling books over the internet. Early shareholders would not gain significant returns for a decade or more, but relentless focus and expansion delivered enormous payoffs to those who were patient. Founder Jeff Bezos had advised as much in his annual shareholder letters, starting in 1997. 

 The 1997 letter announced that it was Day 1 for the internet and for Amazon. Since then, Bezos has repeatedly stressed that it remains Day 1. A key section of that 1997 letter stresses the long term. In every letter since, Bezos has attached the 1997 letter, as a statement equivalent to Berkshire’s Owner’s Manual. 

 Letters through 2006 (plus 2008) emphasize shareholders and a clear desire to attract those with a long-term view, as the business model is customer-centric and shareholder results will accordingly follow, but only over time. While those letters also contained essays on business philosophy, they repeatedly referenced the relation between customer centrism and long-term shareholder value. They were relatively short, typically two or three pages, with word counts around traditional op-ed length of around 1,000 words. 

 Since 2009 (and 2007), however, the letters become less pitched to shareholders, instead spending considerable effort reviewing product innovations, Amazon’s internal processes, and Bezos’s philosophies of business, innovation, and strategy. As before, the letters do not analyze any of the company’s financial data or performance, but rather its vision, culture, innovations, and latest products. There is a lingering sense that these add up to the need for patience and long-term thinking among shareholders, but it is no longer explicit. Staring in 2013, moreover, these letters were much longer—five or six pages and 4,000 to 6,000 words. 

 Perhaps with Amazon’s record, Bezos no longer feels the need for such shareholder hortatory; yet he repeatedly stresses the urgency for innovation and relentless need to satisfy customers or die. Other CEOs should appreciate that shareholders benefit from sustained reminders of the importance of a long-term view. Bezos does address exactly that criticism in one of his letters in this period, but otherwise does not come to grips with the point. CEOs might wish to emphasize more the examples of the earlier than the later Bezos. 

 1997 

 Long-Term 

 We believe that a fundamental measure of our success will be the shareholder value we create over the long-term. This value will be a direct result of our ability to extend and solidify our current market leadership position. The stronger our market leadership, the more powerful our economic model. Market leadership can translate directly to higher revenue, higher profitability, greater capital velocity, and correspondingly stronger returns on invested capital. 

 Our decisions have consistently reflected this focus. We first measure ourselves in terms of the metrics most indicative of our market leadership: customer and revenue growth, the degree to which our customers continue to purchase from us on a repeat basis, and the strength of our brand. We have invested and will continue to invest aggressively to expand and leverage our customer base, brand, and infrastructure as we move to establish an enduring franchise. 

 Because of our emphasis on the long-term, we may make decisions and weigh tradeoffs differently than some companies. Accordingly, we want to share with you our fundamental management and decision-making approach so that you, our shareholders, may confirm that it is consistent with your investment philosophy: 

  	We will continue to focus relentlessly on our customers. 

 	We will continue to make investment decisions in light of long-term market leadership considerations rather than short-term profitability considerations or short-term Wall Street reactions. 

 	We will continue to measure our programs and the effectiveness of our investments analytically, to jettison those that do not provide acceptable returns, and to step up our investment in those that work best. We will continue to learn from both our successes and our failures. 

 	We will make bold rather than timid investment decisions where we see a sufficient probability of gaining market leadership advantages. Some of these investments will pay off, others will not, and we will have learned another valuable lesson in either case. 

 	When forced to choose between optimizing the appearance of our GAAP accounting and maximizing the present value of future cash flows, we’ll take the cash flows. 

 	We will share our strategic thought processes with you when we make bold choices (to the extent competitive pressures allow), so that you may evaluate for yourselves whether we are making rational long-term leadership investments. 

 	We will work hard to spend wisely and maintain our lean culture. We understand the importance of continually reinforcing a cost-conscious culture, particularly in a business incurring net losses. 

 	We will balance our focus on growth with emphasis on long-term profitability and capital management. At this stage, we choose to prioritize growth because we believe that scale is central to achieving the potential of our business model. 

 	We will continue to focus on hiring and retaining versatile and talented employees, and continue to weight their compensation to stock options rather than cash. We know our success will be largely affected by our ability to attract and retain a motivated employee base, each of whom must think like, and therefore must actually be, an owner. 

 

 We aren’t so bold as to claim that the above is the “right” investment philosophy, but it’s ours, and we would be remiss if we weren’t clear in the approach we have taken and will continue to take. 

 1998 

 The most important thing I could say in this letter was said in last years’ letter, which detailed our long-term investment approach. Because we have so many new shareholders (this year we’re printing more than 200,000 of these letters – last year we printed about 13,000), we’ve appended last year’s letter immediately after this year’s. I invite you to please read the section entitled It’s All About the Long-term. You might want to read it twice to make sure we’re the kind of company you want to be invested in. As it says there, we don’t claim it’s the right philosophy, we just claim it’s ours! 

 1999 

 At a recent event at the Stanford University campus, a young woman came to the microphone and asked me a great question: “I have 100 shares of Amazon.com. What do I own?” I was surprised I hadn’t heard it before, at least not so simply put. What do you own? You own a piece of the leading e-commerce platform. 

 2000 

 As the famed investor Benjamin Graham said, ‘‘In the short term, the stock market is a voting machine; in the long-term, it’s a weighing machine.’’ Clearly there was a lot of voting going on in the boom year of ‘99—and much less weighing. We’re a company that wants to be weighed, and over time, we will be—over the long-term, all companies are. In the meantime, we have our heads down working to build a heavier and heavier company. 

 Long-Term 

 As I’ve discussed many times before, we are firm believers that the long-term interests of shareholders are tightly linked to the interests of our customers: if we do our jobs right, today’s customers will buy more tomorrow, we’ll add more customers in the process, and it will all add up to more cash flow and more long-term value for our shareholders. To that end, we are committed to extending our leadership in e-commerce in a way that benefits customers and therefore, inherently, investors—you can’t do one without the other. 

 2003 

 Long-Term 

 Long-term thinking is both a requirement and an outcome of true ownership. Owners are different from tenants. I know of a couple who rented out their house, and the family who moved in nailed their Christmas tree to the hardwood floors instead of using a tree stand. Expedient, I suppose, and admittedly these were particularly bad tenants, but no owner would be so short-sighted. Similarly, many investors are effectively short-term tenants, turning their portfolios so quickly they are really just renting the stocks that they temporarily “own.” 

 2005 

 Decision-Making 

 As our shareholders know, we have made a decision to continuously and significantly lower prices for customers year after year as our efficiency and scale make it possible. This is an example of a very important decision that cannot be made in a math-based way. In fact, when we lower prices, we go against the math that we can do, which always says that the smart move is to raise prices. We have significant data related to price elasticity. With fair accuracy, we can predict that a price reduction of a certain percentage will result in an increase in units sold of a certain percentage. 

 With rare exceptions, the volume increase in the short term is never enough to pay for the price decrease. However, our quantitative understanding of elasticity is short-term. We can estimate what a price reduction will do this week and this quarter. But we cannot numerically estimate the effect that consistently lowering prices will have on our business over five years or ten years or more. Our judgment is that relentlessly returning efficiency improvements and scale economies to customers in the form of lower prices creates a virtuous cycle that leads over the long-term to a much larger dollar amount of free cash flow, and thereby to a much more valuable Amazon.com. 

 2006 

 Culture 

 At Amazon’s current scale, planting seeds that will grow into meaningful new businesses takes some discipline, a bit of patience, and a nurturing culture. In some large companies, it might be difficult to grow new businesses from tiny seeds because of the patience and nurturing required. In my view, Amazon’s culture is unusually supportive of small businesses with big potential, and I believe that’s a source of competitive advantage. 

 Like any company, we have a corporate culture formed not only by our intentions but also as a result of our history. For Amazon, that history is fairly fresh and, fortunately, it includes several examples of tiny seeds growing into big trees. We have many people at our company who have watched multiple $10 million seeds turn into billion-dollar businesses. That first-hand experience and the culture that has grown up around those successes is, in my opinion, a big part of why we can start businesses from scratch. The culture demands that these new businesses be high potential and that they be innovative and differentiated, but it does not demand that they be large on the day that they are born. 

 2008 

 Focus 

 In this turbulent global economy, our fundamental approach remains the same. Stay heads down, focused on the long-term and obsessed over customers. Long-term thinking levers our existing abilities and lets us do new things we couldn’t otherwise contemplate. It supports the failure and iteration required for invention, and it frees us to pioneer in unexplored spaces. Seek instant gratification—or the elusive promise of it—and chances are you’ll find a crowd there ahead of you. 

 Long-term orientation interacts well with customer obsession. If we can identify a customer need and if we can further develop conviction that that need is meaningful and durable, our approach permits us to work patiently for multiple years to deliver a solution. 

 2009 

 Metrics 

 The financial results for 2009 reflect the cumulative effect of 15 years of customer experience improvements. Senior leaders that are new to Amazon are often surprised by how little time we spend discussing actual financial results or debating projected financial outputs. To be clear, we take these financial outputs seriously, but we believe that focusing our energy on the controllable inputs to our business is the most effective way to maximize financial outputs over time. Our annual goal setting process begins in the fall, and concludes early in the new year after we’ve completed our peak holiday quarter. Our goal setting sessions are lengthy, spirited, and detail oriented. 

 We’ve been using this same annual process for many years. For 2010, we have 452 detailed goals with owners, deliverables, and targeted completion dates. These are not the only goals our teams set for themselves, but they are the ones we feel are most important to monitor. None of these goals are easy and many will not be achieved without invention. We review the status of each of these goals several times per year among our senior leadership team and add, remove, and modify goals as we proceed. 

 A review of our current goals reveals some interesting statistics: 

  	360 of the 452 goals will have a direct impact on customer experience. 

 	The word revenue is used eight times and free cash flow is used only four times. 

 	In the 452 goals, the terms net income, gross profit or margin, and operating profit are not used once. 

 

 Taken as a whole, the set of goals is indicative of our fundamental approach. Start with customers, and work backwards. We have strong conviction that that approach—in the long-term—is every bit as good for owners as it is for customers. 

 2010 

 Now, if the eyes of some shareowners dutifully reading this letter are by this point glazing over, I will awaken you by pointing out that, in my opinion, these techniques are not idly pursued—they lead directly to free cash flow. 

 2012 

 Stock Prices 

 Our heavy investments in [the] customer experience strike some as too generous, shareholder indifferent, or even at odds with being a for-profit company. “Amazon, as far as I can tell, is a charitable organization being run by elements of the investment community for the benefit of consumers,” writes one outside observer. But I don’t think so. To me, trying to dole out improvements in a just-in-time fashion would be too clever by half. It would be risky in a world as fast-moving as the one we all live in. More fundamentally, I think long-term thinking squares the circle. Proactively delighting customers earns trust, which earns more business from those customers, even in new business arenas. Take a long-term view, and the interests of customers and shareholders align. 

 As I write this, our recent stock performance has been positive, but we constantly remind ourselves of an important point—as I frequently quote famed investor Benjamin Graham in our employee all-hands meetings—“In the short run, the market is a voting machine but in the long run, it is a weighing machine.” We don’t celebrate a 10% increase in the stock price like we celebrate excellent customer experience. We aren’t 10% smarter when that happens and conversely aren’t 10% dumber when the stock goes the other way. We want to be weighed, and we’re always working to build a heavier company. 

 2015 

 Culture 

 A word about corporate cultures: for better or for worse, they are enduring, stable, hard to change. They can be a source of advantage or disadvantage. You can write down your corporate culture, but when you do so, you’re discovering it, uncovering it—not creating it. It is created slowly over time by the people and by events—by the stories of past success and failure that become a deep part of the company lore. If it’s a distinctive culture, it will fit certain people like a custom-made glove. The reason cultures are so stable in time is because people self-select. Someone energized by competitive zeal may select and be happy in one culture, while someone who loves to pioneer and invent may choose another. The world, thankfully, is full of many high-performing, highly distinctive corporate cultures. We never claim that our approach is the right one—just that it’s ours—and over the last two decades, we’ve collected a large group of like-minded people. Folks who find our approach energizing and meaningful. 
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 Chapter Eight 

 Charles Fabrikant 

 SEACOR 

 While many may have long thought of SEACOR as a marine equipment business, that’s only a half truth. CEO Charles Fabrikant repeatedly emphasizes in his annual letter that he and the company are primarily in the business of investing and capital allocation. 

 Today SEACOR is a diversified holding company with interests in domestic and international transportation, logistics, and risk management consultancy, with stock traded on the New York Stock Exchange. It has acquired and incubated several other companies that are now publicly traded after various public offerings, spins or distributions: Era Group, SEACOR Marine, and Dorian. 

 The business is capital intensive and cyclical. The business strategy is diversification across the industry, with a focus on capital allocation. Disasters, whether natural or manmade, are generally negative economic events for insurance companies (though it is their business to pay coverage). But these are positive economic events for others, such as SEACOR. Its offshore marine services are in greater demand at higher prices after natural disasters and its environmental cleanup business prospers amid misfortunes such as oil spills. 

 Motifs of Fabrikant’s letters are significant cross-references to prior letters, substantial use of charts to display business and financial information, along with occasional maps showing shipping and service routes, and appendices presenting industry-wide fleet profiles—of vessels, rig, and barges by type. Included are many wonderful photographs of the assets in action, including boats, rigs, copters, and other equipment on the seas and inland waterways best comprehended through visuals. An example of such graphical display appears at the end of this chapter. 

 Fabrikant offers useful periodic corporate histories—not annually, as that would be unnecessary, but every decade or so, especially following specific transformative events, such as a major acquisition or substantial spin-off. A good introduction to the company appeared in the 2014 letter: 

 SEACOR marked its 25th year in business this past December. The SEACOR of today is an evolution of an opportunistic “leveraged buyout” of a local Gulf of Mexico business that operated supply vessels in the United States, and a few small tenders in Nigeria. 

 From 1989–1996, SEACOR’s best opportunities were to buy secondhand offshore vessels via discrete equipment purchases, or, in bulk, via corporate acquisitions. The latter added value by producing operational efficiencies. SEACOR was an “early mover” in the consolidation of the industry. Five transactions were key in consolidating the standby safety sector in the North Sea, and the offshore vessel markets in West Africa and the Gulf of Mexico. They also transformed SEACOR into a global business with a diverse fleet. 

 In the late 1990s, daylight arrived, and the sun warmed up the oil patch. By 1998 opportunities for consolidating combinations and purchases of secondhand assets at compelling prices had become scarce. Offshore vessels were starting to earn money. Investors took notice. “Bulking up” became “trendy,” and prices for secondhand assets improved. SEACOR reversed its strategy, shed secondhand assets, and focused its efforts on designing and building next generation equipment to meet the push into deeper waters and more distant frontiers. 

 We also used some of the proceeds of our sales and our profits to embark on a path of diversification. Redirecting capital into asset classes other than conventional offshore vessels struck us as more productive than marking time until values for boats fell to attractive levels. 

 Our first excursion involved building jack-up drilling rigs. Investments in dry-cargo barges and helicopters, both depressed asset classes, soon followed. During the last 16 years, in addition to helicopters, barges, and rigs, SEACOR has invested in international dry cargo ships, aviation services, an alcohol production facility, oil storage terminal, grain elevators, a technology concept that was a first mover in providing email service to ships and offshore vessels (not a winner!), a specialized emergency response service, and public equities and debt as surrogates for assets. 

 We have also run a specialized leasing business that has financed disparate assets such as coal washing plants, oxygen tanks for hospitals, and reconnaissance aircraft used on missions above my clearance. I wish I could say all of these investments were successful. Of course, I cannot. Some have produced, at best, mediocre returns and some resulted in losses. Fortunately, some have also produced outstanding returns. For several the jury is still out. The verdict will be rendered when the assets are sold or scrapped. 

 Fabrikant’s letters exude personal style, a smart, wise, witty, fun-loving businessman investor who is also an excellent writer. Trained as a lawyer, Fabrikant clerked on the US Supreme Court for Justice John Harlan and founded a law firm. He attributes his letter writing ability to that experience. The legal experience may also explain why he favors general standards to rigid rules. 

 2001 

 Metrics 

 EBITDA is frequently accorded more respect than it is due. I do not consider this the best measure for judging the financial results of an operation. EBITDA can be used in “leveling the playing field” and providing a framework for helping to compare results between companies. It eliminates differences that are attributable to choices of useful life for equipment of same class and age. 

 Unfortunately, many overlook quality of the asset base and the fact that depreciation is a real cost, even if it is not a cash expense. Interest and taxes must be paid or we get nasty letters and phone calls. It is worth noting that the sustainability of EBITDA for companies such as ours is highly dependent on the quality, relevance, and probable longevity of the equipment that generates the revenue. 

 The measure that I consider most useful in judging our financial performance is return on equity. Since going public in December 1992, SEACOR has averaged 12.9% and 15.4% in the last five years. This is a cyclical business so it should not be surprising that our results have been “lumpy.” So far, they have never been negative. These results compare favorably with other companies in our sector and have been produced with controlled, limited leverage. In our business, leverage can boost returns, but it also adds an element of risk, just as margin debt can turbo-charge performance in an investment portfolio at the risk of wiping it out. 

 2002 

 Long-Term 

 [In these letters I try] to make clear how we think about our business. We focus on assets (which “mark to market” every day), returns on equity, liquidity, and building shareholder value while maintaining a conservative approach to leverage. I am sensitive, however, that others tend to be preoccupied—unduly so in my view—with variations in our results quarter to quarter. We are committed to doing the best to give you updated charts to navigate these shoals. 

 Unfortunately for those who wish to “scrub” results and compare performance and margins between accounting periods, SEACOR has a lot of “moving parts.” We take investment positions [in companies whose] operating results often get incorporated into our profit and loss statement in proportion to our ownership participation because we consider it beneficial to hold our interest using limited liability companies that allow us to deduct losses for tax purposes. We own an environmental business. We operate barges and have a small interest in dry bulk ocean transport. We recently acquired a helicopter business, Tex-Air Helicopters, Inc. 

 We also manage our business somewhat differently than companies whose “mission statement” is to own and operate equipment. We do own and operate equipment but we also consider selling and buying vessels an equally routine activity. We frequently charter (“lease”) equipment, sometimes for short periods, and sometimes for extended terms. Charters arise when we sell equipment and lease it back, and they also involve vessels owned by third parties. We find derivatives useful for implementing certain decisions. 

  Our range of activities, a highly diverse fleet of offshore marine equipment and our active management style make SEACOR somewhat more difficult to understand than companies that have only 3-4 categories of equipment and derive most of their income from renting it by the day. 

 Stock Option Expense 

 Despite strong views held by some investors, SEACOR has chosen not to expense options. Those who argue for such treatment have a point. However, valuation of employee options is difficult and somewhat subjective. Had options to employees been charged as an expense, our income for 2002 would have been reduced by about $2 million. This would have produced $0.09 less per diluted share. 

 No Guidance 

 Although we do not forecast earnings or “provide guidance”, I do have an opinion about our business prospects. In this regard I speak for myself, not necessarily the Board or our entire management group. 

 2004 

 [SEACOR skipped the annual shareholders letter this year, explaining in the next year as follows.] Some may wonder why there was no annual letter last year. On the eve of a one billion dollar transaction with Seabulk International, Inc. (“Seabulk”) that would dramatically change our corporate profile (to say nothing of a several hundred page merger-proxy statement) a letter would have been a sterile exercise. 

 2005 

 Investing 

 SEACOR is now a diverse, equipment owning company with interests in offshore marine vessels, marine transportation (domestic tankers & shipping), barges, helicopters and tugs. We also have a thriving environmental services business. These five business units (along with our tugs currently reported under “Other”) constitute a broad foundation on which to build, by adding incremental services and deploying capital opportunistically. They also create synergies in operations and marketing. 

 A geographic spread of operations and diverse fleet are the key, at least in our minds, to realizing more value over time than would be the case were we to concentrate on one market or invest in only one class of vessel. Of course times could change and we might in the future have a different view. 

 We also believe that pro-active management of our portfolio produces better returns over time than a “buy and hold” style. During this past year we sold 29 vessels and added nine. As further illustration of our style in the last five years we have sold approximately $665 million of offshore marine vessels and added approximately $320 million by way of new construction. As of [year-end] we had 19 vessels on order. 

 We launched into aviation at the end of 2002. The [acquisition of Era Group, a helicopter business] at the end of 2004 more than doubled the size of our helicopter fleet, adding 81, mostly larger machines used for personnel change-outs on drillings rigs. We now operate 108 machines. Our headquarters is in Lake Charles, Louisiana, and operations are staged from more than a dozen bases along the U.S. Gulf Coast. We also have a fixed base operation in Anchorage, Alaska, and four other bases throughout that state. 

 Metrics 

 SEACOR paid $527 million to acquire Seabulk: $97 million in cash and $430 million in shares (including options to buy shares). Seabulk also had $501 million of debt outstanding. The transaction value was based on SEACOR’s average stock price during the period a day before and after the March 16, 2005 announcement of the merger with Seabulk. 

 I consider it somewhat quixotic that the consideration is in part valued by a measure as transient as the closing price of a quoted security. In my view the better way to view this combination is that SEACOR’s shareholders traded approximately 30 percent of their interest in offshore vessels, helicopters, barges and environmental activities for approximately 70 percent interest in Seabulk’s tankers, offshore vessels and tugs. Whether or not this was a sensible trade will depend on how the future plays out. We view the domestic tanker business and tug operation as a basis for more stable earnings and as platforms for opportunity. 

 I recognize that there is a tendency to place quarterly results of public companies under a microscope. Inland river and helicopter activity are usually impacted by winter weather. Helicopter expenses also tend to be higher during winter months as we take this opportunity to ready equipment for summer service. Revenue and operating income of our environmental services business are dramatically influenced by response activity. Our marine assets undergo periodic regulatory surveys which can be very costly and result in revenue swings due to extended time out of service. These factors, even if business conditions were not changing, would cause earnings to vary between accounting periods. As we grow and diversify the impact of these factors on results should be lessened but never entirely so. 

 Investing 

 SEACOR owns, operates, merchandises, invests in and finances equipment. Our outlook is that of an investor, operator and merchant; we will acquire assets or pursue activities that complement our product lines, balance our portfolio, or offer extraordinary value. Our strategic approach to cyclical assets is certainly not every investor’s “cup of tea.” The flavor of the moment may be single product line businesses, but confining ourselves to one class of asset is, in our view, a limitation on returns and growth and diminishes the value that can be extracted from capital. Careful pursuit of some diversity is our preferred model for investing our capital. It is axiomatic that cyclical activity will have ups and downs. Hopefully all sectors of our business will not travel in the same direction at the same time. Occasionally this can happen but more often than not there should be opportunity in one sector even when others are unexciting. 

 2007 

 Metrics 

 Investors often ask how I judge the performance of our business. Return on stockholders’ equity, relative to financial and business risk and long-term viability of our assets, is the most relevant parameter. Earnings growth counts but returns are paramount. We can increase cash generation and earnings by simply spending money, particularly when bank time deposits yield 2 percent and U.S. Treasury Bills yield about 1 percent. Stockholders have every right to expect more cash and earnings from asset purchases. The critical issue is whether we can acquire assets or businesses that will hold their value over time and can produce sustainable returns on equity when conservatively financed. 

 While we believe OIBDA [operating income before depreciation and amortization] reconciles more easily to results computed under GAAP than the more commonly used “EBITDA” (earnings before interest, taxes, depreciation and amortization], it does not encompass many aspects of our activities, such as equity earnings, which in common financial parlance are considered “below the line” information. Earnings that hit “below the line” are real money. (Only “below the line” losses are an unfair below-the-belt punch.) [E]quity earnings are recorded net of depreciation, amortization and taxation, and, therefore, do not exactly reflect our pro rata interest in joint venture OIBDA. 

 Long-Term 

 Our goal is to produce long-term results somewhere between two and three times the returns achievable on high-quality medium term (ten-year) tax exempt bonds while maintaining a conservative balance sheet. In our businesses, producing sustainable returns at significantly greater multiples of prevailing interest rates is difficult without taking on significant and potentially risky financial leverage. We have in the past, and would consider in the future, taking on leverage (a.k.a. “margin”) under appropriate circumstances, but we reserve this for acquiring assets at very attractive prices. Our strategy should outperform in tough times and deliver competitive results “when the living is easy.” 

 Investing 

 We believe that having a collection of businesses should provide options for investing capital that over time improve returns. With multiple business lines there is a chance, not a certainty, that one will offer an attractive opportunity for using capital. I realize that some investors may not like mixed drinks, but this philosophy of diversity is core to our business strategy. 

 Metrics 

 None of our businesses are particularly complicated. I consider them quite transparent (particularly compared with financial services businesses). I do recognize that our diversity requires more effort and some patience than a simple “story.” I also realize that our business strategies sometimes make it challenging to compare results from one year to the next and quarter to quarter, or to create “models.” Moving assets into joint ventures, for example, reduces operating income and adds to equity earnings. 

 Selling and leasing back equipment impacts operating margins and OIBDA. Routine operations, such as mobilizations and drydockings, which we choose to expense as incurred, can cause results to swing significantly between periods; particularly when out-of-service time is taken into account. A few premium jobs moving rigs in deep water or a call out for an emergency response also may cause swings in income. While I, personally, do not consider quarter-to-quarter variation in profits indicative of the value of our business, the nature of markets is short-term oriented. 

 No Guidance 

 Our style is to deliver our results unadorned and not try to project earnings. I would like to think that we highlight those variables that have impacted results and explain clearly what is happening in our businesses. It is hard to strike a balance between providing sufficient information to educate stockholders and staying silent about intentions that need to remain proprietary. 

 Investing 

 The common themes in our businesses are to operate, invest in, and finance assets and business activities that relate to energy and agriculture, focusing primarily on transportation, logistics and infrastructure (facilities). We do, however, believe that offshoots of these activities can also provide good investments. This thinking led us into the environmental response business many years ago. 

 All of SEACOR’s executives are acutely conscious that the Company has an extremely valuable asset in its liquidity and a strong balance sheet (although, to date, not strong enough for rating agencies to give us the investment grade rating I think we have earned). We have a lot of cash and capacity to invest. It is obvious that our future returns (and success) depend on using this liquidity wisely. We constantly review all options. 

 One of the founding shareholders of SCF [owner of a small fleet of barges SEACOR acquired in the 1990s and was for many years a core part of its business] suggested to his younger partners that despite our original plan to purchase barges, the Company might be better off buying IBM, even though buying stocks was not in the SCF “mission statement.” He was right; at the time IBM would have been a much better investment than barges. Its price had declined precipitously and the price of barges had levitated. 

 Rest assured we will put money into barges, boats, helicopters, or ships only if we believe, over the long run, we can earn returns that are competitive with those available from other investments, taking into account comparative risk. (It is hard not to notice quality tax exempt bonds yielding 20 to 30 percent more than taxable government securities.) I can also assure you we will not buy equipment simply for tax benefits. 

 2008 

 Investing 

 SEACOR is not just a boat company or an energy service company. Our asset base is diverse and our horizon is broader than simply owning and operating equipment. We are a custodian of capital and our mission is to use our expertise and knowledge to make money. If the most attractive risk adjusted opportunity for profit is an asset surrogate, such as debt instruments or equity, we will pursue such investments. We have, on various occasions, purchased and brokered equipment leases and taken positions in securities, although our primary business has been, and continues to be, investing in actual assets and operating enterprises. 

 Watching the explosion and implosion of the capital markets has been a drawn-out financial version of “shock and awe.” In the dark days of the Cold War, a Princeton professor [Herman Kahn] confronted the unthinkable in a book ruminating about possible outcomes of a nuclear duel between America and Russia (Thinking About the Unthinkable). Fortunately, the book turned out to be an exercise in mental gymnastics primarily for graduate students—and a few precocious undergraduates. Let’s hope the litany of possible ugly consequences that could arise from the current economic situation proves likewise to be an intellectual exercise. 

 Why is this cycle different from all prior cycles? In prior cycles, although the cost of credit climbed, for a well-run business with a solid balance sheet credit was available, usually at a fairly reasonable spread relative to the wholesale price for money. In this cycle, availability of credit at a reasonable price is not certain. Accordingly, today, liquidity and cost of capital should be No. 1 on the agenda for any enterprise, no matter how sound its finances. 

 For years SEACOR has hoarded cash, in preparation for the day when we could find exceptional bargains. I believe we are seeing the dawn of that day, but the aphorism “be careful what you wish for, you may get it” comes to mind. There is going to be no shortage of tempting investment opportunities in “our space”: energy service assets, equipment and real estate used in logistics, aviation assets and services, and assets supporting the storage, processing, and movements of commodities. Ships, railcars, and many other classes of assets have started to come down (in some instances tumble) in price. Financial assets, debt instruments and equity are selling for prices that reflect values cheaper than those for which their assets could be purchased from owners—even owners in distress—at least for the moment. In effect, the capital markets are discounting further steep declines in asset values. 

 Unfortunately, the current contraction in credit is so severe that for the moment I am more focused on counting the bills in our corporate wallet than I am in spending them. My first priority is to make sure that SEACOR can survive even the “unthinkable.” I want to understand our cost of replacing capital prior to using it. The challenge is to secure longer-term capital at a reasonable cost. For the moment, credits rated similarly to SEACOR are paying 9 percent, or sometimes even more, to place seven to ten year debt in the capital markets. Short-term bank deposits pay virtually nothing. I do not want to feel pressured by lugging around a negative spread of seven to eight hundred basis points; that would be too great a burden just for extra flexibility. 

 We are working diligently to expand our banking facility lines. We are also actively looking for co-investors to join us when we find promising projects or investments. Our goal is to stretch our own capital by sharing our expertise. 

 Our shares, which are priced at a substantial discount to book value, are the benchmark against which we match other investments. Needless to say any use of cash or issuance of shares must vault a high hurdle. However, I have learned “never say never.” We are opportunistic, not doctrinaire. In today’s world it is possible that there could be a transaction that is sufficiently compelling to justify using our equity, or assets so intriguing that using our cash to acquire them would be competitive with repurchasing our shares. 

 Investing 

 SEACOR is a manager of capital, an investor, not merely an operator of equipment. Analysts in the investment community who have followed the company have typically pigeonholed it primarily as a “boat” company or more expansively as an energy service company. It may be, given today’s economic situation, all our businesses will suffer, but I believe it is worth keeping in mind that the factors that determine margins for offshore support vessels, U.S. coastwise traffic in oil products, movement of commodities on the inland waterways, particularly agricultural commodities, and in merchandising sugar, ethanol and rice are varied and different. Hopefully, in this difficult economic period, this mix of businesses will prove more stable than one that has “all its eggs in one basket.” We also see this diversification as enhancing our opportunities for using capital and protecting it should the encore to the present environment be inflation, a weaker dollar and higher interest rates. 

 No Guidance 

 For those reading a SEACOR annual letter for a first time I would like to reiterate our philosophy about reporting and our approach to GAAP. Long before it became fashionable, we eschewed providing “guidance.” Repairs and dockings of tankers or offshore vessels, or concentrated activity in moving deepwater drilling rigs, or responses to oil spills or hurricanes can cause meaningful swings in revenues and expenses between periods. Even were this not the case, I would not try to predict earnings. 

 Capital 

 [E]veryone at SEACOR is mindful of the potential and responsibility that comes with a strong balance sheet. On the one hand it needs to be protected; on the other hand it is a source of opportunity. It appears that the next few months will bring some clarity on the cost and availability of capital. These are crucial data points. Capital, like assets, needs to be deployed and priced to “replacement cost.” 

 I recognize the current global economic situation is stressful for stockholders. Few, if any—within or outside of our industries—have a clear picture or confidence in their view of where we are heading. For better or worse, some working hypothesis is required, even if it is necessary to subject it to revision. We manage for long-term appreciation in book value, not year-to-year earnings. Our goal is to average over time two to three times the rate of return achievable in high quality tax exempt bonds with intermediate maturity and do so while maintaining limited leverage and balanced debt maturities. If this seems like a modest goal, it is one that since 1992 has produced a compounded growth in book value per share of 16 percent. 

 This is not the first period of extreme volatility and uncertainty in the 37 years I have been associated with shipping, energy and related businesses. Exchange rates, equity values, oil prices, ship values and interest rates have on several prior occasions in the last four decades had wrenching moves and quick round trips. 

 Over the years I have found it helpful to re-read selected chapters from an economic history of money and financial cycles. In his book Money: Whence It Came, Where It Went, Professor Galbraith in commenting on the outbreak of inflation virus that started in the late 1960s and reached epidemic proportion by the mid-1970s said: “There is one final prospect... deeply rooted in [economic] history. Nothing...lasts forever. That is true of inflation [and]...it is true of recession [polite language for depression since the 1930s]. Each stirs the attitudes [and] engenders the action which seeks to bring itself to an end—and eventually does.” Let’s hope we are now in fastforward mode. 

 2009 

 In our businesses the returns tend to be “lumpy,” not consistent. 

 Metrics 

 In the past I have proffered operating income before depreciation and amortization (“OIBDA”) as a proxy for cash performance of our businesses. On reflection I believe earnings before taxes, depreciation and amortization, minus net cash taxes paid is a better portrait of cash performance of our business. (I will not assign an acronym to this computation; EBTDAMNCTP is more appropriate for a Blackberry PIN or a military call sign.) This computation accounts for net cash used for taxes and also accounts for “below the line” profit and loss results from interest, investment and derivative activities, and joint ventures. Earnings from joint ventures are core to our business units. 

 Accounting 

 [A]ll cash performance and all profits are not equal. Consider two taxi companies operating in New York City. Both have medallions and both have 20 cabs. The medallions cost $50,000 each and both companies paid the same price for them. One company has cabs that were delivered in 2010 and the other company has cabs that were purchased in 2005. Both companies have earnings before taxes and depreciation and amortization of $300,000. The company that has the older cabs reports a pre-tax profit of $228,000. The second company reports a pre-tax profit of $210,000, having purchased its new cabs for $45,000 per cab. Which company is worth more money? If I can paraphrase the 1992 campaign slogan, “It is the assets, stupid.” 

 Succession 

 Every so often an investor will ask me about “succession.” Since it is now common knowledge (at least with my contemporaries) that age 65 is the “new 50,” I typically brush aside the question. I do not plan on retiring, at least while my health is good. Were it otherwise, however, your capital would have excellent stewards. All of SEACOR’s senior executives and managers are sensitized to return on capital and risk, as well as skilled in handling operations. Our business unit leaders work closely with our financial and business development team. This management group is a collection of vibrant, young (by my standards) but mature, seasoned entrepreneurs who think like owners. Several of SEACOR’s directors have “hands-on” experience in one or more of our different businesses: commodities, logistics, shipping, offshore vessels and rigs, helicopters, and barges. Any one of them could easily step in should there be an emergency. 

 2010 

 The defining event for 2010 was the unfortunate tragedy of a well blowout giving rise to deaths and an environmental calamity. It would be crass not to feel ambivalent about earning money from a disaster, or another company’s misfortune. Nevertheless, responding to oil spills and emergencies is a service provided by our environmental group; it is retained to show up in circumstances such as Macondo.20 

 For the year our environmental division earned $242.2 million in segment profit. Of course the [Macondo] Gulf of Mexico oil spill was an aberration, and fortunately events of this nature tend to be once in a generation. The Exxon Valdez spilled its oil in 1989. 

 Understandably, investors have expressed curiosity about prospects for our environmental business. Somewhat ironically, prior to Macondo, we were in the process of considering various options for growing this business and creating a revenue and profit source less dependent on unpredictable events. Post Macondo, we turn once again to evaluating strategic alternatives. 

 Capital Allocation 

 Our mission is to acquire or create assets that, over time, will retain value and increase earnings consistent with inflation. In this pursuit we have to be selective; there is no guarantee that assets will retain pricing power simply because the cost of reproduction might be higher due to inflation. If proof for this proposition were required, one would need only track the history of ship values from 1973 to 1986. 

 When we do find opportunity, we envision increasingly funding these asset investments by creating partnerships with outside capital. This format has two benefits: 1) it is more tax efficient and income flows directly to investors; and 2) it leverages SEACOR’s corporate capital. In the future we also plan to use slightly more credit than we have in the past. We intend to remain conservative, but given the current global policies, it would be irresponsible not to use more debt. 

 [E]valuating strategic alternatives, such as corporate structure and financial options, is an ongoing undertaking in SEACOR, and in our view the routine task of good management stewardship. Our decision to pay a special dividend apparently not only surprised most investors, but rattled some. We have not run out of ideas, but I, and the Board, felt that maintaining liquid assets in excess of a billion dollars was not necessary. 

 Were we to run out of ideas, or foresee an extended drought of opportunity of the kind that fits SEACOR’s investment profile, speaking for myself, I might urge the Board to consider another special dividend. I do not subscribe to the view that “when the music is playing, you have to dance.” Neither I, nor your other managers, or Board, are “party animals.” 

 2011 

 Credit Quality 

 Apart from producing meager earnings, 2011 was also disappointing because SEACOR’s senior debt was downgraded by Standard and Poor’s (“S&P”) from BBB- to BB+. We do still retain an investment grade rating from Fitch, but the sad reality is that most bond funds rely on Moody’s and S&P despite their dismal record. The downgrade could cost SEACOR 50-75 additional basis points were we to issue ten-year notes. 

 Over the past decade SEACOR has funded most of its purchases of equipment, acquisitions of new businesses, and share repurchases with proceeds of asset sales and cash from operating income before depreciation and amortization (exclusive of gains on sales of equipment). For most of those years SEACOR has also maintained cash and securities roughly equal to its debt. Our net property, plant, and equipment, plus our cash and near cash assets, at the end of the year amounted to approximately three times our total debt. (This has been fairly consistent for the last few years.) 

 Since 1996-1997, when S&P and Moody’s rated our debt investment grade, SEACOR’S business has become more diverse. We now have more “visibility” in forward revenues with long-term charters on tankers, and our barges and tugs working in the Caribbean. Our offshore fleet is more diverse, and has modern up-to-date equipment. Our aviation assets service needs within and outside of the oil and gas sector. Our inland dry cargo equipment is linked to agricultural activity, not energy. Ship docking services is a relatively steady business. Emergency and crisis services are unconnected to an economic cycle. We have access to a line of credit that backs up a very liquid balance sheet. 

 The foregoing factors should be a source of strength and comfort for a lender. I personally consider our businesses and assets, coupled with our liquidity, a much better risk than many that are more highly rated (for example, rig owning companies), our “Salons” of credit. It was disheartening (and galling) to have our rating lowered, but if Uncle Sam’s printing press doesn’t support a Triple A rating, who am I to sulk? 

 Subsidiary IPO 

 On August 1, 2011, SEACOR issued a press release announcing that Era intended to launch an initial public offering (“IPO”). Era has since filed an amended registration statement with the Securities and Exchange Commission (“SEC”). Predictably investors ask why SEACOR would contemplate Era listing as a public company. 

 There are several reasons. First, there is far less connection between the aviation and marine departments in oil companies than one might expect. Second, although most of Era’s helicopters are presently working in the offshore oil and gas market, helicopters also support law enforcement and many other public and industrial services, such as logging, search and rescue, medical transfers, and pipeline and transmission line surveys. Third, we believe helicopters as an asset class should be financed differently than marine assets. A further consideration is our belief that a “currency” in shares of an aviation company might be beneficial in attracting smaller, regional operators to participate in a global business. There are only two truly global companies in the business. 

 Capital Allocation 

 Apart from trying to coax us to predict day rates and grilling us on the commodity business, investors frequently ask how we approach our business. I want to stress and repeat: SEACOR’s mindset is that of a manager of capital. Our primary focus is on returns on capital, taking into account risk, and thinking long-term. 

 We prospect for assets and businesses whose earning power will outpace, or at the very least keep pace, with inflation and overcome what I dub the “inflation paradox”—depreciating currency, escalating prices, and pressure on asset values because they eventually are discounted by the higher interest rates that central bankers engineer to tame the inflation. Because we are focused on returns and sustainable value, we do not invest for next quarter or even next year’s “growth” in earnings. 

 We do not use today’s marginal cost of capital (a.k.a. “ROCE”) as a benchmark for investing. I focus more on tomorrow’s cost of capital because it, as well as future earning power, will determine the residual value of equipment purchased today. We do not pursue accretion to earnings. As previous letters have noted, it is easy to “buy” earnings when cash earns little or nothing, and the cost of borrowing capital for new equipment is less than the marginal income before depreciation that equipment will produce. Cash today may not earn a return, but we still accord it respect. 

 We invest in managers who think like owners and entrepreneurs who are hands-on and understand the “nuts and bolts” of their businesses. Over the years a lot of senior managers via restricted share and option awards have accumulated and retained ownership, often a meaningful interest, relative to their resources. 

 One of the necessary and key elements to running services businesses dependent on assets (think inventory) is periodically to upgrade our asset mix. To that end we build and buy assets, but we do not just add to the portfolio or wait for assets to depreciate fully. We sell assets to maintain capital discipline. These sales, adjusting our “inventory,” are routine aspects of our operations. Historically, our sales have produced gains, although over the years we have occasionally taken a loss on a specific asset, and on very rare occasions taken impairment charges. I strongly dissent from those who characterize these gains as “extraordinary.” They are not second-class contributions to operating income. In generating returns on equity, a dollar of gain from sale of an asset is as green as the dollar profit earned from a voyage or time charter: both are available for reinvestment, share repurchase, or payment of a dividend. 

 We are willing to experiment, and we are opportunistic. By way of example, about seven years ago we recruited an expert in leasing. Although we do very few transactions, as few meet our criteria, we usually find one or two opportunities per year that augment the otherwise meager earnings from our cash. We have leased airplanes, tanks that hold oxygen for hospital systems, aircraft employed in “special government services,” and stripped business jets for parts. 

 We are willing to work with partners and create joint ventures. This tends to make comparison to our peers more difficult, particularly when trying to calculate “earnings before interest, taxes, depreciation and amortization.” 

 We do not hunt for elephants, although we are prepared to take aim at big game. SEACOR is not so big that we must show small investments, even if they are promising. In the last twelve months, we acquired four new businesses, Lewis & Clark Marine, Inc., G&G Shipping, Superior Energy’s lift boats, and Windcat Workboats Holdings Ltd. We increased our ownership in a grain elevator, and are participating in building a new one in St. Louis. We sired an ore carrier for the Great Lakes, and selectively ordered new equipment for our offshore, inland, aviation, and towing groups. 

 None of these commitments is “transformative.” None has visibility or will grab headlines. However, in the aggregate they add up. We believe they are excellent long-term investments. Finally, we have made substantial purchases of our own shares. (Every time we reduce shares outstanding those who remain shareholders own a bigger proportion of SEACOR’S diverse array of assets.) 

 2012 

 The salient events since last year’s letter were the sale of National Response Corporation and certain affiliates; the sale of SEACOR Energy Inc.; the contribution of O’Brien’s Response Management Inc. (“ORM”) to a joint venture, Witt O’Brien’s; the tax-free spin-off of our aviation segment, Era Group, to stockholders on January 31, 2013; payment of a $5 per share Special Cash Dividend; and, issuance of $350 million convertible notes. If this were the Academy Awards, I would thank the entire cast by name. To everyone: thanks for many late nights. 

 SEACOR’s portfolio now consists primarily of diverse marine service and transportation businesses, bulk transfer handling terminals, fleeting sites, grain elevators, and a small oil storage and receiving tank farm. Most of these facilities are located in the St. Louis area. One clear benefit to shareholders from SEACOR’s makeover is a shorter letter! Next year I will try to eliminate footnotes. 

 2013 

 Metrics 

 Past years’ letters, in attempting to provide context for performance of our business units, provided a calculation of operating income before depreciation as a percent of original cost of equipment, in addition to segment profit as a percent of segment assets. This year’s letter includes a different “metric”: OIBDA as a percent of the insured value of the equipment we own. I think the ratio of OIBDA as a percent of insured value provides more useful insight than OIBDA as a percent of original cost or book value (given the age profile of our fleet today). Of course like most analytical tools, OIBDA as a percent of insured value has limitations and there are alternatives for judging efficiency in deployment of capital and evaluating operations. As a management group we look at internal rates of return on capital invested in our marine assets, but that calculation entails a lot of judgment calls. OIBDA as a percent of replacement cost is another interesting way to judge results of our business operations. 

 Politics 

 As a quick recap for readers who are not “connoisseurs” of the U.S. maritime business, carriage of cargo from one port in the United States to another domestic port requires the vessel and its operations to comply with legislation, commonly known as the Jones Act. To participate in coastal shipping, a vessel, with limited exceptions, must be constructed in a U.S. shipyard and ownership must be held at least 75% by U.S. citizens. The chief executive officer of the company owning the vessel and the crew must be U.S. citizens. 

 For many years the mainstay of coastal shipping has been moving petroleum products, particularly gasoline, diesel, and jet fuel from the U.S. Gulf of Mexico refineries to Florida and the south Atlantic states, and transport of products from refineries in California to Alaska, Washington, and Oregon. Moving crude oil from Alaska to the refineries on the West Coast, and container traffic and general cargo moving to Alaska, Hawaii, and Puerto Rico from the “lower 48,” are also important routes. Of lesser importance are the coastal movements of chemicals and small volume of dry cargo traffic in coal and fertilizer. 

 Many years ago an investor asked me: “What gives you heartburn?” Most frequently it is overeating. What worries me before going to bed is the political “noise” that comes with the Jones Act and the export of domestically produced crude oil. 

 The political debate about the benefits and disadvantages of the Jones Act has been ongoing for at least 40 years. Detractors criticize its restrictions as protectionist legislation. Champions rightfully point to the many jobs created by the Jones Act vessels and the yards that build them, and also cite the strategic value of the domestic maritime industry. Repeal would require an Act of Congress. 

 I think it is unlikely that the Jones Act disappears. If it were to be eliminated without protecting existing investment, it would be a nuclear winter for investment in American-flag shipping and cause the loss of many jobs. The other political cloud that casts a shadow over the otherwise bright prospects for coastwise shipping is the threat of allowing export of U.S.-produced crude oil. With limited exceptions exporting crude oil produced in the U.S. is restricted. 

 Long-Term 

 Finding compelling investments is challenging in a world awash in liquidity. 2013 was the fifth consecutive year of “quantitative easing” by the United States Federal Reserve. In an environment of microscopic short-term interest rates, almost any asset produces a better return than cash. Any vessel purchased; new, second-hand, or an acquisition, would be “accretive” to SEACOR’s earnings. Our approach is not to invest simply for current “cash flow” or earnings. Unless we exercise discipline, the capital invested to augment the cash flow for the next few quarters could easily give rise to impairment charges in future years. We evaluate opportunities every day, but act only on those that we believe will generate long-term value. 

 2014 

 Capital Allocation 

 Our businesses deliver returns in lumps. Until the recent downturn, finding opportunities has been like looking for a needle in a haystack. It is perverse to welcome a downturn in business, but it will make life more interesting. In searching for places to deploy capital, sadly for stockholders, one of the compelling investments, we believe, has been our own shares. We would be remiss if we were to fail to consider whether repurchasing our own shares would not be an equally, if not a more productive use of capital, than constructing new vessels, buying secondhand equipment, or pursuing acquisitions. 

 2015 

 Capital Allocation 

 In the last few months, there have been quite a few articles in the financial press discussing the “pros” and “cons” of share repurchases, whether they enhance or diminish stockholder value is best determined case by case. Sweeping rules rarely suit all situations. Our criterion for repurchasing shares focuses on our perceived value of our assets. We do not subscribe to repurchase “programs.” We also do not repurchase stock to boost “EPS.” In thinking about our decisions on share repurchases, I should have been more cognizant of the likely direction of our share price considering my own forecast of declining oil prices and overcapacity of offshore vessels. 

 In 2015 we repurchased 1.2 million shares for $75.3 million at an average price of $62.56 per share, which is a 15.5% discount to our year-end book value, but a 12.7% premium to today’s price at $54.61. A friend asked me how I felt about repurchasing shares at prices that were significantly higher than recent trading levels. The short answer: I feel terrible, although I feel even worse about the shares we purchased at higher prices in 2014! I will not apply for a position as a trader. Our share price imputed a significant discount to our net assets. Today that discount is even steeper. Equipment has to be very attractively priced to be more compelling than using spare cash to buy assets we already own at a discount. 

 Long-Term 

 Last year one of America’s icons, Yogi Berra, passed away. As a tribute I have sprinkled some of his better known witticisms throughout the letter and will sign off with one of his most frequently quoted quips, “It ‘ain’t’ over till it’s over.” SEACOR had a terrible year in 2015. As of today, 2016 doesn’t look much better, but we step to the “plate” with an excellent bat, our strong balance sheet. We are waiting for a “fat pitch.” If necessary to protect our balance sheet we will step out of the batter’s box. 

 2017 

 Technology 

 About 18 years ago one of our stockholders asked me what “keeps me up” at night. Today, apart from the midnight trip to the kitchen or washroom typical of folks in their 70s, I dwell on technology. (Although I do worry in varying degrees about the “parade of horribles” we catalogue in the risk factor section of the 10-K, many are generic to most businesses and many are “known unknowns.”) 

 Technology, with attendant change and disruption, can be both a source of opportunity and a threat. An obvious issue for our Ocean Services group’s tanker business is the future of gasoline-powered automobiles. On the other hand, it is easy to imagine opportunity in a marine application of the technology that will ultimately make possible hands-free driving (i.e., driverless cars). I subscribe to Bill Gates’ observation, “People always overestimate the change that will occur in the next two years and underestimate the change that will occur in the next 10.” This maxim is central to how we think about our businesses. 

 Long-Term 

 December 2017 marked the 25th anniversary of SEACOR’s debut as a public company. During this time our shares, assuming the reinvestment of dividends, have returned an overall gain of 1,124.8%, or 10.5% compounded annually to stockholders, and our compounded return on book value per share has been 11.0%. Our goal is to improve book value per share by adding earnings, both via organic improvement to our businesses and intelligent deployment of capital. We have little control over the price of our shares, but hope they will follow the trajectory of our results. 

 * * * 

 Buybacks 

 Collected below are selections from the SEACOR letters addressing share buybacks. 

 2008 (Interim Report). [W]e repurchased 1,166,000 shares, at an average price of $83.43, for $97.3 million. We would not have done this had we not felt our asset value, after factoring in a discount to current market, exceeded the price paid but in light of market panic in October it appears we might have been better off waiting to repurchase our shares. 

 2008 (Year End Report). During the year we repurchased 2,824,717 shares. With the benefit of hindsight this was not a very inspired use of $240.1 million in cash. (Fortunately the uptick rule and volume limitations served as brakes.) Given the collapse in equity prices the repurchase of shares could have been better timed, even though we think we bought value. 

 2009. During 2009, we repurchased 606,576 shares for $45.9 million. As of December 31, 2009, SEACOR had 22,612,826 common shares outstanding and 22,504,441 common shares outstanding on a fully diluted basis (basic shares of 22,274,820 plus 229,621 shares of dilutive share awards). 

 2014. During the past year, SEACOR repurchased over 2.5 million shares at an average price of $77.16 per share, 12.4% of primary shares outstanding. Our year-end book value was $77.15.22 Adding to our fleet—or making acquisitions—would, of course, be more interesting than purchasing our own shares, but that is sometimes an expedient way to acquire well-priced equipment. As a colleague in the offshore business humorously remarked some years ago, buying in stock is like kissing your sister. 

 * * * 
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 Chapter Nine 

 Brett Roberts 

 Credit Acceptance Corporation 

 Credit Acceptance Corporation makes car loans to subprime borrowers. The business can be a difficult one, but the business model is simple. So is the company’s annual message to shareholders, written in clear and consistent terms since 2002 by Brett Roberts. Since 2009, Roberts has included the following paragraph in every letter, summarizing the company’s history: 

 Credit Acceptance was founded in 1972 by our current Chairman and majority shareholder, Don Foss. Don learned early in his career that many people who needed a vehicle were unable to acquire one because of their credit standing. Even more importantly, he realized that most people in this situation were misjudged by traditional lending sources, who assumed that the applicants’ less-than-perfect credit histories made them undeserving of a second chance. Don started Credit Acceptance to enable these individuals to purchase a vehicle and establish or reestablish a positive credit history, thereby moving their financial lives in a positive direction. 

 Roberts has enjoyed an impressive run: GAAP net income per share increased at a compounded annual rate of 26.3%. 

 In some ways, selecting a compressed means of presenting the letters of CAC has been the easiest: the letters are almost exactly the same every year. The 2017 letter is substantial—some 12,000 words plus a dozen tables of data, mostly showing results dating back to 2001. But the letter varies strikingly little from the 2007 letter. 

 Principal differences, besides another year’s worth of data throughout, are subsections added in a few different years over the intervening decade and the given year’s riff on a few topics that do vary annually, especially concerning return on capital and capital allocation (under the headings economic profit and shareholder distributions). 

 With slight tinkering, every year’s content and sequence is otherwise substantially the same. All lead with a paragraph highlighting the year’s financial performance, then move on to background and corporate history, business cycles’ affect on the company, adjusted results, economic profit, loan portfolio performance and a special financing program, shareholder distribution, key success factors (a few added to the original list of eight over the decade), and the final note. 

 The themes are of stability, continuity, even simplicity. That’s clear from the following paragraph appearing in virtually identical form at the top of the 2017 letter’s list of key success factors. The only changes from 2007 to 2017 are the numbers of years elapsed (35 to 45) and lives changed (thousands to millions): 

 Our core product has remained essentially unchanged for 45 years. We provide auto loans to consumers regardless of their credit history. Our customers consist of individuals who have typically been turned away by other lenders. Traditional lenders have many reasons for declining a loan. We have always believed that a significant number of individuals, if given an opportunity to establish or reestablish a positive credit history, will take advantage of it. As a result of this belief, we have changed the lives of millions of people. 

 Consistent simplicity is easy to understand and rely upon. A letter that explains, with a steady hand, the steady features of the business by rote repetition, along with chronicling the specific year’s context, provides assurance of sustained constancy. Accordingly, the following is mostly from the 2017 letter. 

 2017 

 Capital Allocation 

 [An] important milestone occurred in 1999. Tom Tryforos joined our Board. My relationship with Tom goes back to the early 1990s. Tom invested in Credit Acceptance shortly after our initial public offering and shrewdly sold his investment as competition in our market began to intensify. He was able to exit with a nice profit on his investment. I spent a fair amount of time in investor relations during this period and, although I was inexperienced, I was smart enough to recognize that Tom was different from any other investor I had met. He had an annoying knack of asking questions that I realized were of critical importance but that I had never thought to ask myself. I lost contact with him for a few years after he sold his position but he resurfaced again in 1997 after our share price had dropped. 

 He had decided to reinvest, and I began speaking to him on a regular basis. I took the opportunity to learn as much as I could from Tom, and his influence made a significant difference not only in my career but also in the Company’s success in the years that followed. The Company’s relationship with Tom was formalized in July of 1999, when he joined our Board. Not only was Tom still asking all the right questions, but he was now helping us find the answers. One of the first changes he made as a Board member was to establish a minimum required return on capital. The message was clear: If we couldn’t earn more than our cost of capital, we needed to give that capital back to shareholders. This message got our attention, since at the time we weren’t meeting his minimum requirement. 

 With Tom’s help, we found another important way to use our capital: We began to repurchase our shares. From August of 1999, when our share repurchase program began, through the end of 2000, we repurchased over 3.8 million shares of stock at an average price of $5.24. Based on our share price today, the shares we repurchased for just over $20 million during that period are now worth over $1.2 billion. Tom earned his Board fees that year, which at the time were $1,500 per quarter. 

 Metrics 

 We use a financial metric called Economic Profit to evaluate our financial results and determine incentive compensation. Economic Profit differs from GAAP net income [by subtracting] a cost for equity capital. [A table reports that subtraction and result from each year since 2001.] Economic Profit is a function of three variables: the adjusted average amount of capital invested, the adjusted return on capital, and the adjusted weighted average cost of capital. [A table reports each of those variables since 2001.]* 

 [W]e earned less than our cost of capital in 2001, 2002 and 2003. Although we were making steady progress in improving per loan profitability during this period, we were forced to reduce originations in 2002 due to capital constraints, and we recorded a $7.2 million (after-tax) impairment expense in 2003 related to the liquidation of our United Kingdom operation. Both of these actions negatively impacted the reported results. 

 In each year from 2004 through 2017, Economic Profit was positive, and in each of those years except 2006, Economic Profit improved. The 2006 decline in Economic Profit was due to two factors: a $7.0 million after-tax charge related to the settlement of litigation that had arisen from an activity occurring more than 10 years prior; and a $4.4 million after-tax gain from discontinued operations recorded in 2005. Were it not for these two unusual items, Economic Profit would have grown in 2006 as well. 

 Since 2004, the first year Economic Profit was a positive number, we have grown Economic Profit at a compounded annual rate of 21.7%. However, the rate of growth has slowed. From 2004 to 2011, Economic Profit grew at a compounded annual rate of 32.6%. From 2011 to 2017, it grew at only 10.3%. We have continued to grow adjusted average capital rapidly, with compounded annual growth from 2011 to 2017 of 20.9% compared to 16.0% from 2004 to 2011. In addition, our results have been helped by a lower weighted average cost of capital, which declined 120 basis points from 2011 to 2017. However, our return on capital has steadily declined, from 16.8% in 2011 to 11.2% last year. In the fourth quarter of 2017, our return on capital was even lower, 10.6%, the lowest quarterly return on capital since 2003. 

 Our challenge continues to be growing a larger capital base at a rapid rate while contending with a difficult competitive environment. While we have succeeded in growing adjusted average capital, we have been required to accept a lower return on capital in order to do so. To be fair, my starting point for the above comparison is 2011, when our return on capital was unsustainably high as a result of an unusually favorable competitive environment. And it is worth noting that our current after-tax return on capital is still a very attractive return for a consumer finance company. But it is also clear that we will need to find other ways to grow adjusted average capital if we are to achieve higher levels of Economic Profit in the future. 

 Using Economic Profit as our primary financial performance measure makes it unlikely we will allow the return on capital to drop much further. As the spread between the return on capital and the weighted average cost of capital narrows, the break-even level of growth required to offset a further narrowing increases. For example, in 2011, when the spread between the return on capital and weighted average cost of capital was 10.4%, a 100-basis-point reduction in this spread would have required growth in average capital of 10.6% in order to achieve an equivalent amount of Economic Profit (10.4% / (10.4% - 1.0%) - 1). Today, that same 100-basis-point reduction in the spread would require growth of 20.0% (6.0% / (6.0% - 1.0%) - 1). 

 Dividends and Buybacks 

 Like any profitable business, we generate cash. Historically, we have used this cash to fund originations growth, repay debt or fund share repurchases. 

 We have used excess capital to repurchase shares when prices are at or below our estimate of intrinsic value (which is the discounted value of future cash flows). As long as the share price is at or below intrinsic value, we prefer share repurchases to dividends for several reasons. First, repurchasing shares below intrinsic value increases the value of the remaining shares.21 

 Second, distributing capital to shareholders through a share repurchase gives shareholders the option to defer taxes by electing not to sell any of their holdings. A dividend does not allow shareholders to defer taxes in this manner. 

 Finally, repurchasing shares enables shareholders to increase their ownership, receive cash or do both based on their individual circumstances and view of the value of a Credit Acceptance share. (They do both if the proportion of shares they sell is smaller than the ownership stake they gain through the repurchase.) A dividend does not provide similar flexibility. 

 Since beginning our share repurchase program in mid-1999, we have repurchased approximately 33.4 million shares at a total cost of $1.6 billion. In 2017, we repurchased approximately 610,000 shares at a total cost of $123.5 million. 

 At times, it will appear we have excess capital but we won’t be active in repurchasing our shares. This can occur for several reasons. First, the assessment of our capital position involves a high degree of judgment. We need to consider future expected capital needs and the likelihood that this capital will be available. Simply put, when our debt-to-equity ratio falls below the normal trend line, it doesn’t necessarily mean we have concluded that we have excess capital. Our first priority is always to make sure we have enough capital to fund our business, and such assessments are always made using conservative assumptions. 

 Second, we may have excess capital but conclude our shares are overvalued relative to intrinsic value or are trading at a level where we believe it’s likely they could be purchased at a lower price at some point in the future. The assessment of intrinsic value is also highly judgmental. Fortunately for shareholders, we have two members of our Board, Tom Tryforos and Scott Vassalluzzo, who have had long and remarkable careers in investing in equities and are perfectly suited for the task of assessing the value of our business. My track record is less impressive. For reasons I can’t defend, I have often argued on the side of waiting for a lower price. After many years of being wrong, I have learned to defer to Tom and Scott on this topic. 

 The final reason we may be inactive in repurchasing shares has been the most common one over the years. We have often found ourselves with excess capital at a time when the share price was attractive, but we were in possession of material information that had not yet been made public. During such periods, we suspend our share repurchases until the information has been disclosed. 

 Unless we disclose a different intention, shareholders should assume we are following the approach outlined in this section. Our first priority will be to fund the business. If we conclude we have excess capital, we will return that capital to shareholders through share repurchases. If we are inactive for a period, shareholders should not assume that we believe our shares are overvalued. 

 * * * 

 Buybacks 

 Collected below are selections from the Credit Acceptance letters addressing share buybacks. 

 2007. Since beginning our share repurchase program in mid-1999, we have repurchased approximately 20.4 million shares at a total cost of $399.2 million. Although the share price was attractive during 2007, our share repurchases slowed considerably since accelerated growth in unit volumes made investing our available capital in our core business a better option. Even though we have repurchased a significant number of shares since 1999, we continue to maintain a ratio of debt to equity that is very conservative relative to industry standards. At year-end, our debt-to-equity ratio was 2.0:1. 

 2008. We did not repurchase shares in 2008. As noted above, the changes in the capital markets caused capital to be in short supply. Instead, we used all of our available capital to fund new loans. While the average price paid per share has been well below our current estimate of intrinsic value, it is easy to conclude with the benefit of hindsight that shareholders would likely have been better off had we elected to retain the capital used for a significant portion of these repurchases. 

 Although we believe the benefits of repurchasing shares are [considerable, as described below], we applied our policy in error by believing we had excess capital when in fact, as a result of the credit crisis, we didn’t. We are likely to again repurchase shares at some point, since eventually our profits will need to be distributed to shareholders. However, we will be much more cautious in our assessment of future capital needs. In the near term, profits will be used to reduce our level of debt outstanding. 

 * * * 

  Credit Acceptance Corporation: 
GAAP Results (1992–2017) 

  [image: ] 

 

 Note: Return on equity is defined as GAAP net income for the applicable period divided by average shareholders’ equity for such period. 

 

   * [This footnote explains the imputed cost of equity.] We determine the imputed cost of equity by using a formula that considers the risk of the business and the risk associated with our use of debt. The formula is as follows: average equity x {(the average 30-year Treasury rate + 5%) + [(1 – tax rate) x (the average 30-year Treasury rate + 5% – pre-tax average cost-of-debt rate) x average debt / (average equity + average debt x tax rate)]}. 

 

 

 



 Chapter Ten 

  Larry Page & Sergey Brin 

 Google 
(Alphabet) 

 Few companies have been so successful as to see their name enter the English language as a verb, but Google is not an ordinary company. The ubiquitous search engine that billions of people use “to Google” for information was founded by two entrepreneurs, Larry Page and Sergey Brin. 

 Page and Brin are well-known for having good business sense. Beyond that, moreover, the two also cared about how they would communicate with shareholders. Above all, they appreciated that there were few better role models than Warren Buffett. In their inaugural public shareholder missive, as part of their 2004 IPO registration statement, included “An Owner’s Manual” for their shareholders. 

 The document contains this important acknowledgement: “Much of this was inspired by Warren Buffett’s essays in his annual reports and his ‘An Owner’s Manual’ to Berkshire Hathaway shareholders.” (The reference to essays is apparently to The Essays of Warren Buffett, the original and principal source for so describing Buffett’s letters.) 

 Here are excerpts from that manual. These stress no earnings smoothing; long-term project priorities; no quarterly focus or earnings guidance; a dual class structure, including significant managerial ownership beyond the founders; and an IPO process designed to achieve rational pricing in relation to value. 

 Google Owner’s Manual 

 Google is not a conventional company [and] the standard structure of public ownership may jeopardize the independence and focused objectivity that have been most important in Google’s past success and that we consider most fundamental for its future. Therefore, we have implemented a corporate structure that is designed to protect Google’s ability to innovate and retain its most distinctive characteristics. We are confident that, in the long run, this will benefit Google and its shareholders, old and new. 

 Long-Term 

 As a private company, we have concentrated on the long-term, and this has served us well. As a public company, we will do the same. In our opinion, outside pressures too often tempt companies to sacrifice long-term opportunities to meet quarterly market expectations. Sometimes this pressure has caused companies to manipulate financial results in order to “make their quarter.” In Warren Buffett’s words, “We won’t ‘smooth’ quarterly or annual results: If earnings figures are lumpy when they reach headquarters, they will be lumpy when they reach you.” 

 If opportunities arise that might cause us to sacrifice short term results but are in the best long-term interest of our shareholders, we will take those opportunities. We will have the fortitude to do this. We would request that our shareholders take the long-term view. 

 You might ask how long is long-term? Usually we expect projects to have some realized benefit or progress within a year or two. But, we are trying to look forward as far as we can. Despite the quickly changing business and technology landscape, we try to look at three to five year scenarios in order to decide what to do now. We try to optimize total benefit over these multi-year scenarios. While we are strong advocates of this strategy, it is difficult to make good multi-year predictions in technology. 

 Many companies are under pressure to keep their earnings in line with analysts’ forecasts. Therefore, they often accept smaller, predictable earnings rather than larger and less predictable returns. [We] feel this is harmful, and we intend to steer in the opposite direction. 

 Our long-term focus does have risks. Markets may have trouble evaluating long-term value, thus potentially reducing the value of our company. Our long-term focus may simply be the wrong business strategy. Competitors may be rewarded for short term tactics and grow stronger as a result. As potential investors, you should consider the risks around our long-term focus. 

 We will make business decisions with the long-term welfare of our company and shareholders in mind and not based on accounting considerations. 

 Although we may discuss long-term trends in our business, we do not plan to give earnings guidance in the traditional sense. We are not able to predict our business within a narrow range for each quarter. We recognize that our duty is to advance our shareholders’ interests, and we believe that artificially creating short term target numbers serves our shareholders poorly. We would prefer not to be asked to make such predictions, and if asked we will respectfully decline. A management team distracted by a series of short-term targets is as pointless as a dieter stepping on a scale every half hour. 

 As we seek to maximize value in the long-term, we may have quarter-to-quarter volatility as we realize losses on some new projects and gains on others. We would love to better quantify our level of risk and reward for you going forward, but that is very difficult. Even though we are excited about risky projects, we expect to devote the vast majority of our resources to improvements to our main businesses (currently search and advertising). Most employees naturally gravitate toward incremental improvements in core areas so this tends to happen naturally. 

 Dual Class 

 We are creating a corporate structure that is designed for stability over long time horizons. We want Google to become an important and significant institution. That takes time, stability and independence. We bridge the media and technology industries, both of which have experienced considerable consolidation and attempted hostile takeovers. 

 In the transition to public ownership, we have set up a corporate structure that will make it harder for outside parties to take over or influence Google. This structure will also make it easier for our management team to follow the long-term, innovative approach emphasized earlier. This [is] a dual class voting structure [in which] Class A common stock we are offering has one vote per share, while the Class B common stock held by many current shareholders has 10 votes per share. 

 The main effect of this structure is likely to leave [the founders and other managers] with increasingly significant control over the company’s decisions and fate, as Google shares change hands. After the IPO [those insiders control more than 60% of the vote]. New investors will fully share in Google’s long-term economic future but will have little ability to influence its strategic decisions through their voting rights. 

 While this structure is unusual for technology companies, similar structures are common in the media business and has had a profound importance there. The New York Times Company, The Washington Post Company and Dow Jones, the publisher of The Wall Street Journal, all have similar dual class ownership structures. Media observers have pointed out that dual class ownership has allowed these companies to concentrate on their core, long-term interest in serious news coverage, despite fluctuations in quarterly results. Berkshire Hathaway has implemented a dual class structure for similar reasons. From the point of view of long-term success in advancing a company’s core values, we believe this structure has clearly been an advantage. 

 Some academic studies have shown that from a purely economic point of view, dual class structures have not harmed the share price of companies. Other studies have concluded that dual class structures have negatively affected share prices, and we cannot assure you that this will not be the case with Google. The shares of each of our classes have identical economic rights and differ only as to voting rights. 

 Google has prospered as a private company. We believe a dual class voting structure will enable Google, as a public company, to retain many of the positive aspects of being private. We understand some investors do not favor dual class structures. Some may believe that our dual class structure will give us the ability to take actions that benefit us, but not Google’s shareholders as a whole. We have considered this point of view carefully, and we and the board have not made our decision lightly. We are convinced that everyone associated with Google—including new investors—will benefit from this structure. However, you should be aware that Google and its shareholders may not realize these intended benefits. 

 Auction IPO 

 It is important to us to have a fair process for our IPO that is inclusive of both small and large investors. It is also crucial that we achieve a good outcome for Google and its current shareholders. This has led us to pursue an auction-based IPO for our entire offering. Our goal is to have a share price that reflects an efficient market valuation of Google that moves rationally based on changes in our business and the stock market. 

 Many companies going public have suffered from unreasonable speculation, small initial share float, and stock price volatility that hurt them and their investors in the long run. We believe that our auction-based IPO will minimize these problems, though there is no guarantee that it will. 

 An auction is an unusual process for an IPO in the United States. Our experience with auction-based advertising systems has been helpful in the auction design process for the IPO. As in the stock market, if people bid for more shares than are available and bid at high prices, the IPO price will be higher. Of course, the IPO price will be lower if there are not enough bidders or if people bid lower prices. This is a simplification, but it captures the basic issues. 

 Our goal is to have the price of our shares at the IPO and in the aftermarket reflect an efficient market price-in other words, a price set by rational and informed buyers and sellers. We seek to achieve a relatively stable price in the days following the IPO and that buyers and sellers receive an efficient market price at the IPO. We will try to achieve this outcome, but of course may not be successful. Our goal of achieving a relatively stable market price may result in Google determining with our underwriters to set the initial public offering price below the auction clearing price. 

 We are working to create a sufficient supply of shares to meet investor demand at IPO time and after. We are encouraging current shareholders to consider selling some of their shares as part of the offering. These shares will supplement the shares the company sells to provide more supply for investors and hopefully provide a more stable price. 

 We would like you to invest for the long-term, and you should not expect to sell Google shares for a profit shortly after Google’s IPO. We encourage investors not to invest in Google at IPO or for some time after, if they believe the price is not sustainable over the long-term. Even in the long-term, the trading price of Google’s stock may decline. 

 



 Chapter Twelve 

 Mark Leonard 

 Constellation Software 

 Constellation Software, with annual revenue exceeding $2 billion, buys, fixes, and permanently owns and operates vertical market software firms. These are firms developing mission-critical products for particular sectors, such as transit agencies, utilities, hospitals or hotels, rather than for general (horizontal) application. Comprised of nearly 300 separate business units, the culture embraces autonomy and decentralization around a system of best practices: managers of acquired firms enjoy wide operating deference and administrative authority over their units and capital, while sharing knowledge across units to produce high-quality businesses. 

 Mark Leonard founded Constellation in 1995 and took it public in 2006. Leonard’s letters, popular and eagerly-read by shareholders and other fans, reveal a culture of ownership, with senior managers as well as directors holding substantial equity in the company. Incentive bonuses, rewarding profitability and growth, as well as director fees, must be invested substantially in Constellation stock, and held in escrow for an average of four years. With a corporate commitment to perpetual ownership of acquired businesses, the result is a lengthy time horizon, where short-term pressures do not faze and long-term dynamics are the focus. 

 For the first two public years, Leonard wrote a quarterly letter; he switched to the annual practice in 2009; and in 2017 announced that thereafter he would write as warranted rather than mechanically each year. 

 During 2010, some large block shareholders pushed the company into a strategic review process that might have led to its sale but, luckily for Leonard and other long-term owners, instead led to their exit—leaving as a legacy a $1 quarterly dividend and a strong aversion to facing similar circumstances again. 

 The quarterly letters ahead of the Process, as Leonard calls it, appeared intended to educate investors on the company’s initial five-year plan, the performance metrics, and the long-term nature of the business. Once the quarterly letters had served the original training purposes, moving to the annual format cemented a long-term outlook. Shareholders and managers alike were bereft on reading the 2017 letter’s statement that it would be the last, with consensus hopes that Leonard would either change his mind or produce irregular but still valuable missives. 

 Since that announcement, Leonard has provided written answers to shareholder queries on the firm’s website, collected now as a remarkable Q&A portfolio that may be even more illuminating for shareholders—since they pose the questions—and are a bit less taxing on Leonard, because it is far easier to answer discrete questions than to craft an overall letter with theme, substance, wit, humor, and style to stand alone in full. 

 Every annual letter from 2009–2016 ends with a variation of a statement that the annual meeting was coming up; that many officers, directors and general manages would attend; and that all looked forward to talking about CSI business and answering questions. In two years—2011 and 2012—this standard paragraph also said: “With our increasingly broad institutional and retail ownership, I’m hoping for a record turnout.” 

 Another recurring trait of Leonard’s letters are regular suggestions of topics shareholders might consider raising at the annual meeting’s Q&A. These have included questions on the CSI performance metrics, the importance of mutual trust, attracting and retaining managerial talent, trade-offs between pursuing organic growth versus acquisitive growth, and how to generate good returns from a shrinking business. Shareholders take up the suggestions and these have been robust topics of discussion at many CSI meetings. 

 2006 

 Capital Allocation 

 [W]e would like to begin to explain how we think about capital allocation at Constellation. [CSI’s Average Invested Capital is] a non-GAAP measure that began as an estimate of the amount of money that our shareholders had invested in Constellation. Subsequent to that estimate, each period we have kept a running tally, adding Adjusted Net Income, subtracting any dividends, adding any amounts related to share issuances, and making some small adjustments relating to our use of certain incentive programs, the amortization of impaired intangibles, etc. 

 We keenly monitor our ability to put our shareholders’ Invested Capital to work. In practice, the way we actually measure this is on a project by project basis using conventional after tax internal rates of return (IRR’s). Periodically our board sets a hurdle rate, and we filter both prospective organic growth opportunities and acquisitions based upon those hurdle rates. IRR’s are complex, future oriented, require judgement, and at any one time I’d estimate that we are tracking between 50 and 100 individual projects. 

 There is a simpler but cruder historical measure of the effectiveness of our capital allocation. Although it lacks the future orientation of IRR, it does eliminate some of the optimism that regrettably pervades future looking metrics. We take the sum of ROIC and our Organic Net Revenue Growth, and compare it to the hurdle rate set by our board. We measure ROIC or Return on Invested Capital by taking a ratio of Adjusted Net Income to Average Invested Capital. 

 [T]here is a unique “kicker” to our business: We use very little capital to grow our business organically. Most of our businesses actually operate with negative tangible net assets. This means that as we grow organically, those businesses consume little or no incremental capital, and may even produce capital in excess of earnings. Unfortunately, organic growth isn’t entirely free. We have to invest money in research and development, sales and marketing, etc. to get this growth. These expense items all depress Adjusted Net Income. The logical consequence, is that to get organic growth, we are willing to accept a lower ROIC. 

 2007 

 Capital Allocation 

 In 2003, we instituted a program to forecast and track many of the larger Initiatives that were embedded in our Core businesses (we define Initiatives as significant Research & Development and Sales and Marketing projects). Our Operating Groups responded by increasing the amount of investment that they categorized as Initiatives. Initially the associated Organic Revenue growth was strong. Several of the Initiatives became very successful. Others languished, and many of the worst Initiatives were terminated before they consumed significant amounts of capital. 

 Examined on a portfolio basis (and to do that we still have to use forecasts, as payback in our business generally requires a 5-7 year time frame) we believe that our Initiatives have generated reasonable internal rates of return. However the Initiative returns have not been as attractive as those generated by our acquisitions. Accordingly, many of our Operating Groups have shifted more of their efforts to growth by acquisition, and have launched increasingly fewer new Initiatives over the last couple of years. 

  The response of our Operating Groups is what you’d like to see: Now that they have tools for tracking Initiative IRR’s, they are optimizing capital allocation by pursuing better returns in the acquisition market. In principle, there is nothing wrong with this shift. In practice, dramatically fewer Initiatives could eventually lead to a loss of market share. The software business has significant economies of scale, so conceding market share to well run competitors could lead to deteriorating economics. 

 I’m not yet worried about our declining investment in Initiatives because I believe that it will be self-correcting. As we make fewer investments in new Initiatives, I’m confident that our remaining Initiatives will be the pick of the litter, and that they are likely to generate better returns. That will, in turn, encourage the Operating Groups to increase their investment in Initiatives. This cycle will take a while to play out, so I do not expect to see increased new Initiative investment for several quarters or even years. 

 Organic Growth can also be driven or diminished by acquisitions. When we acquire a rapidly growing company we boost Organic Growth. When we acquire an underperforming company that needs to have some of its unpromising lines of business reduced or removed, Organic Growth suffers. History suggests that we generally grow our acquired businesses, frequently providing additional products for them to sell into their installed base, and bringing our increased scale and best practices to bear upon their business. Occasionally however, the reduction of an acquired business to a profitable Core will leave us with a smaller, but usually more profitable business. 

 Compensation 

 We have publicly reiterated our revenue growth objective each quarter, and we have a bonus plan that pays for growth. Those factors create a fierce temptation to stretch a bit and make some acquisitions that aren’t quite up to par. Counterbalancing hubris and greed, we have a good board and many long-term oriented managers. I believe that we have the judgment to maintain our investment discipline, and the humility to adjust our growth objectives downwards if we don’t think that they are achievable. I’m not yet ready to concede that our Net Revenue growth objective is not achievable, but if we have a couple of more quarters of sub-20% growth, achieving the objective will become very difficult. 

 We believe that long-term shareholders will generate a return on their Constellation shares that cannot exceed the sum of long-term ROIC plus Organic Net Revenue Growth. We align compensation with this belief, basing our corporate bonus plan upon ROIC and Net Revenue Growth. Achieving even 24% ROIC+OGr is non-trivial. We believe that less than 10% of public companies have been able to achieve this level of performance for an extended period. 

 Shareholder Engagement 

 During the quarter we engaged in an attempt to help a shareholder sell one million of their Constellation shares. We spent money on lawyers and accountants, and chewed up management time, but didn’t manage to complete the offering. Our stock price dropped by more than 10% after we announced the offering, but has since recovered somewhat. I believe that the intrinsic value of the business continued to increase at an attractive pace, despite the volatility in the stock price. 

 One of the useful things that we discovered during the marketing of the secondary offering, was that many of our existing shareholders wanted to speak with us. As we have mentioned previously, we would be pleased to meet with any Constellation shareholder at our offices. Please call me or John Billowits, our Chief Financial Officer, if you would like to arrange an appointment. 

 * * * 

 Recently there was a report of a massive (>30%) short position in our shares. Initially I was more amused than annoyed, thinking that an error had been made in the short report that would soon be corrected. Nevertheless, I touched base with our major shareholders, who told me that they knew nothing of such a short, and I did some math—soon determining that the reported short position exceeded the number of shares that had traded in our entire history as a public company. We probed some more, and found out that the short was reportedly due to a large off-exchange trade that failed to complete. 

 Metrics 

 One of the areas where generally accepted accounting principles (“GAAP”) do a poor job of reflecting economic reality, is with goodwill and intangibles accounting. As managers we are at least partly to blame in that we tend to ignore these “expenses”, focusing on EBITA or EBITDA or “Adjusted” Net Income (which excludes Amortisation). The implicit assumption when you ignore Amortisation, is that the economic life of the asset is perpetual. In many instances (for our business) that assumption is correct. We are constantly “renovating” our software, adding to and replacing portions of it, and we provide the maintained product to our clients under perpetual support programs that we generally term “Software for Life”. Some of our products (and markets) won’t be as durable, and will gradually start to lose economic viability. 

 I don’t think GAAP comes anywhere close to reflecting this spectrum and timing of outcomes. We do, however, have a couple of tools that we use in-house that can highlight the businesses that are aging vs. those that continue to be revitalised. One crude indicator is a quarterly IRR calculation that we do on all acquisitions that we completed since 2004. IRR by its very nature requires forecasts, and hence is going to have subjectivity. Nevertheless, we try to beat the unwarranted optimism out of the forecasts, and as time passes, we can increasingly cross-reference history with forecasts. All [but two acquisitions] exceed a 20% IRR. 

 2008 

 Investing 

 I am often asked why Constellation takes minority interests in other public software companies. The answer is simple (value!), but it can be complicated by our investment horizon and by our requirement that the company have competent ownership. 

 Constellation’s objective is to be a perpetual owner of inherently attractive software businesses. Part of a perpetual owner’s job, is to make sure that energetic, intelligent and ethical general managers (“GM”) are running their businesses and that the GM’s are incented to enhance shareholder value over the very long-term. It is trivial for an experienced GM to run a software company to generate high profitability and shrinking revenues. Far more challenging, is generating reasonable short-term profits while continuing to grow revenues, in an industry where investment cycles often exceed 10 years. Understanding a GM’s performance as they make these long-term trade-offs is the most difficult part of a perpetual owner’s job. 

 We [mostly buy 100% of] private software businesses outright. On ten occasions, however, we have also participated in the purchase of significant minority positions in public software businesses. Usually these minority interests were purchased for less than their intrinsic value, and for far less per share than we would have had to pay for the entire business. While these purchases tend to be at the “value” end of our investment spectrum, they often carry incremental risk because we lack access to information concerning the long-term trade-offs that the businesses are making. 

 Even excellent managers of public companies are initially uncomfortable allowing us to join their boards to get access to this information, suspecting us of dire motives or a short-term orientation. We have the same objective when we buy a piece of a business as when we buy 100%, i.e. we want to be a great perpetual owner of an inherently attractive asset. If we are allowed to join a public company’s board, we offer to sign an agreement that will limit our ability to make an unsolicited take-over bid. This allows existing long-term shareholders of our public investees to continue to enjoy the benefits of ownership. For shareholders with similar objectives to ours, we believe that we are an exceptional co-investor. 

 When boards reject our request for representation, we may resort to “shareholder democracy”, i.e. we may approach other shareholders to request that they support our quest for a board seat. Only as a last resort will we make an unsolicited bid for a company. 

 2009 

 Metrics 

 GAAP statements tend to be the best tool that investors have to monitor and judge a company’s performance. We have tried to supplement GAAP by providing you with our own calculations of Adjusted Net Income, Average Invested Capital, ROIC, Organic Net Revenue Growth, and Attrition (the “CSI Metrics”) amongst others. The CSI Metrics do attract cynicism from some quarters, so I’ve also included in this letter a couple of GAAP financial metrics that reflect the company’s performance over the last decade. I welcome any suggestions that you may have for other metrics to include in these annual letters. 

 Internally we think about Adjusted Net Income as the cash profits we generate after paying cash taxes. The most significant variation from GAAP net income, is that we assume our intangible assets are not diminishing in economic value. This is a critical assumption that our board challenges, and that you, as shareholders, need to monitor. The way we support the “ever-expanding intangibles value” contention with our board is by regularly forecasting the cash flows for each of our acquired business units and comparing them to our original acquisition costs to calculate acquisition by acquisition IRR’s. 

 Long-Term 

 Our attrition rates also illustrate the long-term nature of our client relationships. Attrition due to the loss of customers in 2009 was ~4%, suggesting that our average customer will stay with Constellation for 26 years. Customer relationships that endure for more than two decades are valuable. We have symbiotic relationships with tens of thousands of customers: we handle thousands of their calls each day, and issue scores of new versions of mission critical software each year which incorporate their feedback and suggestions. For an annual cost that rarely exceeds 1% of a customers’ revenues, our products help them run their businesses efficiently, adopt their industry’s best practices, and adapt to changing times. 

 Strategy 

 We have been a serial acquirer of inherently attractive small vertical market software businesses in a large number of different verticals. We try to be competent long-term oriented owners of these businesses. Our maintenance attrition and organic maintenance growth numbers, coupled with our profitability suggest that we have been successful. In the vast majority of cases, the longer we have owned a small software business, the larger and better it has become. If we persist in this strategy (let’s call it the “many verticals” strategy), we will continue to add new verticals and to make many more small acquisitions each year. 

 We’ve handled our geometric growth to date by largely abdicating management to the general managers of each of our vertical businesses. We have a very thin overlay of infrastructure at CSI. We count on the fact that with each new acquisition will come general managers who are steeped in their verticals… veterans who have built industry leading (albeit small) vertical market software businesses with great economics. Having owned more than a hundred vertical market software businesses, we also have some best practices that we can share. We coach the managers of our newly acquired businesses in how to grow their businesses and make them even better. As long as we compensate these managers appropriately, and are not tempted to meddle too much, then I think we can scale up Constellation for many years to come. 

 Low Share Turnover 

 Only one eleventh of our shares changed hands in 2009 (vs one sixteenth in 2008). Our share price has outperformed the S&P TSX index by an average of 16% per annum since our IPO in 2006. We seem to have attracted a group of shareholders who have willingly sacrificed liquidity in return for the opportunity to make a long-term investment in what they believe is a good company. We continue to seek long-term oriented shareholders that share our approach to investing. 

 2010 

 In 2010, some sizable short-term investors in Constellation—private equity—pushed for a strategic review, which the board pursued. Leonard’s letters of that and the next year called it the Process, which he clearly detested. Ultimately, new long-term investors were found who bought out the private equity, leaving CSI intact. 

 The marketing of the company to prospective buyers has, and will be, a considerable distraction to the managers and employees of the company. We can’t be sure that it will result in an acceptable offer. We hope to get through this process as quickly as possible, generate some liquidity for our major shareholders, and then get back to building our business. 

 2011 

 Long-Term 

 My sense is that our managers were reticent about adding staff and incremental expense (particularly for long-term initiatives) while we were involved in the strategic review process. During [it] our managers were instructed to stop making acquisitions in new verticals. In addition some of the time and attention that might otherwise have been used for acquisitions was diverted into preparing for and responding to potential acquirers of CSI. I believe that [all this] created a focus on short-term profitability that detracted from our investment in long-term initiatives and from acquisitions. 

 Stock Prices 

 I used to maintain that if we concentrated on fundamentals, then our stock price would take care of itself. The events of the last year have forced me to re-think that contention. I’m coming around to the belief that if our stock price strays too far (either high or low) from intrinsic value, then the business may suffer: Too low, and we may end up with the barbarians at the gate; too high, and we may lose previously loyal shareholders and shareholder-employees to more attractive opportunities. 

 A long-term orientation requires a high degree of mutual trust between the company and all of its constituents. We trust our managers and employees and hence try to encumber them with as little bureaucracy as possible. We encourage our managers to launch initiatives, which in our industry, often require 5 to 10 years to generate payback. We are comfortable providing them with capital to purchase businesses that won’t be immediately accretive, but that have the potential to be long-term franchises for CSI. 

 We nearly always promote from within because mutual trust and loyalty take years to build, and conversely, newly hired smart and/or manipulative mercenaries can take years to identify and root out. We incent managers and employees with shares (escrowed for 3–5 years) so that they are economically aligned with shareholders. In return we need and want loyal employees… if they aren’t planning to be around for 5 years, then they aren’t going to care much about the outcome of multi-year initiatives, and they certainly aren’t going to forego short-term bonuses for long-term profits. 

 When a company is put on the block, employees worry, and trust erodes. It isn’t hard to imagine their concerns: Will the current long-term oriented compensation plans be changed? Will independence be constrained? Will their boss be fired? Will they have to fire some mandated percentage of their long-term employees? Should they embark on attractive initiatives which will lose money in the short-term? Why do major shareholders want to sell and is there something daunting in the future that the major shareholders see? 

 Customers rely on us to provide them with the tools to keep their businesses operating efficiently and adapt their information systems to evolving best practices within their industry. They also begin to question their relationships with the company when a potential sale is announced: Will pricing change? Do they need stronger agreements to protect themselves? Will they be dealing with different employees? Will the company have significant debt if it is sold? Will the company continue to invest in its solutions? 

 And long-term shareholders begin to question their commitment to the company: Is the board exploring a sale because they are concerned about the long-term prospects for the company? Has the company been “optimised”, and hence should shareholders sell now before the fundamentals plateau? 

 Our employees, customers and long-term shareholders endured 9 months of these Process related uncertainties last year. There’s no doubt in my mind that the Process hurt the company’s prospects. However, the ironic and perverse result of the Process, was that our short-term profits improved, acquisition investment slowed, cash piled up and the board was able to institute significant dividends, all of which seems to have contributed to a greater than 70% increase in our stock price over the last 16 months. The stock price increase effectively scuttled the chances of selling the entire company to a financial buyer, while at the same time allowing our two major shareholders to sell some shares at prices which they felt were closer to intrinsic value. 

 When we announced the Process, I asked a number of our sophisticated long-term shareholders (other than the two major shareholders) for their estimate of the intrinsic value of the company. I was surprised by their answers (they seemed high to me), but assumed that they were just trying to put a high sticker price on the company in the event of a sale. During the course of the ensuing year these investors have significantly increased their stake in CSI at ever-increasing prices. This vote of confidence achieved two things: Firstly, it made me accept that the company was likely undervalued when the Process started. It also convinced me that we have the nucleus of a group of competent long-term oriented shareholders who can provide the stable ownership which will allow us to prosper. A respected investor told me, “You end up with the shareholders you deserve”. I’m hoping that’s true. 

 There is a nuance to “stock price management” that may be unusually important to CSI. For nearly all companies, when their stock price gets too low, there is the potential for a “Process”, and obviously we are no different. However, when CSI’s stock price gets too high, I think we have the potential to lose our most valuable cohort—our senior managers. Most of these employees have been with us for many years. Most of them started out as operators. They’ve refined their operating chops, learning best practices from their peers and from their own experiments. 

 As vertical market software business operators, I’d say they are amongst the most talented available (and I’m uniquely qualified to be a connoisseur of such talent). They also have another skill, one that is incredibly rare: they respect and know how to deploy capital to generate high rates of return. Glancing at our ROIC+Organic Growth stats, it is evident that our senior managers consistently generate rates of return in excess of 25% on the capital that they deploy. 

 As investors you’ll know that this is wildly difficult to achieve. How do we keep these multi-talented managers? Hopefully we provide an environment that is fulfilling, colleagues that are both challenging and entertaining, and work that is meaningful. We also pay them well. They are all millionaires many times over, with much of their net worth invested in un-escrowed CSI shares. If they don’t think that CSI shares will generate high rates of return, they need only sell their shares and use their unique skills to deploy and manage their capital. And because the average business that we buy costs something less than $3MM, nearly all of these managers could be in business for themselves very quickly. 

 I’ve always tried to avoid having CSI’s shares trade at too high a price. Many members of the board were conscious of the opposite problem. I think we all now acknowledge the importance of managing our stock into a price range where we neither invite another Process, nor encourage our employee shareholders and long-term investors to liquidate their holdings. I don’t think it will be difficult to keep our stock price marching in lock-step with the intrinsic value of our company. The board and I just have to be conscious of doing so. 

 2012 

 Scale 

 Our long-term shareholders, our board, and our analysts all seem concerned about CSI’s ability to scale. I haven’t spent a lot of time worrying about the issue, except in response to their enquiries. We’ve evolved gradually for 18 years, and don’t feel like we are facing an impending paradigm shift. Nevertheless, when a number of smart, engaged constituents consistently harp on the same issue, it is worth investigating both their concerns and the mindset of those asking the questions. 

 By my calculation the current stock price values CSI at approximately 16 times 2012 earnings. It is sometimes useful to look at marginal rather than average economics. The $32 million increase in CSI’s ANI in 2012 translates to roughly a buck and a half a share. Concurrent with that increase in ANI, CSI’s stock price increased something like $40/share, (depending on the exact beginning and end points that you choose). 

 My back of the envelope math says shareholders accorded us a better than a 25 times multiple on the 2012 incremental earnings. Those sorts of market multiples create a growth imperative… you have to either rapidly grow into your multiple or disappoint your shareholders, analysts and board. So ultimately, it seems to me that it is our stock price that has catalysed the spate of questions about our “ability to scale”, rather than our practices and performance. Irrespective of the questions’ genesis, some context for what we do to generate growth seems appropriate. 

 There are two components to CSI’s growth, organic and acquired. Organic growth is, to my mind, the toughest management challenge in a software company, but potentially the most rewarding. The feedback cycle is very long, so experience and wisdom accrete at painfully slow rates. 

 In 2004 we separated our Research & Development and Sales & Marketing spending (“RDSM”), into two buckets: Initiatives and everything else. Initiatives are significant long-term investments required to create new products, enter new markets etc. In the mid to high ticket vertical market software business, Initiatives usually require 5–10 years to reach cash flow break-even. We felt that they should be both measured and treated differently than our other, sustaining, RDSM expenditures. The ethos of software companies requires the regular launching of visionary new products by steely-eyed tenacious developers (substitute software architects, product managers or founders in this sentence, as the specific instance requires). 

 We believe that CSI is one of the few software companies that takes a somewhat rational approach to long-term RDSM investments. We didn’t get to that point with central edicts or grand plans. We just had a hunch that our internal ventures could be better managed, and started measuring them. The people involved in the Initiatives generated the data, and with measurement came adjustment and adaptation. It took 6 years, but we have fundamentally changed the mental models of a generation of our managers and employees (though perhaps not of all the steely eyed visionaries). 

 The other way we grow is via acquisitions. We make a lot of acquisitions. We haven’t heard of another company in Canada that has made as many. We have come across a couple of perennial acquirers in the US with more experience than CSI. They offer some interesting insights, but no clear model to emulate. Our acquisition approaches are pretty much home grown, but tend to use variations on only a couple of basic themes. 

 Our favourite and most frequent acquisitions are the businesses that we buy from founders. When a founder invests the better part of a lifetime building a business, a long-term orientation tends to permeate all aspects of the enterprise: employee selection and development, establishing and building symbiotic customer relationships, and evolving sophisticated product suites. Founder businesses tend to be a very good cultural fit with CSI, and most of the ones that we buy, operate as standalone business units managed by their existing managers under the CSI umbrella. 

 We track many thousands of these acquisition prospects and try to regularly let their owners know that we’d love the chance to become the permanent owners of their business when the time is right for them. There is a demographic element to the supply of these acquisitions. Most of these businesses came into being with the advent of mini and micro-computers and many of their founders are baby boomers who are now thinking about retirement. 

 The most lucrative acquisitions for us have been distressed assets. Sometimes large corporations convince themselves that software businesses on the periphery of their industry would be good acquisitions. Rarely do the anticipated synergies accrue, and frequently the cultural clashes are fierce, so the corporate parent may eventually choose to sell the acquired software business. The lag is often 5 to 10 years as the proponents of the original acquisition usually have to move on before the corporation will spin off the asset. 

 Our most attractive acquisitions from corporate vendors seem to have happened during recessions. Occasionally, we also acquire portfolio companies from a private equity (“PE”) fund that is getting long in the tooth. These will have been well shopped but for some reason will not have attracted a corporate buyer. While both corporate and PE divestitures tend to be much larger than the founder businesses that we buy, they are usually more of a cultural challenge for us post-acquisition. 

 With some tweaks and normal evolutionary changes, without dramatic reorganisations, recapitalisations or a whole lot of angst, I believe that CSI has the management and financial capacity to double its size and profitability per share during the next 5 to 10 years while continuing to pay a dividend. That would be an impressive achievement for any company. Does CSI have the ability to scale at the rates which it achieved during the last decade? I don’t think we are sufficiently humble not to try. I do think we will be pushing our luck. 

 Dividends 

 The dividend was a tactic, not a strategic move. It broadened the appeal of our stock and thereby helped us find an exit for our private equity investors. We appreciate the confidence in CSI that many of the new investors expressed in buying the PE shares. We recognise that these investors bought, in part, because of the dividend and the implicit promise of continued yield. Eliminating it would disenfranchise a group of shareholders to whom we owe our independence. That wouldn’t sit right with me and many of the senior management team, so I don’t see it happening. 

 Seeking Quality 

 Ideally, we’d like CSI’s stock price to appreciate in tandem with our fundamental economics. At any point in time, we’d prefer the price to be high enough to discourage a takeover bid and low enough so that our sophisticated long-term oriented investors are not tempted to sell. It takes lots of time and effort to attract and educate competent shareholder/partners. The last thing we want them to do, is sell. 

 If a stock is over-priced and sophisticated investors sell, they are generally replaced by unsophisticated investors who are ultimately disappointed. This may lead to a stock price that over-corrects and in turn precipitate either a takeover bid, or more insidiously, a significant and predatory share buyback. Buybacks are tempting to management and boards: they tend to improve the lot of managers and insiders, while being applauded by the business press. I think they are frequently a tolerated but inappropriate instance of buying based upon insider information. Instead of shareholders being partners, they become prey. 

 In addition to our long-term sophisticated investors, we also have a second constituency of less financially oriented long-term investors, including some of our employee shareholders. Our employee bonus plan requires that all employees who make more than a threshold level of compensation invest in CSI shares and hold those shares for an average of at least 4 years. In practice, their average hold period has been much longer. We feel an enormous obligation to protect our non-professional investor constituency. One way we can do that is by trying to making sure that the stock price stays in a fair range at all times. 

 CSI’s stock price has appreciated something like 68% per annum over the last two years while our revenue per share and CFO/Share have increased by only 25% and 27% per annum respectively. The divergence between the appreciation in the stock price and the fundamentals prompted us to do an experiment to see if the multiple expansion could be rationalized (revenue per share and ANI per share multiples have roughly doubled during that period). 

 We contacted 8 analysts from the investment banks and brokerage firms that cover CSI and asked them for their discounted cash flow valuation (“DCF”) models. The analysts also use peer comparisons, market multiples and other methods as part of their valuation process, so their DCF results don’t entirely explain their valuations for CSI. Nevertheless, the analysts’ models do tend to highlight their underlying assumptions about the company. 

 When we examined the average of the analysts’ assumptions for organic growth, acquired growth, acquisition pricing, cost of capital, margins, tax rates, and terminal growth rates, we found that we felt reasonably comfortable with most of their assumptions. The assumptions with which we felt least comfortable were the future cash tax rates and terminal growth rates (both of which seemed low to us). 

 We adjusted for these changes to create a DCF model consisting of the average of the analysts assumptions plus a couple of CSI tweaks, which I’ll call the “Consensus Model”. The Consensus Model generated a stock price that was at a slight premium to the current share price, though without the margin of safety that we would seek when investing CSI’s capital. The upshot of the exercise was that one could mathematically justify the current stock price based on assumptions similar to those achieved by the company in the past. 

 The more interesting part of the experiment was using the Consensus Model to do some sensitivity analysis and to look at alternative strategies. In all of the following examples, we assume that only one variable changes. In reality, our businesses are dynamic and changing one variable has an impact throughout the business. 

 Varying the organic growth assumption has a tremendous impact on the intrinsic value of a CSI share. Add in another 2.5% organic growth to the base line assumption and you get more than double the intrinsic value. Subtract 2.5% from the base line organic growth assumption and you lose almost half the intrinsic value of the stock. You can see why so many software company CEO’s are growth junkies. 

 If we assume that CSI makes no further acquisitions, the Consensus Model calculates an intrinsic value that is roughly half of the current price. The magnitude of this valuation change surprised me, and suggests that our stock price could suffer very significantly if our acquisition activities slow down or the acquired businesses perform poorly. In the early days of CSI, I assumed that shareholders would be somewhat ambivalent between receiving all of CSI’s free cash flow as a dividend, and having us invest a portion of it in acquisitions. According to the model, that is resoundingly not the case. 

 Another scenario that we tried in the Consensus Model was doing large acquisitions. The underlying assumptions continued to be that we are able to get these larger acquisitions to generate operating margins and growth equivalent to the small acquisitions. Not surprisingly, the Consensus Model forecasts that making large acquisitions adds significant intrinsic value, but not as much as doing “many small” acquisitions at lower purchase price multiples. It also confirms our belief that if we can’t make more small acquisitions, then doing the occasional large one seems to make sense. 

 The final scenario that we ran involves the use of non-common share capital (i.e. debt or something similar). The assumption is that we raise enough capital to maintain revenue growth rates in excess of 20%, and that we operate with a balance sheet that is not highly levered. The Consensus Model for that scenario adds hugely to shareholder value, even if we use high cost debt. 

 The biggest surprise for me in the modeling exercise was that our multiple expansion over the last two years can be justified by our “acquisition engine”. I’d rather the market was paying for our acquisition capabilities in retrospect rather than in prospect. Nevertheless, it is clear that acquisitions have added tremendous shareholder value over the years, particularly during times of economic crisis and/or recession. 

 2014 

 Business Structure 

 Shareholders sometimes ask why we don’t pursue economies of scale by centralising functions such as Research & Development and Sales & Marketing. My personal preference is to instead focus on keeping our business units small, and the majority of the decision making down at the business unit level. Partly this is a function of my experience with small high-performance teams when I was a venture capitalist, and partly it is a function of seeing that most vertical markets have several viable competitors who exhibit little correlation between their profitability and relative scale. 

 Some of our Operating Group GM’s agree with me, while others are less convinced. There are a number of implications if you share my view: We should a) regularly divide our largest business units into smaller, more focused business units unless there is an overwhelmingly obvious reason to keep them whole, b) operate the majority of the businesses that we acquire as separate units rather than merge them with existing CSI businesses, and c) drive down cost at the head office and Operating Group level. 

 I find that some of our shareholders confuse CSI’s strategy with that of our business units. While there are terrific moats around our individual business units, the barrier to starting a “conglomerate of vertical market software businesses” is pretty much a cheque book and a telephone. Nevertheless, CSI does have a compelling asset that is difficult to both replicate and maintain: We have 199 separately tracked business units and an open, collegial, and analytical culture. This provides us with a large group of businesses on which to test hypotheses, a ready source of ideas to test, and a receptive audience who can benefit from their application. 

 More quickly and cheaply than any company that I know, we can figure out if a new business process works. This sort of ad hoc experimentation doesn’t require enormous systems or the peddling of a new dogma to the unreceptive. It requires curious managers at a few dozen business units and a couple of clever analysts to plausibly test if a process works. Once a new best practice starts working within CSI, wide access to benchmarking information tends to rapidly breed emulation. We’ve found a few other examples of high-performance conglomerates built around the idea of continuously refining their business processes and then driving ever more acquired businesses up their business process learning curve as quickly as possible. 

 Compensation 

 Last year I asked the board to reduce my salary to zero and to lower my bonus factor. CSI had a great year, so despite those modifications, my total compensation actually increased. This year I’ll take no salary, no incentive compensation, and I am no longer charging any expenses to the company. 

 I’ve been the President of CSI for its first 20 years. I have waived all compensation because I don’t want to work as hard in the future as I did during the last 20 years. Cutting my compensation will allow me to lead a more balanced life, with a less oppressive sense of personal obligation. I’m paying my own expenses for a different reason. I’ve traditionally travelled on economy tickets and stayed at modest hotels because I wasn’t happy freeloading on the CSI shareholders and I wanted to set a good example for the thousands of CSI employees who travel every month. I’m getting older and wealthier and find that I’m willing to trade more of my own cash for comfort, convenience, and speed … so I’m afraid you’ll mostly see me in the front of the plane from here on out. 

 I love what I’m doing, and don’t want to stop unless my health deteriorates or the board figures it’s time for me to go. We have an impressive board. I trust them to determine when I’m no longer adding value as the senior executive in the company. 

 I recognise that some of our directors, shareholders and employees have, or are going to have, misgivings about this arrangement. I’m still planning to do the work that I’ve always done: acquisitions, monitoring, best practice development, investor relations and financing. I’m just not going to do the weekends, all-nighters and a constant grind of 60 hour plus weeks that characterised my earlier career. Keep in mind that CSI has an unconventional organisational structure, and we seem to have prospered to date without a lot of centralised command and control. While I may not be travelling as much as before nor putting in as many hours, CSI has lots of seasoned and accomplished managers at the Operating Group level who have become far better coaches, culture bearers, and hypothesis generators than I ever was. 

 One of the results of this compensation change is that I get to side-step the agent-principal problem. My compensation for being president is now tied solely to my current ownership of CSI shares. In essence, I’m your partner in CSI, not your employee. I like the feel of the partner relationship a whole lot better. 

 2015 

 Business Structure 

 [Leonard discusses a series of quarterly studies CSI had done on high-performing conglomerates (HPCs) with potential lessons, stressing focusing first on those prosperous across multiple decades and second, given the small number of such businesses, looking at those with at least one decade of superior shareholder returns. Those studied: Ametek, Danaher, Dover, ITW, Roper, Jack Henry, Transdigm, and United Technologies.] 

 I have been encouraging our Operating Groups to push down more of the acquisition activity to the Business Unit (“BU”) level, even if it means higher capital deployment costs. If we can train a couple of hundred BU managers to be competent part-time capital allocators and provide them with acquisition analysis and structuring support when they need it, then I can foresee the day when we are doing 100 acquisitions per annum, instead of 30. It makes the BU manager’s job richer and more fun, but also more demanding. 

 Only one other HPC has followed a strategy of buying hundreds of small businesses and managing them autonomously. They eventually caved in to increased centralisation. My hunch is that it takes an unusually trusting culture and a long investment horizon to support a multitude of small businesses and their entrepreneurial leaders. If trust falters the BU’s can be choked by bureaucracy. If short term results are paramount, the siren song of consolidation synergies is powerful. We continue to believe that autonomy and responsibility attract and motivate the best managers and employees. 

 [H]ow do we go about attracting and keeping great BU managers? Our best BU managers have overseen double digit rates of growth for years via a combination of organic growth and acquisitions in their vertical and in adjacencies. That kind of low capital intensity compound growth creates powerful economics that generate remarkable incentive compensation. For BU managers that are new to the job and running a single BU, the compounding effect isn’t as obvious, so we’ve started to roll out an additional bonus program targeted at keeping this contingent around until their wealth building potential becomes apparent. To date there are over 100 CSI employee/shareholder millionaires. Ten years from now, my hope is that there will be five times as many. 

 Since ROIC is also one of the big drivers of our incentive compensation program, we care about this “increasingly high ROIC” issue. When ROIC is very high, bonuses start to consume a disproportionate and inappropriate amount of pre-bonus net income. We’ve actually run into this situation a couple of times. You can either change the plan, cap the bonuses, or ask the managers to keep their profits and redeploy them in acquisitions or Initiatives. 

 We dislike changing bonus plans because it literally takes years for trust to re-build to the point where managers are willing to trade off short term profitability and bonus for higher longer-term profitability. We saw this in spades when our major investors put CSI up for sale in 2011. ROIC increased sharply, acquisitions slowed dramatically, and Initiative spending dropped. Faced with the prospect of new owners intent on changing the bonus program and borrowing mountains of debt to acquire the business, our managers reacted as you’d expect, maximising short term profitability and bonuses at the cost of longer term growth and profitability. 

 The second alternative is capping bonuses. This feels like an extremely strong incentive to shift revenue and profit between good and bad years. It also undermines the utility of the accounting and information systems as management tools. Good people who might stray, become bad people in tiny steps greased by “everyone is doing it” and “it was a grey area”. The last thing you want to do is build an incentive system that pushes employees out onto that slippery slope. We aren’t fans of capped bonuses. 

 The third alternative shifts the capital allocation task down to the Operating Groups and Business Units. If they are producing handsome returns, they also need to figure out how to redeploy some of that capital. If they aren’t producing good returns, we are happy for them to send excess capital back to head office. 

 Since the Operating Groups and BUs “own” the bulk of our human resources, they also have the talent to develop opportunities and manage them (whether those opportunities are acquisitions or Initiatives). This is the alternative we’ve opted for when ROIC’s get very high. 

 When we judge our own track record, we use IRR. We update the IRR forecasts for our acquisitions every quarter. The more “history”, and the less “forecast” that we have for each acquisition IRR, the better a measure it becomes of a manager’s investment performance. It takes years to figure out who are the great capital allocators. CSI’s shareholders do not have the IRR information, would question it if they did have it (by definition, it contains forecasts), and are unlikely to want to wade through the [hundreds] of acquisitions we have made. Divulging the information would arm our competitors with acquisition pricing information so that they can bid against us more effectively, and acquisition performance data so that they can compete with us in our most attractive markets. So providing IRR information isn’t the right way to keep shareholders informed. 

 2016 

 Investing 

 I recently worked on a large transaction. With every day that passed, I could feel my commitment to the process growing… not because the news was getting better, just because I was spending more time on the prospect. The investment didn’t quite meet our hurdle rate. We were not able to negotiate a structure that got us an extra couple of points of IRR, and the big one got away. The difference between investing and not, was tiny. 

 Currently, we have 26 Operating Group and Portfolio Managers who spend >50% of their time on M&A, and another 60 full-time M&A professionals spread across CSI. We are trying to ramp up our M&A capacity from the 40 acquisitions that we did last year, to 100 per annum. It was useful for me to once again experience the temptations that these people face every day. 

 Long-Term 

 I believe that CSI can be a great home for an owner-managed business. If the business has more than a handful of employees, we nearly always run it as a stand-alone BU. We respect the vertical-specific knowledge of the employees and give them the chance to learn from employees running similar departments and functions in our other BU’s. We don’t sunset products and we believe that customers and BU Managers, not head office CTO’s or product strategists, should choose which products get continued investment. 

 If the owner-manager wants to transition out quickly, the probability is very high that the successor that he/she designates will end up running the business for CSI. If the owner-manager wishes to stay for several years, perhaps spending less time on day to day management and more on acquisitions, then we are just as happy with that outcome. If you are an owner-manager of a VMS company and fall into either camp, we can arrange for you to meet with former owners like yourself who have sold to CSI. 

 Owner Operators 

 Our best managers have risen through the ranks and developed a following. When they make it to BU Manager, they act like they “own” their BU and they stick with it. They have career spanning relationships with their employees and their clients. They feel responsibility heavily. If the industry they serve is suffering, they find a way to grow the business organically, or they roll up their vertical via acquisition. They progress to running one BU and coaching others. If they’re ambitious for themselves and their team, they evolve into deeply experienced Portfolio Managers with a tried and trusted cadre of employees that can help them do acquisitions and they continue to build out their Portfolio. It starts small. It’s incremental. It’s slow, but over the course of a long career their mastery, satisfaction, wealth and the number of their followers, all compound. 

 2017 

 Long-Term 

 Our current policy is to invest all of our retained investor’s capital (and then some) when we think we can achieve our targeted hurdle rates. When we can’t find enough attractive investments, we plan to maintain our hurdle rates and build cash for as long as our shareholders and board will allow. We believe that long-term shareholders and boards should set those policies. 

 Almost half of our shares trade each year, which suggests that many of our shareholders are not long-term oriented. These traders are buying our shares because they hope they will be able to sell them at higher prices in three months or six months. 

 Another class of shareholders are indexers. They buy our stock because we are part of whatever index they are emulating. Their actions are formulaic. Despite the fact that they may be long-term holders, it is difficult to find someone to speak with at these indexing institutions and even if we do, they rarely know much about our company. 

  There is another class of long-term Constellation shareholders who invest time and effort to get to know our company and may even try to contribute to its growth and prosperity. We are fortunate to have a couple of dozen institutional investors, several hundred personal investors and several thousand employee shareholders who have taken this view. I’ll refer to these as “enterprising investors” (perhaps stretching the original definition). They are the groups that we consult when we need advice and input from engaged shareholders. 

 



 Chapter Eleven 

 Joe Mansueto 
& Kunal Kapoor 

 Morningstar 

 It’s fitting that Morningstar, a resource for investors, would be led by managers who think like investors. Morningstar, whose name is inspired by Thoreau’s Walden, began in 1984 with a single mutual fund publication. From the 2005 IPO through 2016, Joe Mansueto wrote outstanding shareholder letters before passing the baton and the letter-writing tradition to his successor, Kunal Kapoor. 

 Mansueto’s letters contain annual financial highlights, along with annual analysis of each business segment22—data, research, investment management; and advisor, institutional, individual, software. There are also summaries of major acquisitions/divestitures and updates on key management and board changes, and praise for the company’s employees and workplace. Most letters include sections on capital allocation, moats, and strategy. 

 The 2013 letter offered a sense of the customer base by type and size, all with global reach: 260,000 financial advisors; 1,500 asset management firms; 24 million retirement plan participants through 237,000 plan sponsors and 26 plan providers; and 9.3 million individual investors. 

 Every letter concludes with an inviation to the annual meeting in May at the company’s offices in Chicago, with occassional notes, such as attendance: 50 in 2006; 75 in 2009; and 100 in 2010. 

 The invite to the 2010 meeting stated: “We include several management presentations and a wide-open Q&A session.” That of 2011: “CFO and I will make short presentations and then we’ll have a question-and-answer segment with a group of our senior leaders.” In 2012: “The meeting usually lasts three hours, and we work hard to make it informative.” The 2015 notice said: “It’s an informative event with short management presentations and a lengthy Q&A discussion.” 

 2005 

 Company History 

 This is our first annual report as a public company, and I’m happy to welcome you as a new shareholder in Morningstar. I appreciate the decision you’ve made to become an owner of our company and the optimism in our business that it represents. We hope to build a long-term partnership with our investors and look forward to having you as a Morningstar shareholder for many years. 

 In this letter, I’ll review our results for 2005, highlight our key priorities for 2006, and give you some insight on how we manage our company. I’ll also try to be candid in my communications with you. Our attitude is to treat you as owners and deliver a realistic assessment of our business. To that end, I’ve written this annual letter in much the same way as I’ve done in the past for our employees and board of directors. 

 Moat and Business Model 

 In order to evaluate any business, it’s important to understand its business model—how it makes money and grows. [Morningstar provides numerous investment databases, with focusses such as stocks, mutual funds, and variable annuities. It then applies] core skills of research, technology, and design—the value we add to the data. These two components represent our fixed investments. 

 We have high fixed costs but very low variable costs. The implication is that scale matters. Bigger is better in the information business. It’s like building a power plant—expensive to do, but once you’ve got one it costs little to connect an additional home. We’ve built our power plant and now we’re focusing on building more scale by signing on new customers. 

 We try to increase our scale by leveraging our fixed investments as much as possible. We do that in three ways: (1) by media—creating print, desktop software, and Web-based products; (2) by audience—selling to individuals, financial advisors, and institutions; and (3) by geography—selling our products and services around the world. 

 The more we increase our scale, the more we can reinvest in our databases and core skills. This makes our products more valuable, which attracts more clients, which allows more reinvestment, and so on, creating a reinforcing effect. That’s been our playbook for the past 20 years. 

 The result is competitive advantage for us and better value for our customers. If we only served the individual investor market, for example, we couldn’t afford the in-depth coverage of mutual funds and stocks that we have. But by also serving advisors and institutions, we can afford to offer richer content that benefits all three audiences. One audience, in effect, helps support the other two. 

 Moat and Strategy 

 In addition to understanding a company’s business model, it’s also important to understand its “economic moat.” This is a term we’ve borrowed from Warren Buffett to describe a company’s sustainable competitive advantage—the barrier that protects the company castle. It’s a helpful construct to use in analyzing any business. It’s a core tenet of our stock research and it also guides our thinking in running Morningstar. 

 We believe we have a wide-moat business. That is, we think we have sustainable advantages that make it difficult for other companies to compete with us. The key elements of our moat are our brand and reputation, our hard-to-replicate databases, our signature investment research tools (think star ratings, style box), and our large and loyal customer base. We continue to find good opportunities to invest to widen our moat and earn attractive returns. 

 In our recent public offering, we described four growth strategies—building our major Internet platforms, expanding our range of services to meet additional investor needs, expanding internationally, and seeking growth through strategic acquisitions. Following our IPO, we’ve dropped strategic acquisitions as a core growth strategy because we expect to make acquisitions only in support of our other objectives. 

 Seeking Quality 

 As of the end of 2005, our analysts covered more than 1,700 stocks, compared with about 1,500 as of year-end 2004 and 500 at the end of 2003. Our coverage list now includes more than 99% of the stocks in the S&P 500 index based on market capitalization. We’ve made a major investment in our analyst staff to support these research efforts, and we now have nearly 90 stock analysts in the United States, compared with about 70 at the end of 2004. If you haven’t read our equity research, I encourage you to give it a try. I’ll think you’ll be impressed. 

 We look for stocks that trade at discounts to our estimates of their intrinsic value and have the same type of economic moat we try to build for our own business. All of our analysts use the same methodology. The combination of a consistent, value-based methodology and broad coverage creates a compelling equity research offering. Now that we’ve made this large investment in our equity analyst staff, a key challenge for us is to leverage that investment by selling our research to new clients, both in the United States and abroad. 

 Acquisitions 

 We hope there are more acquisitions in our future. Since we know how to create investment databases and software applications, most acquisitions for us are a build-or-buy decision. If we can get where we want to go faster via an acquisition, we’ll consider it. I’d much rather put our cash to work by making an attractive acquisition than by earning lower returns in a bank account. 

 With any acquisition, we look for a good cultural fit, strong products, and a fair price. We are opportunistic about acquisitions. We don’t have to do any. But if we can find candidates that are a good fit, it can be a sensible way to expand our business. Because our business generates significant cash flow, a key factor in our future returns will be how well we deploy this capital. Adding acquisition opportunities to internal expansion opportunities increases the number of investment possibilities for this cash flow. Some areas that we’re interested in for possible acquisitions include international equity data, fixed-income data, and risk analytics. 

 Inside Ownership 

 Starting in 2006, we will begin issuing restricted stock units for incentive compensation. A restricted stock unit is an agreement to issue shares of stock after the recipient satisfies a vesting period (in our case, four years). There are a number of advantages to restricted stock. First, we use a value-based approach to equity-based compensation, which means our goal is to deliver an equity-based award that has a specific value at the time of grant. In contrast to stock options, it’s straightforward to measure the value of restricted stock. 

 Another benefit of restricted stock is that it retains value in all scenarios. If our share price should fall, there’s still value in the restricted stock grant. With stock options, if the stock price is far below the exercise price, the options lose their incentive ability—and might even be demotivating for employees. That’s why you see companies cancel underwater options and issue new ones at the current stock price (something we don’t believe in and have never done). 

 Nearly everyone at Morningstar has an equity stake in our business—either through options or shares. This helps us to recruit and retain the best talent and provides strong incentives. Most importantly, it causes people to think like owners because they are owners. 

 On a personal note, beginning later this year I plan to sell a small portion of my shares on a regular basis to diversify my assets. I’ve never sold a Morningstar share in the 22 years since I founded the company. So I have mixed emotions about this decision. I certainly don’t want to signal any loss of confidence in the company. But, at the same time, I have more than 95% of my personal assets in Morningstar shares. As one of our directors points out, I’m one of a handful of people in the country to own more than 70% of a publicly held company with a market value over $1 billion. It’s an extreme situation. So it’s prudent to diversify—as we always tell investors. 

 My plan is to put in place a regular selling program (a so-called 10b5-1 plan) to sell 1% of my shares each quarter or about 4% per year. At that level of selling, if Morningstar stock appreciates in excess of 4% per year, the value of my holdings will still continue to grow. I’ll review this plan each year to see if it still makes sense for me. My Morningstar investment will remain very significant and provide ample reason for me to keep my attention focused. But I want to give you advance notice of my intentions. 

 You probably will see other Morningstar managers sell shares on occasion. Because we’ve been a private firm for two decades, our employees have had few opportunities to sell stock. Consequently, many of them also have very high percentages of their net worth in our shares. So we may have some pent-up demand for diversification. 

 One benefit of some insider selling is that it should increase the liquidity of Morningstar shares. Our “float” (the percentage of shares that are freely traded in the market), is only about 20%. While we’re not advocates of frequent trading, an increased float does make it easier to trade our stock when shareholders do wish to come or go. Additionally, during our IPO we had several large institutions tell us they would buy our shares only if they could build a meaningful position. More shares in the market help them do that. 

 Auction IPO 

 We went public last year using an auction-based method for our offering. Few companies have used this approach (the most well-known being Google). But there are numerous advantages to an auction IPO: fair and transparent pricing, lower cost, and equal access to shares for all participants. I’m happy to report that reality matched theory, and the offering came off well. In the process, we became enthusiastic supporters of the auction IPO method. 

 In a traditional offering, the underwriter controls the pricing decision. The underwriter, though, is in a conflicted position—balancing issuer needs with the demands of large institutional brokerage clients who are the main buyers of IPO shares. This balancing act leads to the first day “pop” in share price where key brokerage clients of the underwriting firm are rewarded by receiving allocations of slightly underpriced shares. 

 In an auction process, pricing is pretty simple. The underwriter constructs a demand curve by ranking all orders according to the price bid. The point where the number of buy orders matches the number of shares the company wants to sell is called the clearing price—what all successful bidders pay. Our pricing meeting took all of 10 minutes before we all headed off to dinner. 

 Costs are also lower. In a typical offering, the underwriter charges the issuer 7% of the offering. In our case, we paid 2%. That’s a $7 million savings on a $140 million offering. Providing equal access to our shares to all participants was also important to us. In an auction IPO, there are no favored clients, and everyone gets an equal allocation based on the relationship between total demand and total shares offered. 

 WR Hambrecht + Co handled our offering and did a superior job for us. If you’re thinking about going public with your firm, I’d urge you to consider an auction approach and give Bill Hambrecht a call. The world is moving in a direction that favors auctions—lower cost, transparency, and equal access. The more auctions that occur, the smoother the process will become and the more investors and issuers will benefit. 

 Seeking Quality 

 Before starting the IPO process, we thought hard about how we wanted to operate as a public company. Above all, we wanted to preserve the qualities that made us successful as a private company. That means continuing to focus on doing the right things for investors at a product level, which in turn builds long-term value for our shareholders. We wanted to avoid the pitfalls of public company life, such as an obsession with short-term results and spending time catering to Wall Street. Setting the right expectations for shareholders is important, so we tried to communicate this non-traditional approach to potential shareholders in our “road show” presentations leading up to our public offering. 

 No Guidance 

 You’ve probably noticed we do some things that aren’t the norm for public companies. We don’t give earnings forecasts or guidance, and we don’t hold conference calls or one-on-one meetings with investors or potential shareholders. Earnings guidance seems unnecessary because the market will simply adjust its company valuation once we report our actual results. At the same time, earnings guidance has the potential to create questionable incentives for running the business. We don’t want to encourage our management team to simply “make the numbers” and possibly make decisions that don’t help build shareholder value over the long haul. 

 With shareholder questions, it seems much more efficient for our management team to spend its time building the business rather than answering questions one-on-one. I’d rather answer a question once, put it in writing, and make the answer available to all shareholders at the same time. This approach also allows us to spend more time considering our response instead of giving an off-the-cuff answer that might not be as informative. We realize that there are potential investors out there who would like to be able to meet with our management team. But over the long term, what ultimately makes shareholders happy isn’t spending time with management but seeing their shares increase in value. 

 That’s what we’re focusing on. We do, however, want to be candid in our communications with you and keep you fully informed about our business. If you have a question, we encourage you to ask it. Just send us an e-mail or a letter. We answer all questions after the market close on the first Friday of every month. Finally, you’re welcome to attend our annual meeting and ask any questions in person. We’d enjoy seeing you there. 

 2006 

 We offer a unique product. When people try it, they like it—whether they’re small investors or well-known money managers. I received a letter from Sir John Templeton, one of the preeminent investors of our time, saying he found our equity research to be “top quality.” That’s the type of feedback that tells us we’re doing something right. 

 Investing 

 We monitor [asset] flows to stay on top of industry changes and inform our database investment decisions. A few takeaways: (1) Even though growth has slowed, mutual funds remain king of the hill. U.S. mutual fund assets surpassed $10 trillion last year—far larger than any other managed product offering; (2) hedge funds are the second-largest asset class, and they continue to grow; and (3) exchange-traded funds (ETFs), though still relatively small, enjoyed the highest percentage growth. 

 There are many reasons why managed products have large asset bases and continue to grow. They’re simply the best alternative for many people. If you enjoy investment research and have the time, you could probably do pretty well on your own (and we’d happily supply the tools to help you). But just as many people hire someone to do their taxes or change their oil, they also want to delegate management of their investments. 

 And it makes great sense. You can invest in a passive index fund and pay less than 10 cents in annual fees for each $100 of assets. Or you can pay more for active management and hire some of the best minds around—people like Bill Miller at Legg Mason, Bill Nygren at Oakmark, or the team at Longleaf Partners. And for these outstanding managers you still pay only about $1 per $100 of assets. You can also hire similar talent to oversee international investments and fixed-income portfolios. Good managed products are a compelling value for investors. 

 Acquisitions 

 We’ll continue to make acquisitions, but we’re not in a hurry. We’ll move only if we find businesses that fit our goals, where we like the people, and when the price is fair. One benefit of our decentralized organizational structure is that ideas percolate up from our business unit managers around the world. We’ve asked them to develop relationships with key companies in their areas. These can lead to operational relationships or, in some cases, a purchase. 

 Reputation 

 There are risks to any business, and we have our share. You can read an exhaustive list in our 10-K filing, but the major ones include: reputational risk (the perception that we’re not independent); business continuity risk (something disrupts our operations); quality control (an error leads to bad data or investment advice); integration (if we have trouble with an acquisition); and market risk (a prolonged downturn hurts our business). 

 While I don’t want to scare you, I want you to know that we’re aware of these risks—which our competitors also face—and we’re trying to minimize them. We have an obligation not only to expand your Morningstar assets but also to protect them. 

 I think most about reputational risk. Our reputation and the Morningstar brand are our most valuable assets. In a world of innovative investment services and new technologies, we must avoid even the perception that conflicts of interest affect our work. We have policies and procedures to help ensure that our analysts act with independence—and fortunately we have a culture where independence is embedded in our DNA. Spend a few minutes reading our research, and you’ll see what I mean. 

 In addition, we always ask ourselves whether we’re acting in the best interests of investors. That simple question has a way of cutting through clutter and ambiguity. We turn down business if we believe a project or a customer isn’t right for us. Research integrity is a core part of our corporate culture, and we want to be sure to maintain it. 

 Inside Ownership 

 We view equity as a precious commodity and try to minimize its use. The key exception, though, is to provide equity incentives to our employees. This encourages them to think like long-term owners and aligns their interests with those of our shareholders. I believe it’s a good investment. We switched from options to restricted stock units in our incentive plans beginning in 2006. This will help minimize future dilution while still providing an equity incentive to our employees. 

 In 2007, we provided $13 million in equity incentives to our employees. That meant we issued restricted stock units for about 250,000 of our shares, or 0.5% of the average outstanding shares. Over time, absent any use of stock for acquisitions (something we try to avoid) and assuming a stable stock price, growth in our share count should trend down. It’s higher today, primarily because our employees are exercising stock options granted in previous years. 

 Individual Investor Business 

 While I discuss our Individual segment last, it is by no means least. Our mission is to serve investors, and even if our immediate customer is an institution or a financial advisor, we’re ultimately helping individual investors make better decisions. Morningstar’s heritage, the core of our culture, is helping individual investors succeed. 

 Our products for individual investors play an important role in building our brand. Journalists regularly turn to our research analysts for commentary, which helps enhance and extend our reputation. The trust and credibility that flows from our analysis is a big part of what makes our other products successful, and we don’t expect this business segment to provide our highest margins. 

 Our Individual business also includes newsletters and books, primarily offered to customers in the United States and Australia. In the United States, these businesses had modest growth in 2007. Even though print is not a high-growth medium, these publications are profitable and help us reach new investors. In early 2008, we published The Ultimate Dividend Playbook by Josh Peters, who is also editor of our DividendInvestor newsletter, and The Little Book That Builds Wealth by Pat Dorsey, our equity research director. 

 2008 

 Leverage 

 A key lesson of 2008 is the importance of a sound financial structure. Like people who lived through the Great Depression of the 1930s and thereafter avoided debt, managers who lived through this financial crisis should have less appetite for debt, especially at high levels. Firms with terrific assets but bad balance sheets can get into trouble. Last year, there were times when the credit markets—bank debt, bond, and commercial paper markets—essentially shut down. 

 Corporate managers always thought the debt markets would be accessible. No one envisioned a scenario where that wasn’t true—a “black swan” (rare, unpredictable) event that can bankrupt a company. It’s a great reminder of the importance of Ben Graham’s “margin of safety” principle. You can intelligently estimate the future. But forecasts can easily be off—and there are unknowable events that can make things far worse than you ever imagined in a model. If you want your business to survive, you need to prepare for “black swans.” 

 While it feels good to have no debt, I won’t say we will never borrow money. If we did, it would be a modest amount, and we would use the funds to take advantage of an outstanding opportunity. We’re already successful, and we don’t need to push our capital structure to the limit. I prefer to run Morningstar the old-fashioned way—living within our means and using our cash flow to buy companies, for organic expansion, or perhaps eventually to pay a dividend or buy back stock. 

 We want to make sure Morningstar will survive and prosper for a long time. Like most everyone, I was stunned last year when large, well-known firms suddenly disappeared. It’s a great lesson in the value of maintaining a conservative approach, sticking to fundamentals, and avoiding complex situations even if everyone else is embracing them. 

 2009 

 Metrics 

 Our goal is to increase Morningstar’s intrinsic value over the long term in a way that is consistent with our mission of helping investors. We highlight three key metrics that should help you estimate our intrinsic value: revenue, operating income, and free cash flow. Intrinsic value is important because, as Benjamin Graham said, “In the short run the market is a voting machine but in the long run it is a weighing machine.” Intrinsic value is the weight that ultimately determines our stock price. 

 Moat and Strategy 

 I believe Morningstar remains a wide-moat business for several reasons. Most important is our brand. It’s grounded in independence and trust, but it also stands for innovation and quality. This brand equity casts a positive light on everything we do. 

 Our fund and stock analysts, for example, have an independent perspective. (Spend a few minutes reading our research and you’ll see what I mean.) They don’t pull punches and do their best to give clear and objective guidance to investors. These candid views create unusual trust among investors—especially on the institutional side, where other analysts often shy away from being critical to avoid losing clients. 

 Another dimension of our moat is high customer-switching costs. Morningstar is a classic razor and blades business. Once you’ve installed our software, you’ll need our data and research. These data and research “blades” are time-sensitive and require updating to be valuable. Yes, customers can switch to a new razor, but in a large enterprise, switching can be time-consuming and costly. 

 The thrust of our acquisition and growth strategies has been to build our brand, improve our razors (software), and add more blades (databases and research). Our organic investment centers on creating better software and expanding our consulting business. Our acquisitions add new blades, such as real-time data and regulatory filings. The goal is to widen our moat, which helps ensure that we can earn returns in excess of our cost of capital and create shareholder wealth. 

 2010 

 Insider Ownership 

 In our 2005 annual report, I wrote about initiating a selling plan for some of my Morningstar shares. Up to that point—22 years—I had never sold a share. But I wanted to diversify my assets and implemented a sales plan to sell about 4% of my shares per year. The plan ran continuously for about four years and I ended it last year. 

 This reduced my holdings by about 16%, from 30 million shares to about 25 million shares. I never enjoyed selling Morningstar shares and, candidly, I am glad the program is over. I will continue to review my personal assets periodically, and it’s always possible I may start another sales program, though I don’t foresee that in the near future. I will continue, though, to gift Morningstar shares to support good causes. 

 2011 

 Strategy 

 Over the past several years, we’ve made strides to operate as one global organization. We’ve become more coordinated and centralized across divisions and across geography. It’s easier for customers to understand us, and we deliver a more consistent experience to them, whether they are in Chicago, Sydney, Hong Kong, London, or Mumbai. Bevin Desmond does an incredible job overseeing our international operations and has been a leader in driving this initiative. 

 We see many opportunities to operate more efficiently. We’ve long operated Morningstar as a fairly decentralized company, but with decentralization comes redundancy. We believe we have ample opportunity in the coming years to consolidate platforms, share capabilities, and leverage assets. 

 We’re also making efforts to simplify our business. That means weeding out small, marginal products so we can focus on fewer, bigger products. It also means completing the integration of acquisitions and transitioning them to the Morningstar master brand. We want to focus on areas where we excel and spend less time on areas where we don’t have a clear, sustainable competitive advantage. These efforts should create value and position us for continued growth. 

 2012 

 Moat and Strategy 

 Our stock analysts evaluate each company’s economic “moat”—another term for sustainable competitive advantage. Just as we favor companies with wide moats, we try to build Morningstar’s moat. We invest to strengthen the three sources of our moat: 

  	Our brand is our largest asset and is based on a reputation for trustworthy and reliable independent investment research built over 29 years. Although it’s an intangible asset, it’s a very valuable one. 

 	Our software, data, and design are popular with clients who come to depend on our unique interfaces and proprietary data sets. There are switching costs to remove our solutions once they’re embedded across an enterprise. 

 	Our products for individuals, advisors, and institutions have network effects that tie all customers together and create more value. For example, because our research and ratings are popular with individuals, institutions gain more value from our tools. With all three audiences embracing our work, we can leverage our research investment and deliver higher-quality solutions for everyone. 

 

 2013 

 Moat and Strategy 

 Our major strategic goal is to widen Morningstar’s “economic moat,” or sustainable and competitive advantage, which should translate into higher shareholder value over time. We’ve identified three main sources of moat for Morningstar: 

  	Our independent ratings, research, and design fuel the analytical frameworks that set Morningstar apart and power our brand, adding value to our intangible assets; 

 	Our software, data, design, and analytical frameworks help build loyalty with our customers, making them more likely to stay with our solutions for the long haul; and 

 	Our focus on serving investors first creates a network effect with financial advisors, asset management firms, and retirement plan sponsors and providers because their clients rely on Morningstar as a trusted source. 

 

 We aim to widen our economic moat by focusing on three key objectives: 

  	Develop the next-generation software for our investment research platforms with an elegant and intuitive user experience for our customers; 

 	Deliver the most effective investment data, research, and ratings to help investors reach their financial goals; and 

 	Be a world-class investment management organization based on our proprietary research. 

 

 We apply these objectives to four major customer groups where we see the greatest opportunities for Morningstar: advisor, asset management, retirement, and individual investor. 

 2014 

 Moat and Strategy 

 Over the past couple of years, we’ve been working to fine-tune our strategic direction. The concept of economic moat—or sustainable competitive advantage—is heavily embedded in our approach to equity research, and we use it as a core principle for running the company. Our goal is to widen our economic moat and build long-term shareholder value. 

 In 2014, we revised how we describe key strategic objectives to better capture our major goals. Our investment data, research, and ratings are at the heart of our strategy and drive everything we do. We monetize these investments via both software and investment management. For those who are doing their own research, Morningstar Direct is our flagship software offering, and we expect it to become increasingly important as a single technology platform with multiple workflows tailored to different types of users. For those who want to outsource the investment management function, we’re focusing on building solutions that leverage our proprietary research. 

 2016 

 Succession 

 After giving it a lot of thought over the past year or so, I decided to step down as chief executive officer and transition to an executive chairman role. I still love the company as much as I did when I started it in 1984 and am just as excited about our prospects as ever. But I wanted to have a more flexible schedule and free up more time to think about investing and technology. In my new role, I’ve stepped back from our day-to-day operations; instead, I’m focusing on strategy, capital allocation, advising our senior team, and leading our board of directors. 

 Kunal Kapoor stepped into the role of CEO on Jan. 1 and hit the ground running. Kunal has a unique ability to bring people together to help solve problems for investors, and I’m confident that his energy and management talent will help us drive operational excellence and future growth. He’s a Morningstar veteran who lives and breathes our mission of creating great products that help investors reach their financial goals. He has a breadth of experience across nearly every area of Morningstar—including research, data and software products, and investment management. 

 It’s been a smooth transition. Kunal and I went on the road to visit many of our clients during the fourth quarter. Many of them had already worked with Kunal and told us they appreciated the drama-free changeover to a new CEO. 

 Kunal has a strong team behind him. [The letter highlights a half dozen executives from the team.] 

 “Wonderful Business” 

 Data is an area near and dear to our hearts and a classic “wonderful business.” The data business is highly scalable because it’s based on a model of building something once and selling it many times. Since Morningstar started in 1984, we’ve steadily invested in building out the depth and breadth of our databases—and we now sell data in many different ways, including data feeds, software, research, and investment management. 

 We excel not just in collecting data, but also in helping investors understand what the data means. We’re also increasingly focusing on portfolio analytics that cover multiple asset types. Because many investors wisely diversify their portfolios to include a variety of investment types (including stocks, funds, fixed income securities, and alternative investments), we want to give them a comprehensive view of their portfolios. 

 2017 

 Succession 

 Last year marked two significant personal milestones: I celebrated my 20th anniversary at Morningstar and became CEO. I joined our firm in 1997 as a data analyst. In spring 2006, our chairman, Joe Mansueto, wrote his first shareholder letter, pledging to always provide a candid assessment of the business you own alongside us. In my first letter to you as CEO of Morningstar, I plan to keep that tradition going. I intend to make you a proud long-term partner in our business, and I’m thankful for your support and trust. 

 Joe and I feel good about our CEO transition and take special pride in the lack of drama surrounding it. Joe’s support and encouragement have allowed me and our executive team to focus on adding to our talented leadership team, double down on our data and research “engine,” continue to build a world-class investment management organization, and identify the next set of investor advocacy issues that we’re passionate about. 

 The Fintech Business 

 We’re focused on making the appropriate investments to drive our business forward in a rapidly changing, digitally driven financial services landscape. The proliferation of artificial intelligence and Big Data has led to incredible efficiencies and opportunities within global financial markets; however, in other ways, indiscriminate use of technology can also contribute to unexpected financial outcomes and bad investment advice. Individual investors, financial advisors, and asset managers alike struggle in an environment of information overload. We’re helping them make sense of it all so that investors can experience the outcomes they deserve. 

 Investors are sometimes surprised when we refer to ourselves as a “fintech” company because Morningstar’s brand is often (rightfully) associated with independent investment research. That said, we’ve always considered ourselves to be one of the original fintech firms. Leveraging technology and design to find new ways to solve complex financial problems has been our core competency since the day Joe bought a newfangled personal computer to crunch mutual fund data in his Lincoln Park, Chicago apartment over 30 years ago. It’s an important part of my job to constantly seek fresh perspectives and challenge the status quo in an evolving fintech landscape, while at the same time protecting the elements of our culture that make Morningstar, Morningstar. 

 We continue to favor three straightforward financial metrics to assess the health of our business: revenue, operating income, and free cash flow. We’re lucky that our business has inherently good operating leverage. Once we make a fixed-cost investment, it costs very little to drive incremental sales. As long as revenue grows faster than operating expenses, we’ll be in a good place to keep generating the healthy profits and cash flows that give us the financial flexibility to invest in our business and ultimately support longer-term shareholder value. [W]e are focused on building long-term value and that we’ll trade short-term results for an even more positive long-term outcome when the appropriate opportunities present themselves. 

 Strategy 

 Morningstar’s strategy should answer two very important questions: What are our core competencies and how can we leverage them to improve investor outcomes and create shareholder value? To illustrate, we’ve long recognized that our data and proprietary research set us apart, and in a world where everyone wants to be like Amazon, I think often about where we can maximize our scale. It is critical that we support and invest in our data and research engine, which produces the insights our clients use to make informed investment decisions. This is where we’ve built scale in our business. For example, in 2017, we covered over 580,000 public investment vehicles, including about 228,000 open-end mutual funds, almost 15,000 exchange-traded products, and over 40,000 stocks. And with PitchBook, we have coverage of close to 900,000 private companies. 

 We monetize our data and research in two main ways. We offer access to our insights through decision support tools for clients who perform their own investment research. Typically, these are sold via subscriptions or licenses, which set up the recurring revenue streams that contribute to our operating leverage. Each year, we add value to these tools by delivering even more data, research, and functionality to our clients. 

 We’re focused on ensuring that we maximize the value of the intellectual property we create by reimagining the interaction experiences investors have with our data and introducing new methods of data visualization. We’ve long prided ourselves on our ability to take complex financial concepts and break them down for investors in an easily digestible manner. 

 The second way we monetize our data and research is by providing solutions to those who wish to outsource the investment management function. We typically collect basis points for assets under management in such arrangements. The investors we serve through these solutions are either users of our managed retirement accounts offering, or clients who use our Morningstar Managed Portfolios via financial advisors. We expect that over the next decade, a greater percentage of our overall revenue will be tied to fees associated with the assets we manage across our business. 

 Investing Industry Trends 

 Three secular trends continue to grow in importance as we position our business for the future. First is the digitization of investing tasks. As an industry, we’ve only scratched the surface here, and the pressure on fees combined with clients’ rising demands for frictionless interactions with their money is only going to up the ante. 

 The second trend, global regulation, is gathering steam. The adoption of MiFID II in Europe, and the growing support for the adoption of best-interest solutions for advisors in markets such as the U.S., highlight the rising importance of transparency in global financial markets, especially in an era of information overload. Technology can either obscure or illuminate investing worldwide, and we are continuously advocating for the latter. We strongly believe that investors have a right to full transparency into their investments, including how much they’re paying for them. Having an independent, transparent business model, as we do, is just the solution that investors are demanding today. 

 Finally, the shift away from high-cost to low-cost investing is indeed the new normal. While we’ve experienced some fee compression as a result of this trend, we believe it has made investment managers more attentive to delivering value and the act of investing more accessible and cost-effective, both of which are good things. Our research and investment offerings reflect our continued belief that active and passive strategies each have a place in investors’ portfolios. 

 * * * 

 Buybacks 

 Collected below are selections from the Morningstar letters addressing share buybacks. 

 2010. We believe using our excess cash to purchase Morningstar stock at prices at or below our estimate of fair value is in the best interests of our shareholders. By doing so, we hope to achieve share count reduction (beyond offsetting dilution from issuing equity incentives) and deliver tangible value to shareholders. For example, if we were to purchase the entire $100 million of our stock at $50 per share, each remaining shareholder would own about 4% more of Morningstar’s total capitalization ($100 million divided by a $2.5 billion market capitalization). This would also be accretive to earnings because our cash currently earns less than 1% while Morningstar’s stock has an earnings yield of about 5% ($121 million divided by $2.5 billion). In addition, a buyback on these terms would add to earnings per share (EPS) by reducing the share count (the denominator in the EPS calculation). Other things equal, the buyback would add about 4% to our EPS. 

 2012. Morningstar is a terrific business that requires little capital. We continue to favor buybacks over dividends, assuming we can acquire shares for less than our estimate of fair value. We like buybacks because they offer shareholders a choice of when to realize their gains. 

 [W]e used $251.8 million to buy back 9% of Morningstar’s outstanding shares during 2012—the largest “acquisition” we’ve made in our history. It’s certainly a business we know well, and we have confidence in its future. While the price might not qualify as a Graham-and-Dodd bargain, it was below our internal estimate of Morningstar’s fair value. 

 We started the year with 50.1 million shares, and we repurchased 4.3 million. We also issued 0.7 million shares to fund employee incentive plans. So there were 46.5 million shares outstanding at year-end. Each share of Morningstar now has a 9% greater interest in the company than it did at the beginning of the 2012. As a shareholder myself, I think it’s a good use of our capital. Shareholders can choose when to sell, and over time the market should recognize the greater value of each share. 

 2013. We paid a total of $17.4 million in dividends during 2013—an amount that reflects only three dividends instead of four because we moved up the timing of one dividend originally scheduled for 2013 into 2012 given the pending rise in tax rates. More recently, our board of directors increased our quarterly dividend from 12.5 cents to 17 cents per share. On the repurchase side, we purchased $153.5 million in shares during 2013, and the board approved an additional $200 million for our share repurchase authorization. 

 We generally favor buybacks over dividends, as long as we’re able to purchase shares at a price lower than our estimate of fair value. Buying back shares effectively increases the ownership percentage for each shareholder as the total number of shares declines. We finished the year with 45.0 million shares outstanding and $250.2 million remaining under our share repurchase authorization. Buybacks also give shareholders more control over the timing of when to realize taxable events. 

 2014. We continued returning money to shareholders through both share repurchases and dividends. We repurchased $76.7 million in shares during 2014, leaving us with about $173.5 million under our current share repurchase authorization. We made dividend payments totaling $30.5 million. We first started paying a dividend in 2010, and our board recently approved an uptick in the quarterly payout from 17 to 19 cents per share. That should keep our payout ratio about where it was in 2014. 

 Our balance sheet remains in excellent shape. Despite using cash for acquisitions, stock repurchases, dividends, and the litigation settlement, we finished the year with $224.6 million in cash and investments. We established a $75 million line of credit during the year and now have $30 million in short-term debt. Given our ability to generate positive free cash flow, though, we should have no problem covering this obligation. 

 2015. We repurchased $97.0 million in shares during 2015, leaving us with about $376.5 million under our current share repurchase authorization. Our net reduction in shares outstanding in 2015 was a bit more than 2%. We also made dividend payments totaling $33.7 million. Our board recently approved an increase in the quarterly payout from 19 cents to 22 cents per share. 

 * * * 

 The following charts are taken from Morningstar’s investor presentations of 2019. 
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 Chapter Thirteen 

 Indra Nooyi 

 PepsiCo 

 Indra Nooyi, an India native and graduate of Yale, joined PepsiCo in 1994, becoming CEO in 2006 and writing passionate shareholder letters from 2007 through her retirement in 2017—an impressive tenure of double the average big-company CEO. Before becoming CEO, she ran the company’s global strategy, executing such value-enhancing feats as the spinoff of its restaurant division (now called YUM! Brands, including Pizza Hut, KFC and Taco Bell), the acquisition of Tropicana, merger with Quaker Oats, and acquisition of Gatorade. 

 In her CEO letters, she emphasizes powerful global trends and PepsiCo’s embrace of them, particularly themes of doing well by doing good (she calls this “doing better by doing better”) and multi-pronged aspects of sustainability—of the environment as well as of human resources and talent. Manifestations were rebranding and product reclassifications, such as classifying potato chips and regular sodas as “fun-for-you,” lower fat snacks and diet sodas as “better-for-you,” and oatmeal and orange juice as “good-for-you.” The general trend over those years was towards a healthier product mix. 

 The letters were appealing from the start and became even stronger and generally longer—the debut in 2007 ran 1,500 words, while 2012’s effort was triple that. The total word count of the oeuvre runs 27,000 words, with a generous 10,000 word sampling below. From the outset of her appointment as CEO, she articulated the motto for her tenure: “Performance with Purpose” and advocated “business and financial success while leaving a positive imprint on society.” All letters pivot around this theme. 

 The letters are erudite. The 2007 edition decorates its subthemes—healthy foods, sustainability and mutual respect—with classic philosophical quotations from Voltaire, Virgil and Goethe respectively.23 Subsequent missives quote from Presidents Eisenhower and Kennedy, as well as the Vietnamese monk, Thich Nhat Hanh. They weave a combination of corporate prosperity with social commitment and, as such, have drawn not only abundant praise but also occasional cynicism from skeptics doubting whether major global corporations could really have the soul being advertised.24 The letters are discerning: Nooyi identifies major global trends in explaining PepsiCo’s strategic adaptation and direction. 

 The 2014 letter marked the 50th anniversary of PepsiCo’s current configuration, the product of a 1965 merger of Pepsi-Cola and Frito-Lay. Among stunning comparative figures, revenue rose from $510 million to $66 billion and market cap from $842 million to $141 billion. Nooyi reported that a $100 investment in PepsiCo of 1965 had grown to $43,000, a 13.2% annualized return, widely beating the 9.8% delivered by the S&P 500. 

 Nooyi also made a well-deserved longevity boast: PepsiCo was among the minority of companies (77 of 500) that were in the S&P 500 in both 1965 and 2014. Nooyi also proudly recounts, annually, PepsiCo’s sustained annual dividend increases spanning four decades, along with substantial share buybacks dating to the late 1990s. As she noted in her penultimate letter, during her tenure, PepsiCo’s annualized total shareholder return was about 8.2%, 130 basis points better than the S&P 500. 

 2007 

 Profits and Purpose 

 In a networked global marketplace, companies must embrace the reality of rapid change and interconnectedness—and corporate strategy must holistically consider the complex factors shaping the landscape. That was why, last year, we said we would commit ourselves to deliver performance—but it would be performance with purpose. 

 Our performance and our purpose are not two separate things. They are not even two sides of the same coin. They are merging. For example, portfolio transformation—offering consumers healthier choices—is equally about human sustainability and top-line growth. Three elements together form our purpose agenda: human, environment and talent sustainability. 

 The goal of human sustainability is to nourish consumers with a range of products, from treats to healthy eats. We are proud to give consumers choices across the spectrum. Our products deliver joy as well as nutrition—and always, great taste. In 2007 we made great progress toward human sustainability: 

  	Reformulating some of our existing products to improve their nutritional profile. 

 	Launching new products that reflect consumer demand for healthier, nutritious snacks and beverages. 

 	Partnering with governments, health officials and non-governmental organizations to help address obesity concerns. 

 	Continuing to grow our portfolio of Smart Spot eligible products. 

 	Providing consumers with many great new treat choices and innovations. 

 

 The second component of purpose is environmental sustainability. Companies—like individuals—must act as custodians of our natural resources. As it is for each individual, it is a matter of moral urgency that companies do what they can. But it is a matter of business urgency too. Today, recruiting the best people is difficult without a good record on the environment—to say nothing of the direct link between resource conservation and business productivity. 

 Our stated goal is to further reduce our water and energy usage and move towards the ideal of “net neutral.” Here are some of the ways we continued to make real progress in 2007: 

  	Reusing water from processing, working with local communities to provide access to clean water, and supporting local farmers to deliver “more crop per drop.” 

 	Incorporating consideration of environmental sustainability issues and opportunities as part of every capital expenditure evaluation for projects greater than $5 million. 

 	Using new technologies to save energy, and working out ways to communicate our conservation efforts through brand marketing activities. 

 	Offsetting the total purchased electricity used by all PepsiCo U.S.-based facilities, by purchasing renewable energy certificates. 

 

 These initiatives pay. Since 1999, Frito-Lay North America has reduced per-pound water use by more than 38%, manufacturing fuels by more than 27%, and electricity by more than 21%, thereby saving $55 million in energy and utility costs compared with 1999. As a result of these and many other actions, we earned inclusion in the Dow Jones Sustainability Index (DJSI) in both their North America and World Indices. All of this activity is crucial in its own right and crucial in fostering the third part of our purpose aims: Cherishing our employees, what we call talent sustainability. 

 2008 

 Focus 

 All over the world, whether it’s Cedar Rapids or Calgary, Shanghai or São Paulo, Mexico City, Moscow or Mumbai, our associates draw strength and inspiration from our shared mission. When times are tough it is especially important to be clear about your mission. By any measure, 2008 was a year of extremes, an incredibly volatile year. 

 Easy credit turned into a credit crunch that left many businesses and consumers strapped for cash. The global economy lurched rapidly into recession. Oil prices approached $150 a barrel before returning back below $40. Corn, sugar, oats and other key commodities saw significant price swings throughout the year. 

 Global business was made harder by foreign exchange rates that fluctuated, at times wildly. The Dow Jones Index began 2008 above 13,000 and ended the year below 9,000. That dragged down even the strongest companies’ stock—including PepsiCo shares. 

 All told, I can’t recall a more eventful or trying year. Not that I think pessimism is in order. The ingenuity of our company showed through again. All our teams of extraordinary people applied their can-do spirit and must-do sense of responsibility to meet the economic and market challenges head on. 

 As a result, PepsiCo performed slightly better for the year than both the Dow Jones Industrial Average and the S&P 500. I believe that’s because, while we can’t control market volatility, we remained focused on our strategies for growth, and that is why our underlying businesses continued to perform very well in 2008. 

 2009 

 Culture 

 A Roman author said more than two millennia ago that anyone can steer the ship when the sea is calm. The true test of endurance and stamina, he went on, is to navigate through rough waters. Well, this year has seen some of the roughest possible waters. The economic tempest of 2008 turned into the perfect storm of 2009. Business was battered by volatile commodity costs, frozen credit markets, fluctuating currencies and negative GDP rates. 

 At PepsiCo, it seemed as if each day brought a new challenge. Every one of them tested the strength and capabilities of our organization. And I can declare with great pride that we passed the test of endurance and stamina wonderfully well. We are a company with great resilience. The ability of our associates to pull together has left me excited about our momentum from 2009 into 2010 and beyond. 

 I don’t think this is due just to the ability of all the great people we have. I think our company is more than the sum of those considerable parts; we draw extra strength from the solid foundation of values and principles upon which PepsiCo is built. 

 The business community and government did a great deal of soul-searching in the midst of the challenging global economy, seeking to uncover the source of our world’s financial problems and how best to share responsibility to address the situation. As debates raged on issues that are core to a vibrant, functioning marketplace, it became increasingly clear as the year went on that corporate ethics are inexorably linked to a healthy economy. 

 A former American president, Dwight Eisenhower, once said, “A people that values its privileges above its principles soon loses both.” The same is true of a company, and the past 18 months have proved the wisdom of the remark. 

 Here at PepsiCo, we are fortunate to have embedded Performance with Purpose into our culture and fabric long before this current downturn. It is one of the fundamental factors that kept PepsiCo on the leading edge in 2009. 

 Our basic belief—that companies today must marry performance with ethical concerns—is resonating more than ever before. For consumers, this translates into receiving value, both economic and social, from trusted brands. For governments and the wider public, it translates into responsibility. This acknowledges that businesses have a responsibility to the communities in which they operate, to the consumers they serve and to the environment whose resources they use. 

 Performance with Purpose means that we will continue to bring together what is good for society and what is good for business. It encourages us to think globally while acting locally. It has helped us break into new regions and harness local products and talent to drive our growth. It drives our commitment to increase diversity in the workforce, enhancing our ability to recruit the brightest and most talented associates from around the world. And it helps keep us focused on staying strong over the long term so that we are well-prepared to capitalize on all growth opportunities. Most importantly, the promise of PepsiCo is to continue to generate solid value for our shareholders. 

 Our commitment to the principles and values of Performance with Purpose has helped us earn trust and respect from our consumers and partners, and the communities in which we operate across the world. By staying true to this foundation and continuing to execute on our strategies, we are sure that PepsiCo will continue to provide long-term sustainable growth for all stakeholders. What’s right for society is also what’s right for business. 

 2010 

 Sustainability 

 PepsiCo has 19 brands that generate more than $1 billion of retail sales each—up from just 11 in 2000. Brands are our lifeblood—we invest to sustain and improve brand equity in existing global brands while judiciously focusing on our local and regional brands. In 2010, all of our $1 billion brands grew revenues, thanks in part to our brand-building activities. 

 In 2010, we also increased our emphasis on our people—from leadership development to rotational assignments to experiential learning programs. Our people set us apart and attracting, retaining, retraining and developing them remain our biggest advantages and continuing challenges. 

 In addition to sustainable financial performance, we made major strides in our Performance with Purpose journey. Four years ago, we recognized that the environment was changing: increasingly, focus was shifting from corporate capabilities to include corporate character. A new understanding took shape: that ethics and growth are not just linked, but inseparable; a belief long treasured by PepsiCo. 

 Performance with Purpose means delivering sustainable growth by investing in a healthier future for people and our planet. Performance has always been the lifeblood of PepsiCo, and we remain committed to delivering top-tier financial returns. But we went a step further. We laid out additional short- and long-term goals for ourselves that included metrics related to our performance in the eyes of our retail partners, our consumers and, of course, our investors. Importantly, this is not at the cost of creating value for shareholders. It is the source of that value. 

 It’s all about bringing our company performance and our social and environmental commitments together. We set a series of long-term targets, but ensured that they also supported our short-term needs. Our business and our ethics are intertwined, and that is an enormous source of pride for everyone at PepsiCo. So let me explain the three Purpose planks that lead to outstanding performance: Human, Environmental, and Talent sustainability. 

 Human Sustainability. Human sustainability is our promise to encourage people to live balanced and healthy lives. It’s about offering balance in our portfolio for consumers to have a range of enjoyable and wholesome foods and beverages. It’s about providing people with choices, attractive options to manage their portions, better nutrition education and compelling programs to encourage physical activity. 

 But the key is choice. By expanding our portfolio, we are making sure our consumers can treat themselves when they want enjoyable products, but are able to buy a range of appetizing and healthier snacks when they are being health-conscious. We are a founding member of the Healthy Weight Commitment Foundation, which is a first-of-its-kind coalition dedicated to helping Americans achieve healthy weight through energy balance—calories in and calories out. 

 Environmental Sustainability. Environmental sustainability is our promise to protect the Earth’s natural resources. We are investing in a healthier planet by reducing water usage, increasing recycling levels and minimizing our carbon footprint. We are engaging in sustainable farming and helping communities in which we operate in the areas of water conservation, efficient agricultural methods and increasing access to safe water. In doing so, we are ensuring PepsiCo can continue long into the future. But in the here and now, we are reducing our energy and waste costs, and gaining real credibility with consumers and policymakers alike as we prove ourselves to be a company which takes its responsibilities seriously. 

 In 2010, we advanced our land and packaging commitments by launching the Dream Machine recycling partnership with Waste Management, Greenopolis and Keep America Beautiful, with a goal of increasing the U.S. beverage container recycling rate from 38 percent in 2009 to 50 percent by 2018. 

 Talent Sustainability. Talent sustainability is our promise to invest in our associates. Our goal is to help them succeed and develop the skills needed to drive the company’s growth, while also contributing to the local communities where we live. It’s about creating an environment where associates feel they can bring their whole selves to work. It’s about building a diverse workforce where our associate base reflects our consumer base. 

 In 2010, our efforts focused on making training and development a priority, as we introduced new PepsiCo University leadership programs. Our ongoing efforts to create a culture where associates can bring their whole selves to work was affirmed with numerous “best employer” awards, from Turkey to India to Spain to Brazil. 

 2012 

 Long-Term 

 Running a company for the long term is like driving a car in a race that has no end. To win a long race, you must take a pit stop every now and then to refresh and refuel your car, tune your engine and take other actions that will make you even faster, stronger and more competitive over the long term. 

 Global Trends 

 Over the past several years, a number of forces have combined to radically reshape the external environment in which the food and beverage industry operates. These changes have had a major impact on where and how companies must compete to survive and thrive. Global macroeconomic growth has slowed significantly, and the outlook remains mixed, particularly in developed markets. Global economic power is becoming more distributed, with the East becoming a larger player in the world. The demographic equation in the West is shifting, with an increasing share of consumption in the hands of boomers, women and smaller households, and rapid growth of diverse ethnic and immigrant communities across countries. 

 Intensifying consumer and government focus on health and wellness is changing the relative growth trajectory of our categories and products. Consumers are clearly changing their habits, preferences and consumption patterns. Food safety and security are now front and center in the minds of governments and consumers, increasing the need for robust systems within companies to ensure ingredient and product traceability. Sustained commodity price increases and volatility have challenged company cost structures. Meanwhile, there is a strong and growing environmental consciousness emerging in societies around the world as the focus on water use, waste disposal (especially of plastic) and energy use by industry receives additional scrutiny. 

 Lastly, the global retail environment is transforming. In emerging and developing markets, the growth of organized modern trade is beginning to slowly replace traditional mom and pop stores, and in developed markets, new discount channels like hard discounters and dollar stores are rapidly growing. Additionally, online retailing is beginning to make inroads into our categories while social media amplifies positive messages and rumors in the blink of an eye. 

 The combination of these shifts has put considerable pressure on the food and beverage industry. The growth outlook in some developed markets and categories has slowed significantly, while emerging and developing markets require new skills for success. Traditional approaches and legacy capabilities are no longer sufficient to compete in these spaces. 

 But these changes also have given rise to unparalleled opportunities for PepsiCo. For one, the convenience trend is accelerating around the world, driving the growth of our categories. The strong outlook in emerging and developing markets for all our products and the demand for Good-for-You products and categories in key markets also present major growth opportunities. Other potential new areas of expansion for us are premium-priced products, products for aging populations and value offerings for those with lower incomes. 

 As a global company with positions in every key market in the world, PepsiCo’s sheer scale as well as product and geographic diversity give us the ability to power through country-specific trends and still deliver superior returns. Our iconic brands are trusted in every country to deliver a quality product that meets the highest global safety standards. Our track record of ethical performance and quality products provides comfort to consumers and governments the world over. 

 Strategy 

 PepsiCo’s strength lies in the fact that our portfolio is diverse, but related. The convenient snack and beverage businesses have high levels of coincidence of purchase and consumption and very high velocities at the shelf. We believe this portfolio complementarity provides a natural hedge, allowing us to manage through individual category issues and still deliver good returns. Our portfolio provides us three additional major benefits. 

 First, cost leverage: We are an important customer to key vendors in the food and beverage space. We have preferred partner status with many of them, which allows us to strategically make use of each other’s supply chains and development efforts to meaningfully reduce our input costs while accessing their best talent and advanced thinking. 

 Additionally, inside PepsiCo, across businesses, we share infrastructure including corporate functions, master data and back office processing, further lowering our costs. Second, capability sharing: Over the past few years, we have harmonized many of our processes, making it easier to move talent across the company—both businesses and geographies. We are able to attract world-class talent and give them a truly diverse, but related set of experiences, allowing us to build a world-class workforce. 

 We “lift and shift” best practices across the value chain. For example, the expertise we have developed in increasing yields while conserving water helps us get more crop per drop in our agricultural operations throughout the world, be it potatoes or corn for our snacks, or fruits and vegetables for our juice business. 

 Because of the high coincidence of consumption of our products, we have developed a common consumer demand framework underpinned by a global database, giving us proprietary insights into food and beverage occasions. This guides our innovation actions at the global and local level. 

 Third, commercial benefits: As the second-largest food and beverage business in the world and the largest in the U.S., we are traffic generators and therefore viewed as a critical growth driver by retailers. Just in the U.S., we have nine of the top 40 trademarks at retail, more than any other food and beverage company. 

 We believe our whole is worth more than the sum of our parts. It is our Power of One. 

 Efficiency 

 Our global supply chain group has been working on best practice transfer across our enterprise, bringing in breakthrough thinking from external sources to lower our costs and create more capacity and flexibility in our supply chain. We are rigorously analyzing, auditing and benchmarking the performance of our facilities and using what we learn to strengthen our manufacturing, distribution and go-to-market capabilities around the globe. Our environmental sustainability agenda, which includes water, energy and packaging reductions, has helped us decrease our costs while conserving natural resources. 

 We have reduced our cash conversion cycle by nine days in 2012 and also found ways to reduce our net capital spending from 5.5 percent of net revenue in 2010 to 4 percent of net revenue in 2012, which is consistent with our long-term capital spending target of less than or equal to 5 percent of net revenue. Going forward, we are well on our way to harmonizing our global processes, master data and IT systems to increase visibility across the company, ensure compliance with all our initiatives, easily measure our progress and speed up decision making. We intend to be one of the most efficient food and beverage companies in the world. 

 Culture 

 We have asked a lot of all our associates. It is their passion, resilience and talent that have made our progress possible. To nurture and grow our associates, enabling them to lead PepsiCo into the future, we have implemented award-winning talent and leadership development initiatives. We also have been recruiting executives from outside our industry to infuse fresh thinking and bring new capabilities to our team. I’m especially proud of the work we have done as a company to build a strong team of current and future female leaders. As we continue to focus on developing world-class talent and teams, PepsiCo was recognized in 2012 by the Great Place to Work Institute, which ranked us as one of the “World’s Best Multinational Workplaces.” In addition, Chief Executive magazine ranked PepsiCo as one of the “Best Companies for Leaders” in 2012. 

 Sustained Value 

 There is a great deal of activity in PepsiCo today, all focused on delivering sustained value. We have seen what happens when corporate executives chase short-term rewards to the exclusion of the long term. No company can see itself as simply an engine for short-term growth and nothing more. A company operates under a license from society. Its products are regulated by public authorities. The work of modern business encompasses partnerships with the public and non-profit sectors. 

 We were one of the first contemporary companies to recognize the important interdependence between corporations and society when we articulated our Performance with Purpose direction back in 2007. Performance with Purpose is our goal to deliver sustained financial performance by providing a wide range of foods and beverages from treats to healthy eats; finding innovative ways to minimize our impact on the environment and lower our costs through energy and water conservation, as well as reduced use of packaging material; providing a safe and inclusive workplace for our employees globally; and by respecting, supporting and investing in the local communities in which we operate. 

 Recently, PepsiCo was referred to as a company with great character. I am sure it is because we have endured and thrived in challenging times. I hope it is also because we have demonstrated the courage to look beyond the immediate and our commitment to managing the company for sustainable long-term performance, respecting and acting on the interdependence of corporations and the societies in which we operate. This is the very essence of Performance with Purpose. 

 2013 

 Global Trends 

 Growth will continue to be fueled by developing and emerging markets. The growth rates of developing and emerging markets are expected to continue to outpace developed markets for the foreseeable future. And by 2030, experts estimate an additional 3 billion people may join the middle class. These trends present excellent growth opportunities, but will require significant investment and development of the right people, skills and tools to compete. We have already established strong positions in developing and emerging markets, but need to continue to invest in building our capabilities in these markets to capture these growth opportunities. 

 The consumer shift to more nutritious products will accelerate. Trends such as a desire for convenient, functional nutrition, local and natural ingredients, and better-for-you snack and beverage options have firmly taken hold and will continue to accelerate around the world. We anticipated these trends early on and have taken significant actions to balance our portfolio of offerings. Additionally, we have improved the nutritional profile of many of our social snacks and beverages by reducing added sugar, sodium and saturated fat in key brands. We are building from an advantaged portfolio, but need to accelerate our efforts to continue to meet this consumer demand and capture this growth opportunity. 

 Digital technology is disrupting every business at every point in the value chain, and the way we interact with retailers, shoppers and consumers is changing at a dramatic pace. Being a laggard is simply not an option. In a digital landscape that is incredibly dynamic, we are focusing on new digital tools, technologies and retail platforms to allow us to reach consumers differently, shift our advertising and marketing model, improve our analytics and enhance the efficiency of our sales force. Cybersecurity is also a real concern, requiring focused investment and constant diligence against threats. 

 We should anticipate geopolitical and social instability to be the norm, not the exception. Income inequality, competition for natural resources, and geopolitical tensions and conflict will continue to pose risks to doing business in many countries around the world. Doing business in this environment requires continued investment to keep our people safe and protect our supply chain against potential threats. Fortunately, PepsiCo’s local teams have an intimate understanding of how to do business in each community in which we operate, allowing them to adapt to changing circumstances. For example, in Egypt, amid political unrest, PepsiCo associates ensured operations were not disrupted and looked for opportunities to expand the business even in a challenging period. 

 Extreme weather patterns are expected to persist, forcing companies to deal with commodity scarcity and volatility. Warmer temperatures, erratic rainfall patterns, new pests, floods and wildfires all threaten the productivity and availability of agricultural inputs. Our size and scale allow us to manage our commodity supply cost and inflation risks through our centralized strategic platforms and our multiple sourcing pipelines. But managing through these fluctuations requires additional investment and contingency planning. For example, our R&D team is working on developing multiple formulations of various products to be able to cope with changes in raw material availability and price, while delivering on taste and quality. This “new normal” will require continued focus and investment, and we are confident we have the ingredients for success: geographic diversity; a complementary, related and diverse product portfolio; an efficient and effective operating model; an experienced, top-notch management team; and a culture and ethics that are second to none. 

 2015 

 Cost Management 

 In 2014, we announced plans to deliver $5 billion in savings over five years (2015–2019), and we are on track to do so. We have doubled annualized productivity savings compared with 2011, delivering approximately $3 billion in savings from 2013–2015, and more than $1 billion in savings in 2015 alone. To build on that progress, we are doing more with less across PepsiCo, innovating our way to a more productive future. We are automating our processes for packaging and warehousing. We are making products for one market on production lines in another, lifting utilization rates and better integrating our global supply chain. And we are enabling engineers to monitor our production systems remotely, resulting in better, faster solutions at a lower cost. 

 We are also instituting Smart Spending policies to rein in expenses, as well as expanding Lean Six Sigma training to cut waste and boost efficiency. In fact, we trained five times as many employees in 2015 as we did in 2010 while growing our global footprint of Lean Six Sigma training from 3 to 50 countries. 

 There is a saying that culture eats strategy, and I agree. It is critically important that we engage all of our employees’ heads as well as their hearts, not only building a culture where excellence is rewarded, accountability is enforced and collaboration is expected, but also building a culture that is welcoming and supportive for all of the men and women who work here. 

 We believe that disciplined, balanced capital allocation is one of the hallmarks of a well-run business, and we are holding ourselves to that standard. That means reinvesting in our business, paying dividends to shareholders, strengthening our market positions through acquisitions and returning residual cash to shareholders through share repurchases. 

 Long-Term 

 We are continuing to face some of the roughest waters in a long time. A surplus of information, much of it incomplete or inaccurate, is making it harder rather than easier for consumers to get the facts they need. There is a lack of clarity about the best ways for regulators and corporations to collaborate and advance a shared agenda. Market forces too often prioritize quarterly returns over enduring results. And yet, our 2015 results demonstrate our ability to deliver strong performance in this environment, which will remain our focus going forward. Our shareholders should take comfort in that fact. They should also take comfort in something else: our aspiration is greater than simply riding out the rough waters around us. It is steering our vessel safely to new and distant shores. Thank you for being part of this voyage and for the confidence you have placed in PepsiCo. 

 2016 

 Business Philosophy 

 Reflecting on the strength, the consistency, of [PepsiCo’s past ten years of solid] performance today, I’m reminded of how we achieved it. Part of the reason was our momentum when I took the helm. As a result of able stewardship by generations of associates—from the c-suite to the front line—we inherited a solid foundation, along with a proud legacy, that we could build on. But from the beginning, it was also clear that if we wanted to make sure our future was as bright as our past, we needed to transform our company in a number of critical ways. With changing consumer preferences, reflecting a growing shift toward a healthier lifestyle in the U.S. and around the world, we needed to transform our portfolio with more nutritious options. 

 With increasing strains on natural resources, and the increasing importance governments were placing on protecting our planet, we needed to transform our operations to limit our environmental footprint. And with Millennials entering the workforce in large numbers, we needed to transform our workplace and our culture to make sure we were meeting the evolving expectations of a new generation of associates. 

 The urgency of responding to all these shifts—the necessity of navigating a series of demographic, environmental and societal trends that were challenging us like never before—is what gave rise to the approach all of us have come to know as “Performance with Purpose.” From the start, Performance with Purpose has been more than a slogan, more than a single program. It has been an overarching vision—a governing philosophy—guiding every aspect of our business. 

 At heart, it’s about building a healthier future for all our stakeholders. And that starts with generating healthy financial returns for all of you, my fellow shareholders. But the truth is, that’s just table stakes. Our challenge is to do more than simply deliver healthy returns. Our challenge is to deliver them consistently, sustainably, quarter after quarter, year after year. 

 Healthier Foods and Beverages. Our portfolio is wonderfully architected, offering consumers a wide range of options from treats to healthy eats, from beverages to snacks, from products that are right for the morning to products that are right throughout the day. But what’s uniform across our entire portfolio, what all of our products hold in common, is that they’re all great tasting. They’re all affordable. And they’re all convenient and ubiquitously available. 

 A Healthier Planet while and Bottom Line. Over the past decade, one of the central planks of Performance with Purpose has been protecting our planet and conserving natural resources. And we’re continuing to advance those efforts in a number of ways—from responsibly managing water use to shrinking our carbon footprint across our supply chain to reducing our waste and packaging materials—not only because it’s the right thing to do, but because it’s the smart thing to do for our business. The combination of these initiatives is enabling us to work constructively with local communities in the U.S. and around the world, enhancing our reputation as a company that’s not only powering economic growth, but doing so sustainably, while cutting costs along the way. 

 A Healthy Workplace and Culture. The extraordinary men and women who make up this company are—and always have been—our most valuable asset. They are the reason we have long been viewed as an “academy company” that grooms the next generation of talent across our industry. And we’re committed to ensuring that we remain a place where the best and brightest come, not only to earn a living, but to build a life, by fostering a healthy workplace and culture. 

 Healthier Communities. While all of us know PepsiCo as a global corporation with a presence in more than 200 countries and territories around the world—more than the membership of the United Nations—we’re also members of every local community where we do business. The reason is simple: The products we make are often sourced locally. The consumers who buy them live locally, and that’s where the men and women who work here return to their families every night. For all of these reasons, we have a stake in the local communities we serve. And over the past year, we’ve been working hard to meet our responsibilities to them. Of course, part of the way we contribute to our communities is by creating well-paying jobs, along with the promise of long, successful careers, for hardworking men and women from a variety of backgrounds, including not just MBAs and scientists, but also truck drivers, farmers and factory workers with all kinds of skills. 

 Of course, we cannot and should not try to solve all of the world’s problems. But we also know we can make a difference. And by doing so, we are not only fostering the kind of widespread public support upon which the success of our company—like any consumer goods company—depends, we are also lending a hand to people who need it, meeting our responsibilities as fellow citizens of the countries we call home. At a time when people around the world are questioning the role of capitalism, asking tough questions about the relationship between companies and the societies where they operate, we’ve been offering an answer for 10 years, standing as a model for others to follow. 

 Our approach is rooted in a few simple beliefs: We don’t just want to change the way we spend money. We want to change the way we make it. We don’t just want to be a great company. We want to be a good company. We don’t just want to succeed over the short term. We also want to succeed over the long term. That’s the approach we’ve been following for a decade. That’s the approach we’ll continue following over the coming decade with our Performance with Purpose 2025 agenda. And that’s the approach an increasing number of other companies in the U.S. and around the world are embracing as well. 

 Together, we’re part of a growing movement—a movement of not only business leaders but also elected leaders, investors, employees, NGOs, and scholars—that is redefining what it means to be a successful corporation. We’re rewriting the rules of capitalism in a way that emphasizes a broader perspective, an intergenerational approach—an approach that’s focused on succeeding not just from one quarter to another, but one year to another, one decade to another; an approach that’s not only aimed at delivering a superior level of performance, but guided by a deep sense of purpose. 

 That kind of more expansive approach, that kind of more holistic perspective reminds me of a passage by the renowned Vietnamese monk Thich Nhat Hanh. Hanh is describing everything that goes into making a piece of paper. If we look really hard into a piece of paper, he writes, we can see a cloud floating in it. Because without clouds, there can be no rain. And without rain, there can be no trees. And without trees, there can be no paper. 

 And if we look even harder into that piece of paper, he continues, we can see the logger who cut down the tree and brought it to the mill. The fields of wheat that yield his daily bread. And the family and community that support him. Because without all these things, a single piece of paper cannot exist. 

 Thich Nhat Hanh may have been writing about a piece of paper. But that same lesson applies to a bottle of Gatorade, a bowl of Quaker Oats, a glass of Tropicana, or anything made by human hands and human ingenuity. And I’m confident that so long as we continue embracing that perspective in our business—wholeheartedly and unwaveringly—we’ll continue delivering healthy financial returns for our shareholders, and building a healthier future for all our stakeholders, not only in 2017, but for many years to come. 

 2017 

 Change 

 More than half a century ago, standing before an assembly of civic leaders and citizens in Frankfurt, Germany, President John F. Kennedy—a man who, for so many, embodied the dawning of a new era—articulated his philosophy on progress: “For time and the world do not stand still,” he said. “Change is the law of life. And those who look only to the past or the present are certain to miss the future.” 

 Two years later, in 1965, Frito-Lay and Pepsi-Cola merged to form PepsiCo. And ever since, we have done our best to live up to those words, to the idea of always looking to the future. Throughout our history, we have continually scanned the horizon, strived to identify new and emerging trends, and focused on making the necessary investments and adjustments to navigate them successfully. 

 That is why, decade after decade, we have consistently delivered top-tier returns, outperformed the competition and built a portfolio of iconic brands, while also attracting and developing some of the best and brightest leaders in our industry have written about some of these megatrends in past letters to shareholders, but what sets this moment apart is not just the perpetuation of these trends, but also their acceleration and the amplification of their impact on our business—and all businesses. 

 A recent study of how companies perform when confronted by industry-wide disruption found that only one-third successfully navigate change and emerge on the other side. I am absolutely confident PepsiCo will be one of those companies, emerging from this period stronger than before—because we have anticipated many of these trends and changes, and invested behind them. 

 The ongoing transformation of our portfolio with more delicious, nutritious choices is helping ensure the health of our business. The power of our retail and foodservice partnerships offers an unmatched advantage in the marketplace. We are differentiating ourselves with world class design and capturing growth in eCommerce. 

 Digitalization is empowering us to be more responsive to the needs of customers and consumers, and helping drive greater agility and efficiency, leading to greater productivity. We are minimizing our impact on the planet while reducing costs. And upskilling our associates is helping ensure we have the workforce of the future, while uplifting our communities is helping ensure we are a good neighbor in the markets we serve. 

 [I]n the 21st century, being a great company means being a good company, too. It means focusing not only on the coming quarters, but also the coming years, considering the level, as well as duration of returns. At PepsiCo, we know that prioritizing the short term at the expense of the long term is simply not sustainable, and perpetuates the kinds of boom-splat cycles that are not good for any of our stakeholders. Instead, we have adopted a different approach—advancing both short- and long-term priorities, hand in hand, so we can deliver strong returns that grow consistently over an extended period of time. And we have done so while upholding the highest standards of corporate integrity and responsibility. 

 Our company has come a long way from our humble roots in a North Carolina apothecary, and so long as we continue heeding what John F. Kennedy called “the law of life”—change—and always look to the future, we will continue climbing higher and crossing new frontiers. 

 * * * 

 Nooyi does not dwell deeply on dividend policy or share repurchases in her letters, but almost always includes a sentence or two on the topic in the section of the letter highlighting financial results. Here is a sampling. 

 2008. We increased our dividend, continued our share repurchase program and positioned ourselves for even stronger performance as economic conditions improve. 

 2009. We raised the annual dividend by 6%. 

 2010. $8 billion was returned to our shareholders through share repurchases and dividends. We raised the annual dividend by 7 percent. 

 2011. Not only have dividends per share grown at 12 percent annually, but since 2007, through share repurchases and dividends, we have returned $30 billion to our shareholders. 

 2012. $6.5 billion was returned to our shareholders through share repurchases and dividends. 

 2013. PepsiCo increased its annual dividend for the 41st consecutive year in 2013 and returned $6.4 billion to our shareholders through share repurchases and dividends. 

 2014. PepsiCo increased its annual dividend for the 42nd consecutive year in 2014 and returned $8.7 billion to our shareholders through share repurchases and dividends, a 36% increase over 2013. In the last 10 years, we returned we returned $57 billion in cash to shareholders through a combination of dividends and share repurchases. 

 2015. PepsiCo increased its annualized dividend for the 43rd consecutive year in 2015 and returned $9 billion to our shareholders through share repurchases and dividends. Since 2012, we have returned more than $24 billion to shareholders in the form of dividends and share repurchases. In fact, over the past 10 years, we have returned more than $35 billion to shareholders in the form of share repurchases—and more than $65 billion including dividends. 

 2016. We met our goal of returning approximately $7 billion in cash to shareholders through dividends and share repurchases. In fact, we increased our annualized dividend per share for the 45th consecutive year beginning with our June 2017 payment. Looking back on the past decade, our annualized total shareholder return has been 8.2%, 130 basis points ahead of the S&P 500. And our compounded annual dividend growth has been roughly 10%. In fact, we’ve returned almost $70 billion to you in the form of dividends and buybacks. 

 



 Chapter Fourteen 

 Weston Hicks 

 Alleghany Corporation 

 Alleghany Corporation—like Fairfax and Markel—is primarily an insurance company with a substantial portfolio of securities, as well as a diverse group of operating subsidiaries engaged in making toys, fabricating steel, and supplying the funeral services market. Founded as a family business in 1929, Alleghany has a long history of financial prosperity as a public company, along with an esteemed culture and model shareholder letters. Successfully led since the end of 2004 by Weston Hicks, his predecessors, John J. Burns, Jr. and F.M. Kirby II, served as chief officers or board leaders from 1967. 

 Hicks has sustained the company’s proud traditions—prosperity, culture, and communications—and remained characteristically modest as well. Above all, Hicks stresses Alleghany’s long-term outlook, writing a letter to reflect a culture attractive only to long-term investors. The letters not only clearly describe the company’s businesses—primarily insurance, along with several industrial subsidiaries and an investment portfolio—they illuminate its culture: conservative, patient, acquisitive, decentralized, autonomous, thrifty. 

 The letters use plain English, illuminating charts, useful headings, and references to formal economic research, as well as pop culture, from Gene Wilder to the Eagles. In an interview, Weston quipped that these devices helped to keep the letter writing exercise interesting to him. The letters are full of insight, but repeatedly drive the same themes so that there are no curveballs or jarring surprises in statements of company culture, practice, or operations. The letters, especially as Hicks gained experience writing the missives—now up to a dozen—reveal the writer’s personality, which seems not only conservative and prudent like the company, but also learned, modest, and earnest. 

 Regular or recurring readers observe the writer growing into the job, steadily expanding scope, deepening details, adding cultural references, and having fun. But the constants remain: the company’s values, long-term orientation, and desire for a certain breed of shareholders. 

 In recent years, Hicks added a detailed scorecard for Alleghany at the top of each letter and a comment on non-GAAP measures at the end. Hicks credits the idea of the scorecard to Leucadia, whose letters by Ian Cumming and Joe Steinberg are among his inspirations. 

 * * * 

 The modern Alleghany Corporation letter dates to 2002—manifested in the company’s decision to make this the first posted on its website and attested by Hicks’s 2016 reference to the 2002 letter as an inflection point. In earlier years, the letter was co-signed by Kirby and Burns, and was brief, primarily a two-page serial summary of all operating units. In 2002, the duo introduced Hicks, who would soon join in the letter and then become sole author. 

 From the Kirby-Burns era to today, the letter has always been prefaced by a statement of corporate purpose. With a few tweaks to grammar or style, this statement has been unchanged since at least 2002, providing every reader an annual reminder of the company’s objectives, goals, and culture: 

 Our objective is to create value through owning and managing operating subsidiaries and investments, anchored by a core position in property and casualty reinsurance and insurance. We are managed by a small company staff which seeks out attractive investment opportunities, delegates responsibilities to competent and motivated managers, sets operating subsidiary goals, assists managers in the achievement of these goals, defines risk parameters and appropriate incentives and monitors progress against long-term objectives. The operating subsidiaries function in an entrepreneurial climate as quasi-autonomous enterprises. 

 Conservatism dominates our management philosophy. We shun investment fads and fashions in favor of acquiring relatively few interests in basic financial and industrial enterprises that offer the potential to deliver long-term value to our investors. 

 Another enduring feature of all letters since 2003 is an opening paragraph that has remained the opening ever since. It states the current level and annual change in stockholders’ equity. This is the company’s principal scorecard and opening with it every year stresses that yardstick. 

 In 2004, Burns retired and Hicks joined Kirby on the letter. The only notable difference in form was the addition of a chart comparing the company’s performance to the S&P over the prior five years. While 2005 added discussion of investment philosophy and acquisition rivals, it remained brief and telescoped on operations. The 2006 letter is the first Hicks signed solo, but it remained akin to those written before. Hicks began to put his personal mark on the letter in 2007. 

 In 2012, Alleghany made a transformative acquisition, of TransRe. As part of the acquisition it welcomed Joe Brandon, a distinguished Berkshire Hathaway insurance executive, who became chairman of TransRe. Hicks described Brandon as “join[ing] the Alleghany team as my partner”, who “will work with me and the Alleghany board in the strategic development of the company.” 

 2007 

 Compounding 

 By consistently growing book value per share, we believe that we can better compound the value of the company and create attractive long-term returns for our shareholders. This approach stands in contrast to that of many other companies that assume significant risk in the hope of outsized returns in any one year. Although such an approach can at times produce spectacular gains, it can also produce large losses, sometimes more than offsetting these gains. 

 Compensation 

 Management is aligned with Alleghany’s principal financial objective in two important ways. First, we are all stockholders, and our personal balance sheets rise and fall with Alleghany’s stock price. Second and more importantly, we have no management stock options. Instead, each year our senior management team is awarded performance shares, the value of which depends on both our success in growing book value per share over rolling four-year periods, as well as the stock price movement over that time frame. 

 Management stock options, although sometimes appropriate for entrepreneurial, early-stage growth companies, are less effective in providing management with motivation to consistently compound value into the future. Instead, management stock options can result in management choosing to take outsized risks, reaping the rewards when things go right and losing nothing when they don’t. 

 2008 

 Economics 

 Like a finely-engineered Swiss watch, the global economy depends on the proper functioning of all of its pieces for the mechanism to work. As the weakest borrowers in the system began to collapse, the global economy came under increasing stress in 2008 and, following the collapse of several major financial institutions, the system virtually shut down in late 2008. 

 Most economists view the world through a profit-maximization model. The assumption is that given stimulus—either tax cuts or cheaper money—consumers will consume, and businesses will invest. However, another model—the survival model—suggests that liquidity and debt reduction become the overriding factors in economic motivation following a long period of easy credit, inflated asset values, and ultimately an asset collapse. Moreover, it seems to us that we are likely in for a long economic winter, as households attempt to reduce leverage and businesses fight for survival in deteriorating economic conditions. In such an environment, an abundance of caution is in order. 

 Compensation 

 Alleghany’s goal is to compound its book value per share at attractive rates of return over a long period of time. Our research has led us to conclude that over the long-term, the return to our stockholders will bear a close relationship to the growth in book value per share. The goal of long-term compounding requires that large losses are avoided. In 2008, the long-term investment records of many accomplished professional investors were severely hurt by the third worst nominal return in stock market history. It is basic mathematics, but a 10% loss requires an 11% gain to recover the amount of the loss; a 25% loss requires a 33% gain, and a 40% loss requires a 67% gain to get back to even. 

 Many corporations, including large financial institutions, blindly pursued the goal of high returns on equity without considering how added risk—both financial and operational—could increase the volatility of these returns. In some cases, the senior management of such institutions received leveraged exposure to this volatility in the form of stock options. Financial and operating leverage, while increasing potential returns on equity, also increases the volatility of these returns, as has been made all too clear by the events of 2008. Our philosophy is that we aim to produce attractive risk adjusted returns, avoiding large decreases in book value per share that will take heroic performance to recover. 

 Alleghany’s senior management does not have any stock option compensation. Each year, our compensation committee considers the economic and financial environment and awards “performance shares” that are sized relative to each executive’s salary. A target level is established in monetary terms and converted to a number of performance shares based on the price of Alleghany’s stock at the date of grant. Over the following four years, we measure the growth rate in book value per share and compare this growth rate with a previously-established target level. If the growth rate exceeds this target level, executives are eligible to receive a multiple of the target award; if the growth rate is below the target level, the payout is reduced. Below a certain level, no payout is made. 

 We believe that this structure effectively aligns management’s incentives with those of the long-term stockholder. The 2008 financial collapse resulted in a decline in book value per share, which will reduce the growth rate in book value per share over the four-year periods that include 2008, resulting in a reduction in the value of all outstanding performance shares. We’re not happy about this, but it is reality. Please see our annual proxy statement for a more detailed description of these incentive plans. 

 We also believe in aligning the compensation of management of our operating subsidiaries with their individual business responsibility. Unlike many large organizations, we compensate each subsidiary management team based solely on its company’s results. In addition, because our insurance subsidiaries rely on the parent company to manage their investment portfolios, we compensate their management teams primarily based on underwriting results. 

 2009 

 Leverage 

 Our economy functions with a debt-based monetary system. This system requires the expansion of debt to increase the supply of money. Much like the Madoff scheme, our financial system requires an ever-increasing supply of borrowers to create the money necessary to pay the interest on all outstanding debt. In 2007 and 2008, it appears that we reached the limit of the ability of the economy to bring in the marginal borrower. Twenty-five years of expanding debt relative to incomes has created increasingly skewed household incomes and possibly inflated asset values as well. 

 The latest chapter in this saga is the explosion of government debt. It should be apparent that widespread defaults and the contraction of corporate and consumer debt outstanding reduces the supply of money, and unless there is an offset the economy will spiral into a deflationary bust. It is for this reason that governments throughout the world have had to borrow in unprecedented amounts to keep the global economy from collapsing. 

 Investing 

 [W]e make equity investments not based on a “macro call,” but rather, based on longstanding principles of value investing, seeking investments in high quality companies where, in our view, the prospect for positive return is significantly greater than the probability of loss. 

 2010 

 Long-Term 

 Our opportunistic approach to acquisitions has not resulted in a major acquisition in the past few years. Each year we look at a number of acquisition opportunities, with the expectation that most of them will not be consummated. Moreover, the institutionalization of the private equity industry, easy money and robust credit markets make it unlikely that we will be successful in making a large acquisition of a company that is “for sale” in a formal auction process, as other buyers are more willing to employ higher levels of debt to make these acquisitions work. 

 For this reason, we are spending much more time looking at early-stage opportunities, where the right business proposition can benefit from our capital and management resources. Such investments are likely to take longer to produce results, but often have the advantage of a very favorable reward/risk ratio. 

 Until market conditions in our core industry improve, management’s principal objective is to preserve capital and to be positioned to fully participate in any eventual rebound in the commercial property and casualty industry. The nature of this industry is that market participants are seldom able to accurately predict what will cause conditions to change, but they always do. 

 2011 

 [Alleghany announced a major acquisition, of Transatlantic Holdings, a prized insurance business created by AIG and sought after by Berkshire Hathaway.] This acquisition is transformative for Alleghany and brings a number of strategic and financial benefits to Alleghany stockholders. It will provide Alleghany stockholders with a more diversified spread of risk, both in terms of type of exposure (property, casualty) as well as geography. Roughly one-half of Transatlantic’s business is written outside of the United States, and about 70% of the company’s business relates to casualty and other lines of business such as professional liability, marine, aviation, credit and surety. 

 Outlook 

 If we are correct in projecting that equities will return only mid-single digits over the next 5-10 years, it is unlikely that “buy and hold” investing will produce satisfactory returns. Moreover, in today’s economy, there are very few companies whose securities are capable of producing 10+% returns for their shareholders on a sustained basis; either competitive pressure will erode returns, or the external environment will throw them a curve ball. Our approach in this environment is to be more willing to take short-term profits, especially if they appear to be largely macro-induced. In addition, we have an increasingly healthy respect for the option-value of cash. We continue to conduct extensive research on a number of high-quality companies in industries with solid long-term fundamentals. Our overall equity exposure, however, is quite low at present—something that we feel is appropriate [at present]. 

 2012 

 Company History 

 Because Alleghany was not in the reinsurance business in any significant way immediately prior to the acquisition, the integration of TransRe has been relatively straightforward and has been largely confined to the activities of the staff functions of the two companies. As part of the transaction, we revised the compensation plans of TransRe, making key executives and employees co-owners of the company through a phantom restricted stock plan that awards them with an economic interest in TransRe’s book value. 

 Conservatism 

 As primarily an insurance and reinsurance holding company, most of our capital is invested in financial businesses where the best case is that we collect premium and are able to make an underwriting profit. The worst case is that we lose a lot of money if we fail to control risk properly. This is what Nassim Nicholas Taleb [in Antifragile: Things That Gain From Disorder] refers to as a “negative-skew business.” 

 Because this is the essential nature of financial businesses, they must be approached with a conservative mindset and an emphasis on underwriting profit, not growth, as the only viable long-term objective. A key part of Alleghany’s strategy is to combine this (re)insurance chassis with “positive skew” businesses. Such businesses may operate at a loss in the near-term, but have the possibility to make large amounts if the business is successful. Alleghany Capital Partners is primarily responsible for finding and overseeing these noninsurance businesses. 

 Liquidity 

 Much like Theodoric of York, the Medieval Barber on Saturday Night Live whose solution to every health problem was more bloodletting, central bankers continue to force liquidity in the banking system without any objective proof that it is helping. We do know that it isn’t helping retirees, pension funds, or insurance companies, as interest rates are suppressed, penalizing savers to the benefit of the banking system. 

 Compensation 

 A key part of Alleghany’s operating philosophy is its approach to management compensation. There are two parts to this: compensation for holding company executives, and compensation for the executives of our operating subsidiaries. 

 At the holding company level, Alleghany executives allocate capital, manage investments, buy (and sometimes sell) companies, control risk, and work with the executives of our operating subsidiaries to improve their performance. We believe that the effectiveness with which the holding company management performs these functions can only be determined over fairly long periods of time, so a significant portion of our compensation is based on long-term performance. 

 Over long periods of time (a decade or more), our stock price has tended to grow at the same rate as the growth rate of the company’s book value per share. Over shorter time-periods, however, the two can move in very different directions, due to changes in investor expectations about the future relative growth rate of Alleghany’s book value compared to other alternatives in the stock market. 

 Which brings me to an emerging governance trend—that of linking executive pay to stock price performance, or reducing pay in the event that the stock price performance of a company is negative. There are three problems with this approach, in our view. First, a company’s stock price may move up or down over short periods of time (less than five years) due to cyclical trends in its industry, changes in investor preferences (e.g., a rotation to defensive stocks from cyclical stocks because the economy is weakening) or other reasons that are unrelated to the company’s performance. 

 Second, a company’s risk profile may not be adequately tested over short periods of time. If a shareholder invests in a company for long-term growth in capital, it is imperative that the company not suffer a permanent loss. It is relatively easy for management in an insurance or reinsurance holding company to produce what may appear to be good short-term results, either by encouraging premium growth through more aggressive pricing or taking more “tail risk” in the company’s operations. The negative effects of such actions may not show up over short periods of time, but time is the enemy of the imprudent risk taker. Eventually companies are tested, and it is only then that the shareholder finds out how good a job management has done in controlling risk. 

 Third, extreme stock market moves can produce perverse results. A stock market bubble can reward management when an increasing share price overcomes the impact of poor financial performance. Similarly, a stock market crash can penalize management when excellent financial performance is masked by share price declines unrelated to the company. 

 In Alleghany’s case, over the past decade we have watched our stock price move from 90% of book value to 140% of book value and back to 90% of book value (see chart at the beginning of this letter). All the while, book value per share steadily grew at near 9% per year, with only one down year (2008). Long-term investors who bought our stock at 90% of book value and held it for a decade more than doubled their money. Investors who purchased our stock at 140% of book value and sold at 90% of book value would have been quite disappointed with their investment. 

 The turnover rate in the shareholder base of most public companies continues to accelerate, with the long-term shareholder increasingly becoming a rare breed. This being the case, it makes little sense in our view to run a company and compensate management based on the relative preferences of a transitory shareholder base. We believe that investing in Alleghany will be most attractive to investors with a long-term perspective since we focus on building long-term value by controlling risk, avoiding permanent loss of capital, and hitting singles and doubles. 

 Alleghany’s executives are primarily compensated through annual cash compensation (salary and annual bonus opportunity), and a performance share plan. The performance share plan grants performance shares to each executive on an annual basis. In order for any of these shares to vest, Alleghany’s book value per share must grow at a minimum hurdle rate [then set at 5%, approximating the company’s current cost of equity capital]. 

 Our approach to compensation of our operating subsidiary executives is somewhat different. Here we try to craft plans that give underwriters a stake in the underwriting profitability of their company. The challenge of course is to create plans that recognize the inherent volatility of the business, so we typically smooth catastrophe losses by considering average catastrophe losses over multi-year periods. 

 We also take the approach that we want the executives of our subsidiaries to think and act like owners. The best way to do this is to make them owners. Because our largest subsidiaries are wholly-owned, we do this by creating phantom stock in their company, the value of which is based on the book value of that company. This gives the management of each company an economic reward for profitable growth, serves as a retention incentive, and holds them accountable should losses occur. 

 2013 

 Investing 

 Alleghany Capital’s primary strategy is to make long-term control investments in non-insurance businesses that can be expected to generate attractive cash returns. We believe that there is a large universe of companies where family ownership and a continuing interest in the business makes a stable, long-term owner with significant capital resources a superior alternative to selling to a traditional private equity firm or a strategic buyer. 

 Outlook 

 Globalization has greatly improved economic growth, but with globalization comes potential instability. Even with the rise of China and emerging markets, most of world trade continues to be dollar-based. Following the Financial Crisis, the Federal Reserve acted swiftly to expand its balance sheet, and in so doing weakened the U.S. Dollar relative to trading partners. The result was a gradual improvement in the U.S. economy, which now seems to be one of the few bright spots among major economic blocks. There is a problem, however, in that according to Triffin’s Dilemma, the national interests of a country whose currency functions as the world’s reserve currency will ultimately be at odds with the interests of the world economy. This may in fact be happening now, as an improving U.S. economy is reducing the current account deficit and thereby reducing the supply of U.S. Dollars outside of the United States, making it more challenging for foreign countries to settle their trade obligations. It would not be hard to envision a scenario of a banking crisis in some country off the radar screen that quickly rattles through the global banking system and turns a recovery into a recession. 

 Moreover, labor market trends are also deflationary. In particular, the “Robolution,” (a term coined by Louis Gave in his 2013 book, Too Different for Comfort), or widespread automation of repetitive high-skill and low-skill jobs, is creating a powerful headwind to job creation, as well as contributing to stagnant median wages. The January jobs report, announced earlier this year, illustrates the problem: while the unemployment rate fell to 6.6%, the labor force participation rate is extremely low (63.0%). The composition of employment growth is also not encouraging, with lower wage or temporary jobs continuing to comprise a large portion of the net growth. As a consequence, with little income growth for the majority of households, the economic value of productivity improvement through automation is inuring to owners of capital, where at the margin it is saved rather than spent. We continue to be at a loss to understand how monetary policy can “fix” these trends. In 2013, the Federal Reserve created $1 trillion of new money, yet the economy grew by only $400 billion. Seems like a pretty steep price for tepid growth. 

 Long-Term 

 In last year’s annual report, I discussed Alleghany’s perspective on management compensation. We believe that our corporate compensation plans are consistent with the perspective of a long-term owner. Because many of us (management) have a significant portion of our personal assets invested in Alleghany, we care not only about return on our investment but return of our investment as well. We continue to shun management stock options, as they can give management a shorter-term incentive that is linked to the stock price. 

 It is likely that we could improve Alleghany’s return on equity and stock price in the short-term by taking a number of actions that would increase our risk profile. However, many of these actions would increase the probability of a permanent loss of value in times of stress and lead to future cohorts of disappointed investors. We prefer to see Alleghany’s stock price fairly valued, so that one cohort of shareholders does not prosper excessively at the expense of another. 

 The difference in perspective between companies that focus on long-term shareholder value and near term stock price movements was well-summarized by Jim Collins in his book How The Mighty Fall: 

 Those who built the great companies in our research distinguished between share value and share price, between shareholders and shareflippers, and recognized that their responsibility lay in building shareholder value, not in maximizing shareflipper price. 

 Stock Prices 

 Many hedge funds today measure themselves by their performance adjusted for market exposure. A fund that produces a market-beating return with below-market exposure adds value, whereas a leveraged fund that only matches a market return is not adding value at all—it’s just taking risk. 

 Over the past decade, Alleghany’s equity valuation has ranged from a discount to book value to a premium to book value. Over long-periods of time (i.e. a decade or more) it is likely that the return that our shareholders will receive will be close to the growth rate in our book value per share. We have said that we believe that in the current economic environment, we can produce 7-10% growth in book value per share with below-average risk. In a world of ~1% inflation and a ~3% 10-year treasury yield, we view this as an attractive return relative to our risk profile. 

 If Alleghany were an investment fund, our “book value beta” (the correlation between the quarterly change in our book value per share and the quarterly return on the S&P 500) would be about 0.24—meaning that the quarterly change in our book value per share is only 24% as volatile as the quarterly change in the return of the S&P 500. Alleghany’s stock price has a quarterly beta of 0.54, while its beta measured on a daily basis is about 0.80. For the long-term investor, our book value per share has grown faster than the total return on the S&P 500 and is only 24% as volatile as the market return. 

 Alleghany’s book value per share growth has been quite consistent, averaging 53%, with annual volatility of 12%. By contrast, Alleghany’s stock price has considerably more volatility, as does the general stock market. Alleghany’s 5-year book value growth has exceeded the S&P 500 total return in eight of the last ten years. Its 5-year stock price return has exceeded the S&P 500 total return in seven of the last ten five-year periods. 

 Compensation 

 I recommended to the Alleghany Compensation Committee that we freeze Alleghany’s Executive Retirement Plan, a deferred compensation plan that provided Alleghany Executives with significant economic value at retirement. Because this value was purely based on continued employment, this plan did not support our long-term value growth objective and seemed to have outlived its usefulness. The Committee and Board agreed with my recommendation, and the change was made. Other changes over the past year included terminating our post-retirement medical plan, removing upside leverage for Alleghany executives from our annual incentive plan, and adopting a policy that prohibits Alleghany directors and officers from the hedging or pledging of Alleghany securities. 

 Awards of performance shares under Alleghany’s long-term incentive plan, which comprise a significant amount of my and other Alleghany executives’ compensation, continue to be based on our ability to compound book value per share relative to our cost of equity capital. We believe that this plan, which has been in place since 2003, aligns compensation with the returns provided to the long-term owner of the company. If we suffer a decline in book value per share in any one year, it negatively impacts four periods of four-year performance share awards, reduces the number of shares that executives receive, and because the stock price is likely to be lower than it would have been without a decline in book value in that one year, the dollar value of the award is reduced even further. 

 2014 

 Buybacks 

 In 2014, we repurchased $301 million of Alleghany shares, all at a discount to book value per share at the time of purchase. Had we not repurchased any shares, book value would have increased by 12.3% ($550 million plus $301 million divided by $6,924 million). Shares outstanding began the year at 16.77 million and ended the year at 16.05 million, a decrease of 0.72 million shares, or 4.3%. Because of this capital management initiative, the 12.3% increase in common stockholders’ equity before share repurchases became a 12.7% increase in common stockholders’ equity per share. If we continue to grow, the accretion from share repurchases only gets greater. 

 Investing 

 Our equity portfolio consists of 20-30 large capitalization, high quality companies that are likely to produce attractive long-term returns with a low risk of a permanent loss of capital. Strong returns from some of our large positions in technology and health care were offset by weak returns on consumer discretionary, energy, and industrial holdings. 

 [T]he U.S. stock market appears to be fully- if not over-valued, especially considering the fact that many companies are producing little revenue growth and continue to enjoy record profit margins. Equities appear to offer attractive returns only in comparison to the sub-2% interest rates offered on U.S. government bonds. 

 We worry also that many large capitalization equities are in a self-perpetuating levitation cycle due to the dramatic shift of investment fund flows into passive investment strategies and the reduction in active management flows since the 2008 financial crisis. 

 Financial markets are floating on a sea of liquidity provided predominantly by the U.S. Federal Reserve. Economist Paul Kasriel of Econtrarian, LLC has shown that the growth rate in “thin-air credit”—a reference to money that is created out of “thin air” through central bank and commercial bank credit expansion—is bound to slow . . . . as the Fed’s balance sheet stops growing. Most of this money creation has found its way into asset prices, so slower growth in central and commercial bank credit is likely to contribute to a more difficult investment environment. 

 We continue to make investment decisions based on a macro view that starts with the recognition that the advanced economies remain highly leveraged in the aggregate and that the world economy suffers from inadequate demand. 

 2015 

 Capital Allocation 

 We are sometimes asked why we are deleveraging at this point, with interest rates so low. The answer is when heading into stormy seas it makes sense to batten down the hatches. We believe that financial flexibility and corporate resiliency will be more valuable in 2016 and beyond. 

 Alleghany’s approach is to increase risk when the market price of risk is high and to decrease risk when it is low. Today, expected returns on most investment classes are low, so we have tried, for the most part, to stay at the higher end of the quality spectrum, whether we are talking about bonds or equities. In the (re)insurance world, we have reduced tail risk, as evidenced by the fact that our exposure to losses from extreme events is a smaller percentage of capital than it was several years ago. 

 Our (re)insurance subsidiaries provide the holding company with dividends to the extent they are profitable and are unable to reinvest their earnings to support organic growth. Alleghany’s role, in addition to assisting our (re)insurance subsidiaries in managing their businesses, is to redeploy this capital. We have used these dividends to make acquisitions at Alleghany Capital, reduce debt, or repurchase shares. 

 The combination of risks which are, for the most part, independent—financial returns, non-financial profits, and insurance risks—produces less volatility in the aggregate than each risk by itself. We believe that in combination, they provide our stockholders with a return profile that is quite attractive relative to Alleghany’s risk. 

 For the long-term stockholder, we aim to produce attractive real returns with a very low chance of permanent capital loss. Of course, the performance of our stock price—which can be easily blown around like leaves on an autumn day—can deviate from market returns over relatively short (3-5 year) periods of time based on investor preferences, stock price momentum, and other factors beyond our control. 

 Because stock prices today are increasingly a function of basket trades (due to indexing), momentum strategies (due to increased computer power and lower trading costs), and algorithmic trading, we focus on what we can control—growing the intrinsic value of Alleghany Corporation over the long-term—and hopefully making intelligent risk and capital allocation decisions. 

 Investing 

 As several investors have observed, one would have to look back to 1937 to find a year in which there was so little investment opportunity. During 2015, we changed our equity investment strategy, reorganizing our approach to be concentrated within individual sectors of the stock market but more diversified across sectors. 

 Our approach is research-intensive. We look to find companies that can reliably grow revenues, earnings, and dividends, or which perform an essential role in the economy that will, over time, generate attractive economic returns. In the case of the health care sector, we determined that we are best served by indexing—hence the position in the Health Care SPDR. 

 Economics25 

 The Federal Reserve’s response to the financial crisis (and the response of foreign central banks as well) was to inject significant liquidity into the banking system through so-called large-scale asset purchases, or “quantitative easing.” 

 We believe that when the Fed started quantitative easing, it entered Hotel California. As the classic Eagles song concludes, “you can check out any time you like, but you can never leave.” As the world scrambles for U.S. dollars, the currency continued to appreciate in 2015, while world GDP denominated in U.S. dollars actually contracted by 5% last year. “There’s gonna be a heartache tonight, a heartache tonight, I know.” Already Russia, Brazil, and much of Latin America is in or near recession. Europe is growing modestly, but its banks no doubt have much of the exposure to emerging markets. 

 The economic expansion, now over six years old, can only be described as a “tequila sunrise,” as the hangover from the debt-fueled housing and then commodity boom continues to suppress economic activity. Certainly we don’t know the truth. But as the song says, “you can’t hide those lyin’ eyes.” 

 There is a significant risk that if the Federal Reserve continues to raise interest rates in response to what appears to be a steadily improving U.S. employment market, the U.S. dollar will continue to strengthen, exacerbating economic challenges elsewhere in the world. We hope they decide to “take it easy.” 

 Investing 

 Because we have to maintain a large fixed income portfolio that is, for the most part, funded by (re)insurance reserves, we believe that our business model is inherently well-positioned to maintain value in a deflationary environment. The average quality of our fixed income portfolio at the end of 2015 was AA-, and the duration of the portfolio was 4.6 years. 

 If we had a high level of conviction that deflation was going to dominate the global economic outlook, we would probably eliminate most of our equity exposure and, to the extent allowed, extend the duration of our bond portfolio by adding long-term government bonds. Unfortunately, things aren’t that simple. A move to a highly defensive posture would cost us income in the short-term and would only pay-off if there is a massive “reset” that would present us with the opportunity to redeploy funds at more attractive returns. 

 There are likely to be policy responses to deflationary pressures, and although investors worry that central banks are “out of ammo,” they are not (yet) completely powerless. Moreover, for industries and companies that are able to grow and maintain profitability, the present value of their future cash flows increases significantly in a low interest rate environment. The problem, of course, is that the universe of companies with these characteristics is not a large number. 

 We do believe that the world is moving toward investment markets that will be characterized by very low real and nominal returns on both fixed income and equity securities due to a combination of high valuations and slow economic growth. Our goal is to maintain a balanced position that will lock-in as much income as possible, while intelligently re-deploying capital into businesses (or share repurchases) that will add to economic value for Alleghany stockholders. 

 2016 

 Metrics 

 The modern chapter of Alleghany’s history really began in 2002, as we began to build an investment-oriented insurance and reinsurance platform largely through acquisition. [O]ver the past 15 years we have compounded book value per share at 8.0%, compared to a compound annual return of 6.7% for the S&P 500 over this time period. Investors in Alleghany have earned a 9.4% compound annual return. 

 Compensation 

 The majority of corporate administration costs is the expense associated with Alleghany’s long-term incentive plan. This expense varies depending upon the rolling four-year growth rate in book value per share as well as Alleghany’s stock price. On an annual basis, each executive and officer is awarded a tranche of performance shares, the vesting of which depends upon the growth rate in book value per share (with certain adjustments) over the following four years. The current performance hurdle at target is a 7% compound growth rate. 

 Below 5% the shares do not vest, and at 9% or higher the shares vest at 150% of targeted amounts. The value of these shares depends upon the stock price if and when a payout is earned. It is important to note, however, that one tranche’s gain is the next tranche’s challenge. In a year where the stock price goes up considerably (such as 2016 when Alleghany’s share price appreciated 27.2%), the number of shares awarded in the subsequent grant is reduced, as each dollar grant is a relatively stable amount in relation to each person’s salary. 

 Capital Allocation 

 Our capital management strategy seeks to optimize long-term returns to shareholders. Our first priority is to support our (re)insurance subsidiaries in their pursuit of profitable growth. Opportunities for profitable growth in the (re)insurance industry are episodic and growing at the wrong time can destroy capital, so caution is the watchword. To the extent our (re)insurance subsidiaries generate more capital than they can profitably deploy in their businesses, they dividend these excess funds (subject to constraints imposed by insurance regulations and solvency objectives) to the parent company. 

 Our second priority is to maintain a resilient balance sheet, with moderate levels of financial leverage and ample holding company liquidity. Holding company liquidity creates optionality in an uncertain world and, in the past, has been essential to our being able to buy assets at attractive prices when others are constrained. 

 Our third priority is to use parent company excess funds to acquire attractive businesses within the Alleghany Capital group at reasonable prices where we believe prospective returns will exceed our cost of capital. These acquisitions can either be “bolt-on” acquisitions for existing companies or new portfolio companies. At any point in time we have several potential acquisitions in the pipeline, requiring us to be ready to close should they come to conclusion. 

 Our final use of capital is to return it to shareholders if we cannot use it for the above-outlined purposes. Historically we have done this primarily through open market share repurchases, with all of these repurchases having been accomplished at a discount to our book value per share. 

 We have not historically paid a cash dividend because we continue to have significant optionality in capital redeployment. In addition, cash dividends are a tax-inefficient way to return value to taxable shareholders. Because our focus is on the long-term shareholder, we prefer share repurchases at prices below our estimate of intrinsic value, as the value of these actions inure to the benefit of the continuing shareholder. On the other hand, share repurchases above intrinsic value transfer value from the continuing shareholder to the selling shareholder. 

 Innovation26 

 Over the past decade the so-called “alternative reinsurance market” has taken an increasing share of the global reinsurance industry. While highly successful to date, these new risk transfer vehicles have not been tested by “the big one.” Will investors in these vehicles “re-up” after a significant, permanent capital loss due to a major loss event? Or have the models created a monster? 

 In the classic 1974 film Young Frankenstein, Dr. Frederick Frankenstein (played by Gene Wilder) brings the corpse of a dead criminal back to life by transplanting a new brain (labeled “Abnormal”) into the body. After the monster comes to life, he tries to calm the concerned citizens of the town by arranging a show in which the monster (played by Peter Boyle) and Dr. Frankenstein perform Puttin’ On The Ritz in top hats and tails. Needless to say, things don’t go according to plan. Are the alternative reinsurance markets today’s monster performing a bad version of a classic? 

 Additionally, when a major loss occurs, claims have to be settled. Ceding companies using non-traditional capacity may hear something like those famous words of another classic Gene Wilder character, Willy Wonka: 

 Wrong sir, wrong! Under section 37B of the contract signed by him it states quite clearly that all offers shall become null and void if, and you can read it for yourself in this photo static copy, I, the undersigned, shall forfeit all rights privileges and licenses, here and herein contained et cetera et cetera ...fax mentis incendium gloria culpum et cetera et cetera.. memo bis punitor delicatum! It’s all there black and white, clear as crystal! … so you get nothing! You lose! Good day sir! 

 While we are no doubt “talking our own book,” there are a number of advantages to the traditional reinsurance model or partnering with true risk takers. First, executives of a reinsurance company that receive their compensation from the underwriting results they produce on a long-term basis are more likely to consider what can go wrong and are also more likely to be cognizant of extreme risks than underwriters that are being compensated based on volumes or assets under management with a “carry” measured on an annual basis. Second, when large complex losses do occur, a reinsurance partner is able to “trade through” with the ceding company as complex claims are settled, sometimes over multiple years. Again in the words of Willy Wonka, “Oh, you should never, never doubt what nobody is sure about.” 

 Call us quaint and old-fashioned, but we like the alignment inherent in the traditional insurance and reinsurance company structure. 

 Investing 

 Our goal is to continue to find businesses that have formidable competitive positions, reasonable growth prospects, outstanding corporate governance, and all at a fair price. 

 Few active managers produced results that were better than the broad stock market in 2016, and even fewer have done so consistently over longer time periods. A recent study on this topic [by Michael Mauboussin] noted that asset flows into passive funds exceeded out flows from actively managed funds in 2016, and very few active managers have been able to outperform the broad market index consistently over time. As a result, investors have withdrawn close to $1.2 trillion from actively managed funds over the past ten years and have allocated $1.4 trillion into passive strategies. 

 Moreover, structural changes to the industry may be making the pursuit of alpha even more difficult going forward. Individual investors (“non-professional investors”) are shunning the ownership of individual stocks and instead investing in index funds, and information is now disseminated rapidly and equally (due to technology and regulatory changes such as Regulation FD), making it difficult for the active manager to gain an “edge.” Finally, low trading costs coupled with quantitative strategies allow leveraged investment funds to rapidly exploit market inefficiencies to generate return irrespective of long-term investment value. 

 Over the most recent market cycle (since the Financial Crisis), central banks have massively intervened in financial markets, increasing correlations among equities within the stock market which may make it more difficult to differentiate performance. The rapid growth of ETFs also causes stocks in a group to move together—until fundamental news causes a particular company within an ETF basket to be quickly revalued (up or down). 

 It is difficult to say whether passive investing will continue to produce results that are superior to active management (even before fees). It may be that some combination of active and passive strategies will produce the best results for Alleghany. We expect to continue to invest a significant portion of our equity portfolio in concentrated positions where we believe there is a good chance for us to generate attractive long-term returns, but we will periodically evaluate whether an explicit allocation to pure market risk and return would be an appropriate component of our equity investment strategy. 

 2017 

 Long-Term 

 Financial asset values have been on a tear since the 2008 Financial Crisis, as central banks throughout the world injected an incremental $10 trillion into the global banking system. Since 2012, the price-earnings ratio on the S&P 500 has increased from 14.4-times to 22.5-times. Despite [many] positive developments and indicators, as well as the 7.4% increase in our book value per share, our stock price performance in 2017 was disappointing. For the two years ended 2017, however, our stock price appreciated by about 25%. We are the proverbial tortoise that, since 2008, has fallen behind the quick and fast-moving hare (the S&P 500). As one of our investment managers noted, “New and Shiny outperformed Solid and Dull” in 2017! 

 Accounting 

 An important but under-appreciated component of the value we are creating for shareholders is our portfolio of businesses at Alleghany Capital, as GAAP accounting is somewhat punitive to acquirers of non-financial businesses in the short-run. [T]he growth rate in book value of Alleghany Capital understates its increase in intrinsic value because GAAP accounting requires us to recognize and amortize intangible assets related to acquisitions, thereby suppressing for a period of time the resulting earnings of acquired companies. As we continue to expand Alleghany Capital, this issue will become more significant to Alleghany. Value creation will be evidenced by underlying earnings (before amortization) and growth in cash flow from the Alleghany Capital portfolio companies, compared to the cost of capital attributable to our investment in these companies. 

 Long-Term 

 The equity market currently appears to reward companies with compelling long-term organic revenue growth prospects, while valuing asset-rich, slower-growing companies with less optimism. In addition to the unprecedented liquidity injection mentioned earlier, we believe this also reflects the digital industrial revolution, which is creating massive winners and losers in many industries. Add to this an environment with extremely low real interest rates, and it is not hard to see why investors are paying record multiples for companies that appear to have a long runway of profitable growth. 

 We’ve made this point before, but it is worth restating: Alleghany’s long-term value proposition is to make a reasonable return in good times, and preserve capital in bad times. The result has rewarded our long-term stockholders well (and we do mean long-term, including down markets). As the late John J. Burns, Jr., our former CEO was fond of saying, “there’s nothing wrong with getting rich slowly!” 

 Buybacks 

 Alleghany has always taken the view that our capital management activities should be in the interest of the continuing stockholder, not the selling stockholder. This means that we have been willing to repurchase our stock only when we believe it is trading below our estimate of intrinsic value. For many years, this policy served us well. We were often able to repurchase shares at a discount to book value per share, a figure that we believe is highly likely to be less than intrinsic value. These transactions were immediately accretive to book value per share, and were clearly a “no risk” choice. 

 Over the past two years, as financial assets have appreciated in value, our stock has for the most part traded above book value per share. In 2017, we were far less active in repurchasing our stock, and as a result we have accumulated significant parent company assets. In addition to these assets, our insurance and reinsurance subsidiaries are well capitalized, in addition to their maintaining conservative loss reserve estimates. 

 Looking forward, as our (re)insurance subsidiaries are expected to continue to perform well and as our confidence in the outlook for Alleghany Capital’s subsidiaries improves, we are likely to conclude that intrinsic value is at a premium to book value. Moreover, a review of competitor valuations would certainly suggest that this is true. 

 2018 

 Long-Term 

 Alleghany Capital is now a portfolio of businesses. It will be a more meaningful part of Alleghany in future years, and it provides us with diversification at attractive returns on invested capital. We look forward to continuing to expand the portfolio and working with our owner-partners to help them achieve their long-term objectives. 

 In the end, Alleghany Corporation operates as a holding company. We seek to be supportive and helpful partners to our operating subsidiaries, making sure that they have the resources they need to be successful and that they are interesting and enjoyable places to work for their employees. We also make sure that we have the right executives leading each subsidiary. I am pleased to say that we believe that all of our businesses have great leadership teams. 

 We manage Alleghany with a long-term perspective. These words are easy for any company to say, but what do they really mean? According to a study by the consulting firm Innosight, the average age of a company in the S&P 500 has fallen from 33 years in 1964 to 24 years in 2016, and is projected to fall further to 12 years by 2027. This is occurring for a number of reasons, including industry consolidation, the emergence of new, innovative companies that disrupt the status quo, companies choosing to no longer be public and selling to private equity firms, and of course outright corporate failures. Given this reality, the life span of a typical public company is quite short—kind of like dog years! 

 If a company is truly managed for the long-term, it means that it must be financially strong and it must not try to generate short-term returns by taking undue levels of risk. Unfortunately, many governance experts—especially the proxy advisory firms—believe that executives should have the bulk of their compensation determined by how their company’s stock price performs over very short periods (three years, typically) relative to either the stock market as a whole (which is a flawed benchmark due to company mortality) or other companies that are determined by them to be “comparable”—without any adjustment for risk profile. It would be like saying to someone at the slot machine, “you aren’t very good at this because someone on the other side of the casino just won at black jack!” 

 While we recognize that the proxy advisory industry serves an institutional investor community that is judged and indeed competes on short-term performance, the system is not adequately structured to judge businesses where long-term risk/reward dynamics are paramount. This is becoming even more important as many companies have 20-25% of their outstanding shares owned by passive investors, whose time horizon is extremely long. Especially in our business, the factors that determine performance in the short run (i.e. 0-5 years) depend on external events (natural catastrophes in particular) that are somewhat random. It is only over long periods of time that one can begin to get an idea in the risk business if an underwriter, for example, is actually good at what they do. 

 Alleghany Corporation is a rare example of a company that has survived and prospered through the best and worst business and economic cycles of the past 90 years. It was formed on January 26, 1929, and has reinvented itself several times. We believe our current structure and business focus have served our investors well over the past two decades, but it is in the company’s DNA to reinvent itself again if circumstances and opportunities warrant. In the near-term, I have confidence in our teams’ ability, both at the holding company and operating business levels, to navigate current market and economic conditions to best position us to deliver on our financial objectives going forward. 

 * * * 

  Alleghany corporation scorecard 

 ($ in millions, except per share amounts) 

  [image: ] 

 (1) Adjusted for stock dividends.
 
 (2) Excludes the impact of a $10.00 per share special dividend payment on March 15, 2018. 

 

 



 Chapter Fifteen 

 Ginni Rometty 

 IBM 

 “Big Blue” is the venerable nickname earned by IBM for its status as a bellwether stake in many investor portfolios during its century-plus history. The legendary computer maker has boasted many prominent leaders, including Tom Watson. In recent decades, under the leadership of Virginia (Ginni) Rometty, it has continued its practice of endlessly reinventing itself, this time morphing into what Rometty has called an “enterprise technology” company or, more particularly, “a cognitive solutions and cloud platform company.” 

 A career IBMer, Rometty joined Big Blue as a systems engineer in 1981, rising through the ranks of sales, marketing, and strategy. Among her accomplishments during this period was overseeing IBM’s acquisition of the IT consulting business of PricewaterhouseCoopers. Her passions at IBM have long included data analytics, cloud computing, and cognitive systems, which have become both the company’s defining missions and the themes of her letters. 

 At the forefront of IBM’s efforts, and foundation of its ongoing investment in this field, is Watson, the product that in 2011 won a game on the quiz show Jeopardy! The field IBM now plows is big data, which Rometty repeatedly refers to as a new natural resource. Rometty’s letters concentrate on IBM and what it does, which is above all to help its customers gain competitive advantage. 

 2011 

 The Future 

 [Our] road map is not simply a list of targets, but a management model built on exploiting multiple ways to create value. Operating leverage will come from our continuing shift to higher margin businesses and improving enterprise productivity. We will create value for shareholders through share repurchases and dividends. When it comes to growth strategies, we are focused on high-growth spaces that should drive revenue growth: 

  	Business Analytics. Our analytics business grew 16 percent for the year. Having spotted early the emergence of “big data,” IBM built the world’s leading analytics software and consulting practice, and we are translating it into powerful new capabilities, which enable our clients to identify, manage and even predict outcomes that matter to their success. 

 	Cloud. IBM has helped thousands of clients adopt aspects of cloud computing, where IT resources are virtualized, highly automated and accessed by self-service. 

 	Smarter Planet. All of this comes together in our solutions to build Smarter Planet systems, transforming systems such as supply chains, retail, energy, transportation, telecommunications, food and water. It includes the successful establishment of large new market categories, such as Smarter Cities and Smarter Commerce. 

 

 The next decade holds enormous promise for IBM, most importantly because of what it holds for business and society at large. We are uniquely positioned to deliver the benefits of a vast new natural resource—a gusher of data from both man-made and natural systems that can now be tapped to help businesses and institutions succeed in an increasingly complex and dynamic global economy. Together, we can create economic and societal value of incalculable potential, across the developed and developing worlds, as well as in new global markets such as those in Africa. 

 Without question, the world is undergoing disruption. But IBM now stands out among our industry peers and in business at large as distinctively able to keep moving to the future, and to keep generating differentiating value for our clients, our employees and the citizens of the world. And that, in turn, promises to continue generating high value for our owners. 

 2012 

 Innovation 

 In an industry characterized by a relentless cycle of innovation and commoditization, one model for success is that of the commodity player—winning through low price, efficiency and economies of scale. Ours is a different choice: the path of innovation, reinvention and shift to higher value. 

 We remix to higher value: 

  	We remix our research and development: Two decades ago, 70 percent of our researchers were working in materials science, hardware and related technology. Even the one-in-ten working in software were focused on operating systems and compilers. Today, 60 percent are in fields that support our key growth initiatives, such as the 400 mathematicians developing algorithms for business analytics, as well as a diverse group of specialists that include medical doctors, computational biologists, experts in natural language processing, and weather and climate forecasters. 

 	We acquire new capabilities: Organizations run into trouble when they look to fulfill a new strategy or provide the basis for transformation through acquisitions. We practice a disciplined approach that asks three questions: Does it build on or extend a capability IBM already has? Does the company have scalable intellectual property? Can it take advantage of our reach into 170 countries? 

 	We divest nonstrategic assets: Always moving to the future isn’t just about what you invent. It also involves choices about when to move on. Over the past decade we have divested almost $15 billion of annual revenue—businesses that no longer fit our strategy. If we had not done so, we would be a larger company today, but with lower margins and capabilities less essential to our clients. 

 

 We make markets: 

  	We make markets by category: Our software and services businesses today look very different from just a few years ago, offering new solution categories like MobileFirst, Social Business and Smarter Commerce. In our hardware business, momentum is building for our new PureSystems family, which launched the new category of workload-optimized systems. PureSystems has seen more than 2,300 installations in more than 70 countries in just two quarters. 

 	We make markets by geography: We are achieving strong results in the world’s growth markets, working closely with businesses, institutions and governments as they seek to modernize their infrastructures and societies. We also continue remixing to more profitable opportunities in these countries, through Smarter Planet solutions such as Smarter Transportation, Smarter Finance and Smarter Cities. 

 	We make markets by client: We unlock new opportunity within our existing client base by creating capabilities for a new generation of IT buyers—from chief marketing officer to chief financial officer to the head of human resources and more. I discuss this in greater depth below. 

 

 We reinvent core franchises: Our System z enterprise server, introduced in 2012, is just the latest reinvention of the mainframe, and it drove System z’s largest capacity shipment ever during the fourth quarter—with more than half of that growth coming from Linux workloads. Core software platforms such as WebSphere have been entirely transformed. And Information Technology Services, which was once a significant reseller of others’ technology—generating good revenue but low margins—has shifted significantly to high-value services such as data center energy efficiency, security, and business continuity and recovery. This has contributed to a 6-point pre-tax income margin improvement in services since 2000. 

 We remix our skills and expertise: An innovation model means continuously remixing and deepening our expertise. For example, over the past three years we have increased our skill base in analytics by more than 8,100 experts. We have also added nearly 9,500 sellers in key areas of industry expertise—such as healthcare, energy, telecom and banking, as well as emerging sectors such as metals and mining. 

 We reinvent the enterprise itself: We have been highly disciplined about driving productivity—through the adoption of common, shared operations and systems; the streamlining of enterprise-wide processes; and the leveraging of global skills—all in the service of global integration. 

 Transformation 

 To sustain an innovation model in our industry, a company must do more than accommodate major technology shifts. It must lead them. IBM has done this repeatedly over the past century—not only pioneering new technology models, but capturing significant economic value. 

 Today, another new wave is sweeping in—powered by Big Data, analytics, mobile, social and cloud. We anticipated this several years ago with our point of view on building a Smarter Planet—a world that was becoming instrumented, interconnected and intelligent. Now, the IT environment is moving from monolithic applications to dynamic services; from structured data at rest to unstructured data in motion; from PCs to unprecedented numbers and kinds of devices; from stable to unpredictable workloads; from static infrastructure to cloud services; and from proprietary standards to open innovation. This shift plays strongly to IBM’s historic position in enterprise computing. So we are, as we have so often done in the past, reshaping our investment, innovation and market strategies to lead. 

 We see three defining characteristics of this new era—what we call Smarter Computing: 

 Designed for Big Data. Every two days, as much data is now generated as in all of human history up to 2003. This is “Big Data,” and it constitutes a vast new natural resource that can revolutionize industries and societies—with the right technology, capable of analyzing and extracting value and insight from it. This is one reason IBM’s analytics business is growing so strongly, as we work with clients to drive intelligence into every aspect of their operations. We are also rapidly advancing the marketplace applications for our breakthrough “cognitive” computing system, Watson, which is already demonstrating its potential to transform healthcare and finance. We will introduce our first commercial Watson offerings this year. 

 Built on Software-Defined Environments. To handle today’s volume, velocity and variety of data, enterprise data centers must become more dynamic and flexible. One way to think about this is to imagine entire IT infrastructures that are as programmable as individual systems. This new model is known as the “software-defined environment,” and cloud computing is its first manifestation. However, it will not be the last. This new model optimizes the entire computing “stack”—compute, storage and network resources—so that it can adapt to the type of work required. Hardware built for these new environments will be of significant business value. 

 Open. Only through open standards and platforms can enterprises support an expanding universe of heterogeneous data, devices and services, and engage in today’s rich innovation ecosystems. The challenge is how to turn open approaches into successful business. IBM helped do so with Linux, Eclipse and Apache, supporting their growth into standards with vital industry ecosystems, and then developing high value IBM business on top of them. Today, we are repeating this strategy through a number of collaborations such as OpenStack, a new open source cloud platform; Hadoop, an open source platform for Big Data; and several promising open source hardware projects. 

 Taken together, computing that is open, software defined, and designed for Big Data constitutes a profound shift in information technology. And as in prior such shifts, it will create new markets and new clients. We are pursuing them aggressively. 

 New Clients, New Markets 

 The era opening before us offers a historic opportunity for both businesses and societies to pursue this higher purpose. A vast new natural resource is being unleashed—promising to do for our century what steam, electricity and fossil fuels did for the Industrial Age. The economic and societal potential of this new gusher of data is incalculable. It is the opportunity of our lifetime—and IBMers are determined to seize it. 

 An innovation model does not present an easy path, especially in an industry as fast-changing as ours. But once you are clear on your choice, it shapes everything you do: your business strategy, how you recruit talent, how you develop skills, how you invent, how you run the company. And for IBM, it means something more. It speaks to IBMers’ aspiration to be essential to each of our vital constituencies—our clients, our communities, our partners, our investors, and one another. We see this as our purpose as an enterprise—to serve their plans for success, their need to transform and their own unique sense of purpose. 

 2013 

 Competitive Advantages in the Cloud 

 What will we make of this moment—as businesses, as individuals, as societies? What will we make with a planet generating unprecedented amounts of data? What will we create from—and with—global networks of consumers, workers, citizens, students, patients? How will we make use of powerful business and technology services available on demand? How will we engage with an emerging global culture, defined not by age or geography, but by people determined to change the practices of business and society? 

 To capture the potential of this moment, IBM is executing a bold agenda. It is reshaping your company, and we believe it will reshape our industry. In this letter I will describe the actions we have taken and are taking, and the changed company that is emerging from this transformation. I believe that if you understand our strategy, you will share our confidence in IBM’s prospects—for the near term, for this decade and beyond. Let’s start with the phenomenon of our age—data. 

 A planet of data 

 [Data, this new natural resource,] promises to be for the 21st century what steam power was for the 18th, electricity for the 19th and hydrocarbons for the 20th. This is what we mean by enterprises, institutions and our planet becoming smarter. 

 Thanks to a proliferation of devices and the infusion of technology into all things and processes, the world is generating more than 2.5 billion gigabytes of data every day, and 80 percent of it is “unstructured”—everything from images, video and audio to social media and a blizzard of impulses from embedded sensors and distributed devices. 

 This is the driver of IBM’s first strategic imperative: To make markets by transforming industries and professions with data. The market for data and analytics is [enormous]. To capture this growth potential, we have built the world’s broadest and deepest capabilities in Big Data and analytics—both technology and expertise. 

 IBM provides the full array of capabilities our clients need to extract the value of Big Data. They can mine multiple structured and unstructured data sets across their business. They can apply a range of analytics—from descriptive to predictive to prescriptive. And importantly, they can capture the time value of data. 

 This matters, because the battle for competitive advantage in this new world can be lost or won in fractions of a second. Our data and analytics portfolio today is the deepest in the industry. It includes decision management, content analytics, planning and forecasting, discovery and exploration, business intelligence, predictive analytics, data and content management, stream computing, data warehousing, information integration and governance. 

 This portfolio provides the basis for the next major era in computing—cognitive systems. Traditional computing systems, which only do what they are programmed to do, simply cannot keep up with Big Data in constant motion. For that, we need a new paradigm. These new systems are not programmed; rather, they learn, from the vast quantities of information they ingest, from their own experiences, and from their interactions with people. 

 IBM launched this era three years ago, when our Watson system defeated the two all-time champions on the quiz show Jeopardy! Watson has since matured from a research grand challenge into a multifaceted business platform, enabled globally via the cloud. Earlier this year we launched the IBM Watson Group. It will comprise 2,000 professionals, a $1 billion investment and an ecosystem of partners and developers that we expect to scale rapidly. In the process, we believe Watson will change the nature of computing, as it is already beginning to change the practice of healthcare, retail, travel, banking and more. 

 At the same time that industries and professions are being remade by data, the information technology infrastructure of the world is being transformed by the emergence of cloud computing—that is, the delivery of IT and business processes as digital services. [Vast portions] of the world’s applications [are becoming] available in the cloud, and 85 percent of new software is now being built for cloud. 

 This is driving IBM’s second strategic imperative: To remake enterprise IT infrastructure for the era of cloud. As important as cloud is, its economic significance is often misunderstood. That lies less in the technology, which is relatively straightforward, than in the new business models cloud will enable for enterprises and institutions. 

 We provide the full spectrum of cloud delivery models—infrastructure as a service, platform as a service, software as a service and business process as a service. IBM’s cloud capabilities are built on 1,500 cloud patents and supported by thousands of cloud experts. Eighty percent of Fortune 500 companies use IBM’s cloud capabilities. 

 Our cloud foundation at the infrastructure level is SoftLayer, the market’s premier public and private cloud environment, with “bare metal” dedicated servers that provide unmatched computing power deployed in real time, with hundreds of configuration options. Our public cloud processes 5.5 million client transactions every day. In terms of technology, security, flexibility and pricing, IBM surpasses all our major competitors. And our rapidly growing roster of 30,000 client engagements—including companies like Honda, Sun Life Stadium, US Open Tennis and hundreds of top online games with a user base exceeding 100 million—is a testament to that. 

 These companies and a growing number of others understand that their customer-facing applications—which they deploy on public clouds for reasons of cost, accessibility and speed—must be integrated with their core enterprise systems—such as finance, inventory, manufacturing and human resources. [Increasingly,] enterprises will use hybrid cloud environments that are part public, part private and integrated with back-end systems. 

 It is also why a new class of “cloud middleware services” is emerging to manage these complex environments. IBM’s entire enterprise software portfolio is becoming available to developers in an open, composable business environment to build applications with flexibility and scalability. A “cloud first” approach is being implemented in IBM software development labs globally. For line-of-business users looking to drive innovation—including heads of finance, marketing, human resources, procurement and other functions—we offer an unmatched array of more than 100 software-as-a-service (SaaS) offerings. IBM’s SaaS offerings today support 24 of the top 25 companies in the Fortune 500. 

 Going forward, companies will continue to unlock the value of these business applications. For example, nearly 70 percent of organizations are currently using or planning to use composable business services. Finally, enterprises will want—and need—to manage their data in the cloud with the same rigor as if it were on-premises. Companies will do this in order to ensure auditability, visibility, change control, access control and data loss protection. Indeed, data management will arguably be the single most important design point for enterprise cloud environments, driven not only by security and cost, but also by regulation. 

 Engagement 

 The phenomena of data and cloud are changing the arena of global business and society. At the same time, proliferating mobile technology and the spread of social business are empowering people with knowledge, enriching them through networks and changing their expectations. 

 [Another] strategic imperative: To enable “systems of engagement” for enterprises. Complementing traditional back-office systems of record, enterprises are now taking a systematic approach to engagement with all of their constituencies—customers, employees, partners, investors and citizens. [More] companies devote more of their IT spending to these new systems of engagement. 

 They are doing so because the way their customers and their own workers expect to engage is undergoing profound change. Seventy percent of people who contact a company via social media today expect a response within five minutes. Nearly 80 percent of adult smartphone users keep their phones with them an average of 22 hours a day. This is why we launched IBM MobileFirst, and why we have made eight acquisitions to advance our mobile initiatives. We have 3,000 mobile experts, and have been awarded hundreds of patents in mobile and wireless technologies. 

 When these individuals use their mobile devices to engage with a company, they expect personalized service. Indeed, 80 percent of people are willing to trade their information for a customized offering. 

 The good news is that this is increasingly possible, thanks to social business and data analytics. But it’s not that simple. One only needs to follow the news to see rapidly rising concerns—legitimate concerns—about data security and institutional trust. Two-thirds of US adults say they would not return to a business that lost their confidential information. And the economic stakes are enormous. 

 2014 

 IBM lives at the intersection of technology and business. This enables us to change the way the world works, and in so doing, to be essential to our clients and to society. We work with 90 percent of the world’s top banks, 9 of the top 10 oil and gas companies, 40 of the top 50 retailers and 92 of the top 100 healthcare organizations. IBM systems manage banking, reservations, transportation, retail, trading and healthcare systems. Our mainframes alone process 75 percent of the world’s business data. 

 Today we are building upon this foundation to create an entirely new generation of critical systems. IBM’s clients are unclogging city traffic, exploring a cure for cancer, improving the safety of food supplies, reducing risk, and serving their own customers, employees, citizens and patients with greater levels of understanding, personalization and intimacy. A new world is taking shape before our eyes, remade by data, rewritten in code and growing smarter every day. This is the work that energizes me and all of my fellow IBMers. 

 2015 

 Cognitive Solutions 

 [Since data] is the world’s new natural resource, … it is transforming all industries and professions. IBM has been building and acquiring the capabilities necessary to lead in data and analytics, deepening our industry expertise and growing partnerships and ecosystems. Today, our data and analytics business is the industry leader. 

 This is a strong and growing business—but its potential is actually much greater. That potential lies in the 80 percent of the world’s data that is unstructured: everything we encode in language—from textbooks and formulas to literature and conversation—plus all digital video, audio and images. This unstructured data has been essentially invisible to computers. They can capture, store and process it, but they cannot understand what it means. 

 But with cognitive technology, we can now probe this “dark data.” Cognitive systems can ingest it all, and they can understand its meaning, through sensing and interaction. They can reason about it, generating hypotheses, arguments and recommendations. And unlike any computing system we have known, they are not programmed. Rather, they learn—from training by experts and from their own experience. In fact, they never stop learning. 

 Cognitive includes—but is broader than—artificial intelligence, machine learning and natural language processing. And its embodiment is Watson. 

 Watson has come a long way since it won on the American quiz show Jeopardy! in 2011. Back then, it did one thing: natural language Q&A, powered by five technologies. Today, Q&A is just one of more than 30 Watson capabilities—all of which have been turned into digital services, or application programming interfaces (APIs), delivered via the cloud. This means that we can literally build cognition into everything digital. With Watson, every digital application, product and process can understand, reason and learn. 

 You can see why cognitive is becoming the heart of our solutions businesses. What started as one Watson unit is now a growing family: the core Watson team, which continues to build new capabilities and nurture its expanding ecosystem; and individual Watson businesses, aimed at particular industries or professional domains, such as IBM Watson Health and IBM Watson Internet of Things. Each business brings together Watson capabilities with industry expertise, vast data sets and an ecosystem of partners and clients, and each is powered by the IBM Cloud. 

 IBM Watson today is a rapidly expanding business, with clients in 36 countries, including leaders and start-ups in healthcare, financial services, retail, energy, automotive, government and more. And we continue to grow Watson’s capabilities—for example, giving it the capacity to “see” and expanding its natural language range beyond English—so far including Japanese, Spanish, Brazilian Portuguese and Arabic. 

 The Cloud as a Platform 

 In a world being rewritten in code, coders are the new builders, and cloud is the platform on which they are building. All of our IBM Watson units, along with the rest of our growing portfolio of cognitive solutions, are being built on a cloud platform. 

 The word “platform” is important. Much more than simply a faster and cheaper way to access IT, a cloud platform is a new model of innovation, manufacturing and distribution. Cloud platforms provide an open environment for collaboration and rapid scaling. They expose growing libraries of APIs from which partners and third parties across a broad ecosystem can create new, innovative solutions. And cloud offers access to multiple data sets and relevant expertise—not only about technology, but also from business and societal domains. 

 Importantly, the future of cloud is hybrid, spanning public cloud, private cloud and the integration software, systems and services needed to bring these environments together securely and seamlessly. As enterprises move to the cloud, hybrid is not a transition phase; it is the destination. 

 Indeed, it is the fastest-growing segment of the cloud market, and IBM is the global leader in hybrid cloud for the enterprise. In this, our incumbency is a significant advantage—from processing and protecting nearly three-fourths of the world’s transactions on the IBM mainframe to designing and running core banking systems, supply chains, reservation and retail systems, and more. 

 Our middleware is the world’s leading IT integration platform, with one analyst firm naming us the middleware leader for the past 14 years. And middleware will be the heart of hybrid. IBM WebSphere, for example, unlocks all data and applications for the cloud. It enables clients’ existing apps to access the cloud and new “born on the cloud” applications to access existing assets. 

 A final reason we will remain the global leader in enterprise cloud is that cloud’s future depends on infrastructure innovation. This is why the full spectrum of IBM Systems remains critical in this new era. We continue to design, develop and deliver leading-edge servers, storage and software built for a hybrid cloud world. For instance, our mainframe, reinvented for mobile transactions, serves as an advanced analytics accelerator and security-rich enterprise cloud server. 

 Cognitive and cloud—many in our industry see these as two separate phenomena. We see them differently: as two sides of the same coin, two dimensions of a single model. Cognitive is the only way to ingest and extract value from the new natural resource of data in all its forms, so that it can be turned into competitive advantage and societal value. And cloud is the platform on which these solutions are designed, built, tested and deployed in the world. 

 Strategy 

 Our experience over multiple eras of technological change has taught us the importance of understanding its implications for the global economy, for society and for how all of us work and live. Today, some have expressed concerns about the impact of intelligent systems on jobs and the future of work. These are legitimate questions, which must be addressed in a thoughtful manner across business, government and civil society. 

 At IBM, our experience with cognitive systems—undertaking the deep science, learning what cognitive systems actually do and working every day to apply these capabilities in the world—has taught us that cognitive technology does not replace, but rather enhances, human capabilities. Instead of “artificial” intelligence, the real-world work of cognitive business is intelligence augmentation. And its benefits for the human condition will be extraordinary. 

 In the end, the most important challenges we face are not about technology, but about values. Whether the question is civil liberties and national security; or privacy and convenience; or some professions rising while others decline, our path to this enormously hopeful future will depend on the creation of mutual value, transparency and, above all, trust. For IBM, [w]e know who we are. We know why our clients seek to work with us. We know why you choose to invest with us. 

 2016 

 [O]ur experience over more than a century has trained us to be vigilant. We began to see that the IT industry would radically reorder, driven by the phenomenon of data, the maturation of cloud computing and the emergence of what many call artificial intelligence or AI. We were convinced that the source of value—for our clients and for our owners—would shift, and that the convergence of these innovations would usher in a new era in both technology and business. 

 We didn’t wait. We got out of commoditizing businesses. We redoubled our efforts to reinvent our core hardware, software and services franchises, while investing to create new ones—in cloud, data, cognitive, security and the other businesses that comprise our strategic imperatives. We did this not simply to manage a portfolio of businesses, but to build the integrated capability that our clients would need for the new era. 

 While our transformation continues, a strong foundation is now in place. 

 Strategy and Vision 

 With Watson’s victory on Jeopardy! in 2011, IBM ended the latest so-called “AI winter” and led our industry and the world into the cognitive era. Today, we’re no longer alone: The land rush into AI is on—including a lot of hype. But we expect to maintain and extend our lead in cognitive business, because we uniquely serve the needs of the enterprise. 

 Enterprises need cognitive solutions that turn vast amounts of data into insights and competitive advantage. They need access to a cloud platform not only for IT capability, but for speed and agility. Its architecture must be hybrid, spanning both public and private clouds, because businesses will want to leverage their existing investments in applications, IT infrastructure and, most of all, their data. And they need a partner they trust, who understands their industry and process flows, and whose platform is secure, scalable, global in scope and local in presence. 

 IBM provides this powerful AI cloud platform, and we are using it to build industry-based solutions to real-world problems. We are creating domain-specific datasets that we either own or partner to access, and we’re applying our deep industry expertise to build vertical solutions and to train Watson in specific professional fields. 

 IBM is changing industries around the world. Watson on the IBM Cloud is available to more than 200 million consumers to answer questions, find what they need online and make recommendations. Half a million students can choose courses and master a subject with Watson, which also helps teachers address each student’s unique learning needs. IBM Security—which monitors 35 billion security events a day for 12,000 clients spanning 133 countries—launched the world’s first commercial “cyber range,” where clients can simulate and prepare for real-world attacks and draw on the power of Watson to fight cybercrime. With Watson, buildings are reducing CO2 emissions by 10 million tons a year; businesses are accelerating hiring cycles by 75 percent; and airlines are improving maintenance efficiency by 80 percent. 

 It is also becoming clear that as IT moves to the cloud, transactions must be trusted by all parties involved. That is why we are building a complete blockchain platform. Blockchain brings together shared ledgers with smart contracts to allow the secure transfer of any asset—whether a physical asset like a shipping container, a financial asset like a bond or a digital asset like music—across any business network. Blockchain will do for trusted transactions what the Internet did for information. 

 IBM is already working with more than 400 clients to pioneer blockchain for business. They include clients who manage foreign exchange settlements, smart contracts, identity management and trade finance—but the potential goes well beyond financial services. For instance, we are collaborating with Walmart to ensure transparency in the way food is tracked, transported and sold to consumers across China and the United States. And Everledger is using a cloud based blockchain to track the provenance of diamonds and other high-value goods as they move through the supply chain. 

 This is the real world of cognitive business. Unlike the AI we see in movies and pop culture—which depict machines achieving consciousness or independent agency—the true promise of this revolutionary technology comes not from replacing but from augmenting human intelligence. It comes from embedding cognitive capability in the processes, systems, products and services that permeate business, society and our daily lives. 

 The Cognitive Future 

 [O]ur industry stands at an inflection point. The next few years will be critical for information technology providers, as businesses and institutions around the world will make key architectural decisions—about cloud, about data, about AI. 

 IBM is well positioned to help clients make wise choices—and to lead our competition. We take seriously our responsibility to ensure that new technology is adopted in ways that are both ethical and enduring—never more essential than in times of rapid economic and societal change. We will continue to engage across our industry and society, and to advocate for a business and policy environment that is open, inclusive, global and equitable. And we will do more than advocate. We will innovate. 

 An example of such innovation is IBM’s “Principles for Transparency and Trust in the Cognitive Era,” which we issued this year. Its main tenets: • We believe AI’s purpose is to augment human intelligence. • We will be transparent about when and where AI is being applied, and about the data and training that went into its recommendations. • We believe our clients’ data and insights are theirs. • We are committed to helping students, workers and citizens acquire the skills to engage safely, securely and effectively with cognitive systems, and to do the new kinds of work that will emerge in a cognitive economy. 

 These principles will be our touchstone for everything we do to build this new world. We will practice them with our clients, and we believe they can form an important foundation for business and society at large. 

 2017 

 Inflection 

 The businesses of the world are changing the way they work. We have prepared your company for this moment. During the past five years, propelled by our belief that the phenomenon of data would reorder technology and business, we have undertaken one of the most ambitious reinventions in IBM’s modern history. This phase is largely complete. IBM is now a cognitive solutions and cloud platform company. IBM now possesses capabilities that are unmatched in our industry to address our clients’ most pressing needs. 

 All of this is due to the creativity and passion of IBMers. They are the reason we have reached an inflection point, and they are our greatest competitive advantage. 

 This is not just an inflection point for IBM. It is also an inflection point for our clients—the enterprises and institutions of the world. Until a year or so ago, you would find many who believed that “digital disruption” was here to stay. They believed that the world’s incumbent businesses were at risk of being marginalized. 

 We had a different point of view. We did not believe the platform giants alone would dominate a data-centric economy—in large measure because they lack access to the most valuable sources of the world’s data: the 80 percent that is not searchable on the Web. The world’s incumbent businesses and institutions own and generate this data, coming from their professional expertise, their industry’s practices and market dynamics, their processes and operations, their people and cultures. Therefore, we believe they are positioned to lead. 

 [IBM is intertwined with] many of the world’s great enterprises and institutions. This is not a coincidence. It is a reflection of an important new reality: The incumbents of the world understand that they can be the new disruptors, and they are going on offense to seize this opportunity and to capture this moment. They are doing so by becoming smarter businesses. 

  	Businesses are becoming smarter by making their systems and processes intelligent—which is why IBM’s services and solutions are grounded in deep knowledge of our clients’ industries. This has made IBM the partner of choice for smarter businesses’ digital and cognitive transformation and IT services. Clients include RBS, Autodesk and Hyundai Card, as well as the large client bases of our strategic partners, such as Salesforce, Workday, Apple, SAP and VMware. This deep industry dimension is also what has allowed us to establish successful new solutions businesses, such as Watson Health, Watson IoT and Watson Financial Services. 

 	Businesses are becoming smarter by embedding AI and data to change how work is done, equipping themselves for an era of man + machine. Watson for Oncology is helping doctors identify treatment options for their patients at more than 150 hospitals around the world, including Gachon University Gil Medical Center in South Korea, Svet Zdravia in Slovakia and Taipei Medical University in Taiwan. 

 	Watson is helping tax preparers at H&R Block provide the best advice to millions of clients. Bankers and customer service representatives at Crédit Mutuel, Banco Bradesco, Orange Bank and other financial institutions are reinventing banking. Woodside Energy chose Watson to help it preserve the institutional knowledge—and reinvent the work—of petroleum engineers. 

 

 [T]hese and other leaders are making their companies smarter, in all dimensions. They are placing big bets on the future to increase their competitiveness and to reconnect with their company’s true reason for being. 

 We also stand at an inflection point for society, everywhere in the world. IBM does not believe that the future belongs to the few. We believe it belongs to all of us—and we translate that belief into practice and policy. 

 On data and AI responsibility: As the world’s new natural resource, unleashed by the maturation of AI, data holds the potential to generate growth, prosperity and societal progress. But it will only do so if the world can trust that data is being collected, managed and analyzed responsibly. 

 At a time when many are questioning the power and behavior of some companies, IBM is stepping forward as a responsible steward of data and AI. We believe that AI’s purpose is to augment, not replace, human intelligence. We are clear on the need for transparency—on where AI is used, who trained it and what data sets were ingested. We also believe that data and the insights it generates belong to their creators. No one should have to give up ownership or control of their data to benefit from AI and cloud computing. We have built and are deploying Watson accordingly. 

 Trust also requires the protection of data through strong encryption and security systems that are constantly tested and strengthened. The privacy of data must be respected. Those, too, are core dimensions of the IBM Cloud with Watson. 

 On jobs: Without question, new technology will eliminate work; it always has. At the same time, new job categories will emerge. The challenge, however, is that AI will transform the skills required for all jobs. There still will be doctors, lawyers, salespeople, teachers and engineers. But the tasks and tools they need to perform their work will be different. 

 This is why building skills for the jobs of the future—not blue collar or white collar, but “new collar” jobs—will require a major reinvention of education. We at IBM are leading that transformation, in the U.S. and worldwide, through public-private partnerships to create the revolutionary Pathways in Technology Early College High Schools (P-TECH) education model, 21st century apprenticeships and retraining programs. This includes investing $5 billion over 10 years in the continuous renewal of IBMers and the re-skilling of mid-career professionals looking to get back into the tech workforce. 

 On inclusion: Today, we proudly carry forward a global commitment to inclusion that has defined IBM for more than a century. We are stepping forward to support the open exchange of people, information and ideas, as well as to protect cross-border data flows for international privacy and security agreements. 

 IBM is the recognized gold standard for inclusion, reflected in winning the 2018 Catalyst Award for advancing women in business. IBM is the first company to win this award four times. We advocate for fairness and equality—as everyone is, and always has been, welcome at IBM. For more than a century, IBMers have earned the world’s trust by building progress with responsibility. We continue this legacy today. 

 2018 

 Customer Focus 

 For the past several years, businesses around the world have been driving their digital reinventions to take advantage of data, their most powerful source of competitive advantage. 

 This first chapter has been defined largely by experimenting with narrow and disparate AI applications and moving simple workloads—typically consumer and customer-facing applications—to the cloud. 

 Now, we are beginning to see the contours of Chapter 2 among pioneering businesses: moving from experimentation to true business transformation at scale with AI and hybrid cloud. 

 This next chapter of digital reinvention will be enterprise-driven. It will be characterized first by scaling AI and embedding it everywhere in business. Second, in cloud, it will be characterized by moving mission-critical applications to hybrid cloud—using a combination of multiple public clouds, private clouds and on-premise IT capabilities, so businesses can create the environment most suitable for their enterprise workloads. Underpinning it all is the growing importance of trust, both in technologies and in their impact on the world. 

 Scaling AI throughout the Enterprise In Chapter 2 of their digital reinventions, businesses will begin to scale AI across the enterprise, as some first movers are already demonstrating. 

 Take the world’s leading banks, for example. While many have been applying AI to specific challenges, some first movers are scaling AI across the enterprise. Orange Bank, one of the fastest growing mobile banks in France, now manages all customer service through IBM Watson. Similarly, Banco Bradesco is now using IBM Watson to assist every member of its services team—resolving customer inquiries in seconds with nearly 95 percent accuracy. 

 IBM brought AI for business into the mainstream with the introduction of our Watson platform in 2014. Today, IBM Watson is the most open and trusted AI for business, available to run on any environment—on premise, and in private and public clouds. Businesses can apply Watson to data wherever it is hosted and infuse AI into their applications, regardless of where they reside. 

 With Watson Studio, Watson Machine Learning and Watson OpenScale, IBM delivers a suite of tools that allow enterprises to build, deploy and manage their AI models in a hybrid cloud environment. IBM Watson OpenScale, a first-of-a-kind platform introduced in 2018, also enables businesses to manage their AI—no matter where it was built or where it runs—with transparency, explainability and bias mitigation. Addressing these factors, which traditionally have held businesses back, is critical for scaling AI throughout an enterprise. 

 Through IBM Services, we are helping our clients around the world apply AI to core business processes and workflows, infusing their businesses with automation, intelligence and continuous learning to transform everything from supply chains and HR to finance and operations. 

 In 2018, we also launched a new service called IBM Talent and Transformation that addresses the often overlooked cultural aspects of AI. This service helps our clients ensure their teams have the right skills and talent—and the supporting culture and work environment—to support a new way of working that is critical to scaling AI for business. 

 In the first chapter of digital reinvention, cloud deployments largely focused on easily portable workloads for productivity and commodity computing. This primarily was driven by user-facing applications inspired by advances in consumer technology. As a result, only 20 percent of enterprise workloads today have moved to the cloud. 

 The remaining 80 percent of enterprise workloads provides the real value opportunity for business—transforming mission-critical workloads and applications for the cloud. The challenge is that most businesses have unique regulatory or data requirements and anywhere from five to 15 clouds across multiple providers. 

 That is why businesses moving to Chapter 2 will need to embrace a new, hybrid cloud approach. It is one that will allow them to more easily move data and scale AI and other applications across public, private and on-premise IT in their enterprises, with consistent management and security protocols, using open source technology. 

 For example, BNP Paribas, a leading European bank, is working with IBM to speed and scale the launch of new digital and AI customer services across the cloud, while protecting the security and confidentiality of customer data. Similarly, global telecom leader Vodafone Business is partnering with IBM to innovate the way it delivers multicloud and digital capabilities—including AI, edge computing, 5G and software-defined networking solutions—to its customers. 

 IBM Services provides end-to-end cloud integration capabilities and is helping thousands of businesses migrate, integrate and manage applications and workloads seamlessly and securely across any cloud environment. Industry experts from IBM Services are co-creating cloud-enabled solutions with clients in our IBM Garages. Using design thinking and agile methods, we are helping clients implement new ways of working, such as rapid prototyping and iteration to more quickly move technology projects from pilot to production at scale. 

 We are ready for this moment of moving clients to Chapter 2 of their digital reinventions with our unique integration of innovative technology, industry expertise and a reputation for trust and security earned over decades. IBM is now moving the world’s major enterprises to the next era, an effort that will be enhanced by our planned acquisition of Red Hat. 

 “We are ready for this moment of moving clients to Chapter 2 of their digital reinventions with our unique integration of innovative technology, industry expertise and a reputation for trust and security earned over decades.” 

 Trust and Stewardship 

 We recognize that our clients and the consumers they serve expect more than groundbreaking innovation and industry expertise. They want to work with technology partners they can trust to protect their data and handle it responsibly. They want to work with partners who know how to bring new technologies into the world safely and help society benefit from them. And they want their partners to create inclusive workplaces and communities where diversity thrives. 

 These expectations are linked by a common theme: responsibility. Responsibility has been a hallmark of IBM’s culture for 107 years—from our labs to our boardroom. IBMers’ unwavering global commitment to the responsible stewardship of data and powerful new technologies has earned us the trust of clients and society as a whole. 

 In 2018, as trust in technology came under heightened global scrutiny, we published our IBM Principles for Trust and Transparency, which have long guided our company. They stress our belief that the purpose of new technologies is to augment—not replace—human intelligence, and that the data and insights derived from technology belong to the businesses who own them. The principles also emphasize that new technologies brought into the world must be open, transparent, explainable and free of bias. 

 



 Chapter Sixteen 

 Robert Keane 

 Cimpress N.V. 

 The origins of Cimpress are referenced in founder Robert Keane’s 2018 letter, in discussing capital allocation and investments in early-stage businesses: 

 Potentially, we could create great value by entering markets that are several steps away from our current businesses and by then building great customer franchises and fast-growing, profitable businesses in these markets. In the very ancient history of our company we achieved exactly such a feat. Back in 1998, Cimpress was just “Bonne Impression”, a small (roughly $3 million in revenue), break even, low-growth, direct-mail-catalog-based supplier of desktop publishing supplies for small businesses in Europe. We aspired to take our knowledge of that market and move into online printing, still serving the same customer for self-service graphic design and short-run printing, but in a very different way than our existing business. To do so we raised significant venture capital money and over the 1998 to 2003 period launched Vistaprint. We had plenty of failures, setbacks, re-launches, pivots and urgent needs for more financing, but by 2003 Vistaprint was profitable, fast growing, and on its way to becoming an incredible business. 

 Now, as much as we would love it, we don’t expect to organically create another Vistaprint. To expect to do so would require ignoring the reality that, besides hard work, a huge factor in our success came from the good luck of being in the right place at the right time. But we do believe that it might be possible for us to build a portfolio of fast growth, profitable businesses that, a decade into the future, contribute a significant portion of Cimpress’ overall growth and which, at the portfolio level, net of inevitable failures, would have generated attractive ROIC on a magnitude that could “move the needle” of value creation at the Cimpress-wide level. At the highest level, that aspiration is why we invest in early stage investments. 

 Cimpress was founded in the late 1990s and grew as a public company through early 2000-teens. But it was in 2015 that Robert Keane’s shareholder letter assumed a distinctive character. There is a clear sense of learning. The fundamental principles are identified in the first letter, in a sophisticated way, with ensuing letters adding adjustments, deepening the principles, and experimenting with them on the record. There is equally a sense of recording both successes and mistakes, with great attention to the lessons learned from both. 

 Each of the letters addresses critical subjects, in turn, and with varying degrees of depth and refinement. The later letters almost always illuminate the broad general point and then sometimes highlight the particular events of the year, which is necessary in the contemporary letters themselves, though distracting for a subsequent compilation such as this book. 

 Those critical topics concern capital allocation and vital metrics: the general principles of capital allocation as well as the specific capital allocation activity of the year and contiguous years (results of previous steps and current plans). There is also a concept called steady state cash flow per share, which measures the outcomes of capital allocation and the company’s model for intrinsic value per share. 

 As for evolving sophistication and refinement, for example, the 2015 and 2016 letters both contain illuminating but brief essays on capital allocation—four or five paragraphs of general philosophy followed by illustrative charts on past allocation decisions. In 2017 and 2018, the essays on the general philosophy double in length and depth, along with naturally expanding discussions of past decisions. 

 There are also numerous discrete topics tackled principally in a single letter, as excerpted below, addressing abandonment of quarterly guidance, incentive compensation, strategic decentralization, long-term thinking, and thinking about value. 

 The letters reference that Keane recruited to the Cimpress board two representatives of the company’s larger and longer-term shareholders. He did so because of their understanding and appreciation of the company’s capital allocation strategy and approach to thinking about value. 

 Besides the two directors’ funds and Arlington, six investors allocate at least 5% of their portfolio to Cimpress: Schaller Investment, Thomas W. Smith (another partner in Prescott), Bislett Management; Amussen Husaker; CAS Investment Partners; and Dorsey Asset Management. 

 According to Meredith Burns, IR manager at Cimpress, referring to the letters: 

 [W]e hope they are helpful in providing investors with a better understanding of how we think about capital allocation, our strategy, methodologies that we find useful in estimating our intrinsic value per share, and an honest view into the successes and failures that we have had on our journey. 

 [P]rior to 2015, Robert’s annual letters were published with our annual reports each year and were brief. They primarily focused on in-year financial results, and were 1-pagers. We very clearly had an evolution as we grew clearer about our long-term focus and especially clarifying that we focused on attracting capital from long-term shareholders and debt holders. 

 2015 

 Strategy 

 A central objective of our strategy since the inception of the company has been the pursuit of greater scale because we believe that it is the single biggest driver of competitive advantage for our business model and that the market opportunity for mass customization remains enormous. 

  In 2011 we sought to reverse a multi-year trend of falling organic growth rates by improving the competitiveness of our products and our operational capabilities. To do so we committed to invest much more money in our customer value proposition (e.g. higher quality products and services, better user experience, increased pricing and marketing transparency, and significantly improved customer service and service availability), manufacturing capabilities, marketing, technology, product development, and the expansion into adjacencies in new geographies, photo-merchandise products, digital services and high value customers. 

 One year ago, at our investor day in August 2014, we unveiled a revised strategy developed in light of what we had learned since 2011. We continue our pursuit of scale-based competitive advantage, consistent with strategies we have pursued for many years, but the revised strategy announced last year included the following changes: 

  	Strategically, to be the world leader in mass customization. By mass customization, we mean producing, with the reliability, quality and affordability of mass production, small individual orders where each and every one embodies the personal relevance inherent to customized physical products. 

 	Financially, maximizing intrinsic value per share. This is our uppermost financial objective, to which we subordinate all other financial objectives. We define intrinsic value per share as (a) the unlevered free cash flow per share that, in our best judgment, will occur between now and the long-term future, appropriately discounted to reflect our cost of capital, minus (b) net debt per share. We have chosen intrinsic value per share because we are fundamentally committed to building Cimpress for the long-term and we feel that intrinsic value per share best measures long-term financial success. 

 

 We believe our long-term per-share value creation opportunity is as great or greater than we thought back in 2011. We see a multi-decade opportunity to become a much larger and more valuable (on a per share basis) global company by driving the transition of personalized products from local job-shop, low-volume, offline suppliers who control the vast majority of very large markets to an online mass customized business model. 

 Capital Allocation 

 We endeavor to invest large amounts of capital that we believe will generate returns that are above our weighted average cost of capital which, for fiscal 2016, we estimate to be 8.5%. We consider any use of cash that we expect to require more than 12 months to return our invested capital to be an allocation of capital. 

 We group our capital allocation into the following broad categories: organic long-term investments, share repurchases, M&A, and repayment of debt. We consider our capital to be fungible across all of these categories. I do not review dividends in this letter because we do not intend to pay dividends for the foreseeable future. 

 We expect every dollar of any capital allocation (be it discretionary growth spending, M&A, share repurchases or other) to earn a return above our cost of capital over the life of the investment. However, just as we have made and expect to continue to make good choices, we have also made and will continue to make some mistakes. Given our belief that innovation and risk taking are critical to value creation, we do not seek to avoid risk nor are we able to prevent all failures at the level of individual investment projects. 

 No Guidance 

 In order to help investors create their own models of Cimpress’ intrinsic value per share, we plan to provide the following [forward looking] information on an annual basis: a review of how we think about value creation; our general view of potential organic growth rates for our various businesses; and our discretionary growth spending plans.27 

 Effective immediately we will not provide guidance beyond that which is enumerated above. This is because we want to communicate our forward-looking views in a manner that is consistent with how we internally seek to maximize our intrinsic value per share and because we think that focusing all of our efforts exclusively on the principles outlined in this letter will help attract shareholders who are best aligned with our clearly stated financial priority. 

 201628 

 Compensation 

 Over the past year we spent considerable time to create a new equity-based incentive compensation plan that aligns financial incentives for our executives and other team members with a pragmatic proxy of future changes to our intrinsic value per share [IVPS]. The resulting performance share units (“PSUs”) will pay Cimpress team members handsomely if long-term shareholders do well, and extremely well assuming truly excellent long-term performance levels. On the other hand, if Cimpress fails to efficiently deploy the capital that our shareholders entrust to us, the cash value of PSUs will rapidly decline or become null. Thank you for your support of this program: shareholders overwhelmingly approved the plan at [a 2016 special meeting of shareholders], with 84% of shares voted in favor of the plan. 

 I am also happy to report that the PSU program has also been embraced by our leaders and other team members. Our new long-term incentive (“LTI”) program consists of a combination of PSUs and time-vested cash awards. 100% of my personal LTI awards this year were in PSUs, as will be 100% going forward. For other team members that receive LTI grants, various minimum PSU percentages apply: the higher the executive level, the higher his or her minimum level of PSUs. 

 The degree of annual LTI cash election as PSUs will vary in future years depending upon the future PSU election choices made by our team members, but we are very happy that our leadership corps is now strongly aligned with the value creation interests of our long-term shareholders. 

 Since estimating IVPS requires subjective judgments about Cimpress’ returns on invested capital over the very long-term future, for the purposes of [share based compensation] performance measurement the vehicle uses what we believe to be an independent proxy of the multi-year trend of changes to our IVPS: the compounded annual rate of growth of our share price over a six to ten-year period. To reduce the impact of short-term share price volatility we measure this change using the average share price over a trailing three-year period. 

 Organic Growth 

 We believe that relative scale is the single biggest driver of competitive advantage for our business and an enormous opportunity exists for very large markets to shift to a mass customization paradigm. Therefore, we plan to continue to make significant value-enhancing growth investments. Of course we do not pursue, and have never pursued, growth for growth’s sake. We fully understand that if growth were to derive from investments that return below our cost of capital then that growth would destroy value. 

 Given our belief that we can make attractive returns by growing the business with organic investment, and given our very substantial investments to do so, our organic growth rate is an important indicator of our performance. Starting in fiscal year 2012 we ended what we consider, in retrospect, to have been a multi-year period of underinvestment in our business. We embarked on a multi-year increase to investment levels in order to revitalize organic revenue growth. While the time required to revitalize growth has been longer than our original aspirations, we are starting to see positive results. 

 Metrics 

 We use a concept we refer to as steady state after-tax free cash flow. We define steady state as having a sustainable and defensible business over the long-term capable of growing after-tax free cash flow per share at the rate of United States inflation. Steady state free cash flow is an estimate that is inherently based on many subjective business judgments and approximations, so you should consider our statements about this concept to be directional, definitely not specific. 

 Despite its approximate nature, our SSFCF is important for us and shareholders to understand because the difference between our actual free cash flow and our range estimates of steady state free cash flow represents our range estimate of the capital which we allocate to organic investments in anticipation of growing the value of our business. We see SSFCF analysis as a helpful input for determining the intrinsic value of our business as well as a tool to hold us accountable over time to driving returns on our portfolio of past investments. Some investors have asked if this method implies that growth investments should be “ignored”. Our answer is no; we ask investors to understand our investments and to then make their own assessment of their value. 

 It is also important to understand that the maintenance of steady state is not something we protect or favor in our capital allocation processes. As with all capital allocation choices, we seek to make such investments only if we believe that they will both meet or exceed relevant hurdle rates and will be the best choice relative to alternative uses of that capital. We would rather accept that such a portion of our business is mature and declining and use the cash flows that are generated from it to invest elsewhere. The fact that we currently invest large amounts of capital into the maintenance of steady state reflects our belief in the strong returns available to us in our current business. 

 Assuming our investments are successful, our steady state free cash flow per share should grow over time at an average annual rate which is higher than our cost of capital, and thus is one means by which we can evaluate our track record over time. That being said, we do not believe that we are ready to draw conclusions from the implied trend of the ranges of SSFCF per share values that might be calculated. This is because SSFCF remains a relatively new concept for us. It depends on tracking systems, assumptions and judgment which we are internally creating, learning about, and debating about how to improve. We expect that over time we will improve our ability to differentiate between, and measure, growth and maintenance investments. This would allow us to narrow the range of our estimates, whether higher or lower. 

 A fair question for a shareholder to ask is why is there such a difference between actual free cash flow and our range estimate of steady state free cash flow? The answer is that we are organically reinvesting the difference in anticipation of returns that we believe will comfortably exceed our WACC. We make these investments, even though doing so results in a major reduction in our free cash flow net of the investments, because we believe that investing at portfolio-level aggregate returns above (preferably well above) our WACC will increase our IVPS. 

 2017 

 Strategy 

 [W]e have made some meaningful changes to the organizational structure through which we expect to deliver against our vision and objectives. [T]he organizational changes we implemented [involving decentralization] are, in fact, best described as a strategic change. Since it is important that investors in Cimpress’ equity and debt also understand this evolution of our thinking, the remainder of this section provides context on our recent strategic history and how we describe our revised strategy. 

 From fiscal year 2015 to fiscal year 2017, Cimpress’ corporate strategy centered on building a mass customization platform (the “MCP”) that would act as an interface layer between our customer-facing business units that were distinct and separately managed from our fulfillment operations. We furthermore pursued significant centralization of global functions such as, but not limited to, human resources, finance, technology operations, legal, market research, strategy, product management and graphic design services. A major objective of our prior strategy was to use scale advantage to drive competitive advantage. 

 Despite benefits, we faced significant side-effects and issues of centralization. Frankly stated, the complexity, bureaucracy, slowness, uniformity and cost of centralization far outweighed the potential advantages. We made numerous adjustments to address these issues. However, in the end we needed to go further. We have changed our strategy because the experience of the past several years led us to the conviction that a decentralized organization has the best chance to achieve Cimpress’ uppermost objectives of mass customization leadership and maximum IVPS. Our corporate strategy is now as follows: 

 Cimpress invests in and builds customer-focused, entrepreneurial, mass customization businesses for the long-term, which we manage in a decentralized, autonomous manner. We drive competitive advantage across Cimpress by investing in a select few shared capabilities that have the greatest potential to create company-wide value. We limit all other central activities to only those which absolutely must be performed centrally. 

 Upon first reading, our new strategy may surprise people who may be accustomed to strategies that are based in core competencies or customer needs. Of course, there are strong competency-based and customer-based strategies within each of our autonomous businesses. But at the Cimpress corporate level, we have intentionally crafted our strategy statement to convey a revised vision of where and how we want our corporate center to operate. 

 In function of our revised strategy, we have decentralized our operations by transferring approximately 3,000 team members who were part of central teams into our businesses. [W]e are modifying our internal financial management systems to more tightly align reporting with our decentralized organizational structure, capital allocation process and a return-on-capital mindset. 

 Capital Allocation 

 I wish that I had figured out the importance of capital allocation many years ago, but the reality is that Cimpress is just now entering our fourth year of making capital allocation an explicit focus area of our management routines so we are still learning and revising our internal processes. But better late than never: as CEO, founder and a significant shareholder, I now spend a major amount of my time on activities related to capital allocation and consider it a critical responsibility. 

 Mistakes 

 At the time of any given investment, we expect to deliver a return that is above its hurdle rate (preferably well above). That being said we recognize that a portfolio of investments that exceeds WACC does not necessarily mean, by itself, that we have made good capital allocation decisions. We need to compare our returns against the opportunity cost of potentially higher returns that might have come from deploying the same capital into even higher-returning opportunities. This more stringent, and we believe more relevant, measure of capital allocation performance clarifies the often painful cost of mistakes. 

 As an example, for much of fiscal year 2012 and fiscal year 2013 our share price was trading under $40 per share. With the benefit of hindsight we recognize that, for the capital we used for our Namex, Webs and Albumprinter acquisitions, we could have generated very strong returns if we had instead repurchased our own shares. We can also make mistakes when we raise capital. For instance, in 2005 we issued 5.5 million shares for just $11 per share as part of our initial public offering even though we did not need the money at the time and, even if we had, could have raised the same amount of capital via debt instruments. Our improved understanding of the true cost of equity issuance is a central reason why our share-based compensation vehicles now incorporate performance mechanisms that directly link potential payout and its associated dilution to the equity returns which Cimpress delivers to long-term shareholders after such dilution. 

 We strive to continuously improve our capital allocation and performance-tracking capabilities. Over the past year we strengthened our ability to track investments and to measure their returns and we plan to make further improvements in the coming year. Our recent organizational decentralization should further improve our ability to hold ourselves, and individual teams, accountable for driving these returns. As much as we would prefer to never make capital allocation errors, we believe that innovation and risk taking are critical to value creation so we do not seek to avoid investment risk nor are we able to prevent failure at the level of individual investment projects or other capital allocation decisions. 

 Leverage 

 We believe that calculated entrepreneurial risk taking inherent in our investments is fully compatible with our commitment to maintain conservative levels of debt because each individual investment we make is small relative to our overall financial performance. As we have described in the past, we intend to maintain a conservative leverage profile for the foreseeable future, typically at or below approximately three times trailing twelve month EBITDA as defined by our debt covenants, albeit with possible temporary step-ups beyond three times in order to pursue what we believe to be strongly value-creating acquisitions or other investments. We took an opportunity to make a temporary step-up in fiscal year 2017 to repurchase shares and complete our National Pen acquisition. We are in the process of delevering and expect to bring our leverage ratio back to approximately 3x by the end of calendar year 2017. 

 2018 

 Strategy 

 Previously, in addition to our uppermost financial objective, we also described an uppermost strategic objective to be the world leader in mass customization. Stan Davis, in his 1987 strategy manifesto “Future Perfect” coined the term mass customization to describe “generating an infinite variety of goods and services, uniquely tailored to customers”. In 2001, Tseng & Jiao defined mass customization as “producing goods and services to meet individual customers’ needs with near mass production efficiency”. Mass customization remains a fundamental element of the business model by which Cimpress delivers better value to customers than traditional competitors. However, we have dropped “world leader in mass customization” from our strategic articulation given that mass customization is not a market per se, but rather a competitive operational strategy which can be applied across many markets. 

 Long-Term 

 “Long-term” is one of the fundamental attributes of how we think about our business, and without a long-term perspective we would not have been able to transform ourselves as we have. In service of this objective, Cimpress expects long-term thinking in four ways: 

  	Decision-making: We describe to all our team members a simple way to think long-term, which is to act as if they are the sole owner of Cimpress (or of the Cimpress business where they work) and that they will still be the sole owner twenty years from now. Our share-based compensation program is long-term as well: payout dates fall six to ten years after each grant date and are contingent upon achieving certain compounded annual increases to the 3-year moving average of our share price. 

 	Protect against short-termism: As shareholders ourselves, we protect Cimpress businesses from short-termism that is common with venture capital, private equity and public shareholders. This enables our teams to focus on improving customer satisfaction, building highly competitive value chains, and aligning and engaging our team members. 

 	Investors: We seek investors who embrace our long-term perspective. We are privileged that many thoughtful investors with multi-year (and sometimes multi-decade) investment horizons have entrusted us with their capital. Over the years I invited two of them to join our supervisory board so over 40% of our equity is represented on our supervisory and management boards. 

 	Capital allocation: We evaluate multi-year investments in terms of their risk, reward, and the timing of the reward, and analyze them using discounted cash flow analysis and risk-adjusted hurdle rates. When given a choice of either more near-term cash flow or the anticipation of a higher present value of long-term cash flow, we’ll take the latter. Much of this letter focuses on our approach to capital allocation. 

 

 We work to regularly improve our ability to increase the value of each share of our company at a long-term compounded annual rate that very comfortably exceeds our cost of capital. We are proud of the value we have delivered so far but think we could have done better. That is one reason why I hope that these letters are increasingly clear about where we have created and where we have destroyed value. An unvarnished analysis of the past helps us evaluate future decisions with a sharper mind and, hopefully, a future in which we get better at what we do. 

 Capital Allocation 

 We group our corporate-level capital allocation and our sources of capital into the following broad categories. We can deploy capital via organic investments, share repurchases, acquisitions and equity investments, debt reduction, and the payment of dividends. Please note however, that we do not intend to pay dividends for the foreseeable future. Our sources of capital are the cash we generate from our businesses, the issuance of debt, the issuance of equity, and the divestiture of assets. We consider capital to be fungible across all of these categories. In other words, we do not favor one over the other, but rather seek to grow our intrinsic value per share by allocating across these categories in function of the relative returns of current and expected future opportunities. 

 We define corporate-level deployment of capital as any investment of money that we expect to require more than twelve months to return 100% or more of the investment. You should assume this definition for all of our references to capital allocation. We delegate to our businesses and central teams (and do not centrally seek to limit or optimize) capital allocation decisions which our operational executives expect to pay back in less than twelve months. We then hold each operating unit accountable for delivering an aggregate level of unlevered free cash flow that (a) takes into account the negative cash flow from corporate-level capital allocation, and (b) is net of any sub-12-month-payback investments they chose to make on a decentralized basis. 

 We currently estimate our weighted average cost of capital (“WACC”) to be 8.5%. We seek to have a weighted average return on our portfolio of deployed capital, net of failures, that is materially above our WACC. In support of this objective, we vary hurdle rates in function of our judgment of the risks to various types of investment. For example, we require only 10% for highly predictable organic investments located in Europe, North America or Australia such as the replacement or expansion of capital equipment for profitable and growing businesses, 15% for M&A of established, growing, profitable companies, and 25% for risky investments such as our investments in our portfolio of nascent businesses which constitute our “All Other Businesses” reporting segment. At the time that we make any given investment we expect to deliver a return that is above its relevant hurdle rate, preferably well above. 

 As much as we would like to operate in a hypothetical world in which we didn’t make capital allocation errors, we believe that innovation and risk taking are critical to value creation so we do not seek to avoid investment risk nor are we able to prevent failure at the level of individual investment projects. We report to you our failures as well as our successes so that you can evaluate our performance in light of our overall weighted average portfolio of investments. 

 Valuation 

 [O]ur uppermost financial objective is to maximize our intrinsic value per share, or IVPS. We do not publicly disclose our internal IVPS range estimates because of their judgment-based nature and because we assume that shareholders who take a long-term perspective will each make their own estimates of the value of a share of Cimpress. However, I would like to explain the process by which we internally establish an IVPS range estimate so you understand how we, as the stewards of the capital you entrust to us, think about this very important subject. 

 We define IVPS as (a) the unlevered free cash flow [UFCF] per diluted share that, in our best judgment, will occur between now and the long-term future, appropriately discounted to reflect our cost of capital, minus (b) net debt per diluted share. 

 Any estimate of part (a) is inherently subjective and based on forward-looking projections. That is why we say that our definition of IVPS is based on our best judgment. Please note my use of many qualifying terms throughout this letter such as “estimated”, “range”, “approximate” and “judgment”. The future is inherently unknowable so our commentary should be understood in the context of these qualifying terms. 

 We use two methods to estimate part (a) of our IVPS equation. We establish multiple scenarios, so each of these approaches generates a range based on several present values. We try to be prudent and realistic in our forecasts. We then look at the range of all the outputs across the two methods, discuss and debate the merits and weaknesses of each output, and then make a range-based judgment call. 

 The first of these two methods is a classic discounted cash flow (“DCF”) financial model. We forecast key line items in our income statement and cash flow statements based on past trends, and our beliefs about how those trends will progress in the future. We typically project these ten fiscal years into the future, and in the last year establish a terminal value by dividing that year’s projected UFCF by our WACC. We then discount all of this back to today at our WACC, then divide by the number of diluted shares. 

 The second method is based on steady state unlevered free cash flow (“SSFCF”). [To repeat, this estimates sustainable business capacity growing long-term after-tax cash flow at the inflation rate.] This approach is not traditional but we believe it to be useful and informative. In our experience, we typically find that our estimates of IVPS are lower using the SSFCF method than the DCF method. For the SSFCF method, our process is to establish: 

  	An estimated range of what value exists in Cimpress today assuming no more of our past investments turn cash generative (or negative) and assuming we were to stop investing for growth. We establish this estimated range by dividing the upper and lower bounds of our range estimate of SSFCF by our WACC to derive a high and low enterprise value prior to accounting for future returns on capital which we have deployed or will deploy which are not yet contributing to our SSFCF. 

 	An estimated range of future returns from our past and future capital allocation (other than organic investments required to maintain steady state) whose returns do not yet show up in our SSFCF. We discount those to their present value using our WACC. This second component addresses our view that a major portion of our estimate of intrinsic value per share derives from us having a large set of attractive investment opportunities for the foreseeable future and that we can fund such investments thanks to our significant SSFCF combined with our financing capacity. 

 	Add the results from “i.” and “ii.” together to estimate a range of values, which we divide by the number of diluted shares. 

 

 In addition to acting as an input for estimating the intrinsic value of our company, SSFCF also is an input to the way we hold ourselves accountable for value creation. Over long periods of time, if we create value then we should grow the result of the following equation at a compounded annual growth rate that is higher than our cost of capital: 

 ([SSFCF divided by our WACC] - net debt ) / diluted shares outstanding 

 Capital Allocation 

 Organic Investment. The organic capital that we have allocated, and which we plan to continue to allocate, directly reduces our unlevered free cash flow. We nonetheless organically deploy significant amounts of capital because we believe that we can deliver weighted average returns on this investment portfolio that are above (preferably well above) our WACC. Doing so would, in turn, increase our IVPS. 

 We believe we can make attractive returns on organic growth investments because we perceive a large opportunity for markets to continue to shift to a mass customization paradigm and to be attractive to us given our strong experience and differentiated competitive capabilities. We believe organic revenue growth is an important indicator of our performance relative to this organically deployed capital. We do not pursue organic growth for its own sake; growth from investments that return below our cost of capital destroy value. 

 Acquisitions & Early-Stage Investments. In our view, acquisitions and equity investments are risky investments that, if successful, can produce attractive returns on large amounts of capital and/or fortify the competitive position of our existing businesses. We also believe that transactions in which we acquire less than 100% of a business can be attractive under the right circumstances since such structures may help us to align, motivate and retain co-owners and/or partners who are important to driving strong performance for Cimpress. For most acquisitions or equity investments of established, profitable businesses, at the time we make that investment we typically apply a 15% hurdle rate. For investments in nascent businesses, we typically use a 25% ROIC hurdle to reflect the materially higher risk typically associated with that allocation of our capital. 

  We may also divest and/or sell all or a portion of the equity of a given business when we believe we could deploy our capital more productively elsewhere, or when we believe that doing so will bring important benefits in terms of our relationship with third parties who are important to the success of that business. 

 Share Repurchases & Issuances. Share repurchases have clearly been a large, and one of our best, categories of capital allocation. Over the past ten years we allocated $817 million of capital to repurchase 20.3 million shares at an average price per share of $40.18 inclusive of commissions. When we compare how much we paid for these shares to our estimate of today’s intrinsic value per share, we are very comfortable that the annualized returns on the capital we deployed to share repurchases have been excellent. 

 We have repurchased and issued, and may also in the future repurchase or issue, shares to cover obligations under our equity compensation plans, for acquisitions or similar transactions, and for other purposes. For example, for acquisition-related earn-outs and other purchase obligations like deferred payments for non-controlling interests, we often structure the obligation to be payable in cash or shares at Cimpress’ option. 

 When we issue shares, we are willing to do so at prices that are at or below our estimate of our intrinsic value per share if we believe the return for the investment of the capital from the equity issuance will be higher than any loss of value we expect to incur from issuing shares below their intrinsic value. 

 Our choice to repurchase or issue shares is guided by the above principles and by a variety of other debt covenant and legal requirements. Because of the complexity of these criteria, periods in which we issue or buy back shares, or in which we do not do so, should not necessarily be considered as an indication of our views on our intrinsic value per share relative to the share price. 

 Debt Issuance & Repayment. We view debt as an important source of capital that, when maintained at manageable levels, helps us maximize our intrinsic value per share. We believe that the calculated entrepreneurial risk-taking inherent in our capital allocation is fully compatible with our commitment to maintain reasonable levels of debt because each individual investment we make is small relative to our overall financial performance. We greatly value our debt investors and believe that Cimpress represents a compelling issuer of bonds and a strong customer for financial institutions. 

 In the past we intended to maintain leverage typically at or below approximately three times trailing twelve-month EBITDA as defined by our debt covenants, albeit with possible temporary step-ups beyond three times in order to pursue what we believed to be strongly value-creating acquisitions or other investments. We took an opportunity to make a temporary step-up in fiscal year 2017 to repurchase shares, acquire National Pen, and invest significantly in organic opportunities. We subsequently deleveraged back to below 3 times by the end of calendar year 2017 consistent with our communicated plans. We were pleased to demonstrate to ourselves and to our creditors that we could use leverage for value-creating opportunities and then reduce debt in line with our stated goals. 

 We no longer have a specified leverage target. We value “keeping dry powder” for potential future opportunities that are currently unforeseen or unavailable, and of course we expect to operate within the boundaries of our debt covenants, but we also value having flexibility to allocate capital to investments with attractive anticipated returns when the opportunity is appropriate. Our business is stronger and more diversified than when we put the now-obsolete leverage target in place, we have control of our discretionary spend which can be ramped up and down if needed, and we have demonstrated resiliency through recessions. For those reasons we are comfortable in having evolved this financial policy. 

 We have received questions about this policy evolution such as What leverage ratio makes us uncomfortable? How long are we willing to stay at debt levels that approach our covenants? The answer to these and similar questions is that we are willing to take leverage up for attractive opportunities to any number that doesn’t put us at risk of breaching our quarterly maintenance covenants on our debt, and we would either sustain or pay down debt based on the other capital allocation opportunities that arise. Importantly, over 40% of our equity is held by long-term shareholders who are members of our supervisory and management boards and clearly incentivized not to take undue risk with leverage. 

 



 Epilogue 

 This collection contains exemplary models from the genre of the shareholder letter. They emphasize patience and commitment, business as investing, and management as capital allocation and stewardship. While those featured are in a rarefied league, space limits prevented including quite a few other executives who also provide worthy models. If the book were enlarged, or a sequel made, the table of contents might include the following, here in alphabetical order: 

  	ACE/Chubb: E. Greenberg 

 	Activision/Blizzard: Kelly-Kotick 

 	Advanced Micro Devices: Su 

 	Amerco: Shoen 

 	AutoNation: Mike Jackson 

 	Booz Allen: Shrader 

 	Brookfield: Flatt 

 	Danaher: Sherman-Culp-Joyce 

 	Enstar: Silvester 

 	General Motors: Barra 

 	Genuine Parts: Donahue 

 	IAC: Levin 

 	ITW: Santi 

 	Lockheed: Hewson 

 	Post Holdings: Stirritz & Vitale 

 	Progressive: Renwick-Griffith 

 	Sherwin Williams: Morikis 

 	Transdigm: Stein 

 	Verisign: Jim Bidzos 

 	W. R. Berkley: Berkley 

 	WABCO: Esculier 

 	WD-40: Ridge 

 

 Undoubtedly, there are more executives that other readers would nominate for such a list. They would share many of the traits of those featured in this book. 

 As we survey the corporate landscape looking for great investment opportunities—wonderful companies run by first-rate managers—the hallmarks of such companies are those manifest in this collection: especially the long-term focus, modesty, openness, command and ease of communication, a strong corporate culture and commitment to values, a clear understanding and ability to articulate business concepts like capital allocation, buybacks, acquisitions, and management of people. 

 To paraphrase Ralph Waldo Emerson, some books are to be skimmed, others read quickly, and a few endlessly examined. Thanks to this book’s featured contributors, it falls into the last category. 
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 19. Clarifying that Markel is “not for everyone,” only those committed to the long-term, the authors in 2012 make a pitch, also appearing in other years: “If you, or anyone you know, owns a business where the answers to our four investment questions would be good, and they want to be part of this organization, please give us a call. We are always looking for good partners.” 

 20. The first paragraph opened the 2010 letter while ensuing paragraphs under this heading appeared later in the detailed section of the letter. 

 21. In letters before 2010, the letters listed the increase in intrinsic value as the last reason, elevated to first position starting in 2010. The earlier letters listed one more reason since omitted, that tax on sales in buybacks are measured by the difference between proceeds and basis whereas 100% of dividend proceeds are subject to tax. 

 22. These change as the business grows along with ongoing organizational adjustments, but a selection of headings from the 2011 letters gives a representative flavor: Investment Information Segment, Data, Software, Morningstar Direct Licenses, Morningstar.com, Research, Analyst Ratings, Index business, Investment Management Segment, Retirement Solutions, Investment Consulting, Morningstar Managed Portfolios. 

 23. “Nothing would be more tiresome than eating and drinking if God had not made them a pleasure as well as a necessity.”—Voltaire; “Your descendants shall gather your fruits.”—Virgil; “The way you see people is the way you treat them, and the way you treat them is what they become.”—Johann von Goethe. 

 24. E.g., Michele Simon, “PepsiCo and Public Health: Is the Nation’s Largest Food Company a Model of Corporate Responsibility or Master of Public Relations”, CUNY Law Review 15:1 (2011). Conor Friedersdorf, “Why PepsiCo CEO Indra K. Nooyi Can’t Have it All”, The Atlantic (July 1, 2014). 

 25. This excerpt is significantly abbreviated compared to the original discussion in the letter, which included this introductory footnote: “This discussion is a tribute to the late, great Eagles musician Glenn Frey, who passed away earlier this year at the age of 67.” 

 26. The letter included this introductory footnote: “In memory of the late comic genius Gene Wilder, who passed away in August of 2016.” 

 27. This information was listed in a chart, which also referenced historical information concerning free cash flow and assessment of historical capital allocation successes/failures to update return expectations. 

 28. The last paragraph is from 2017. 
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The graph below shows a comparison of cumulative total return for our common stock, the Morningstar U.S. Market Index, and a
group of peer companies, which are listed below the graph. The graph assumes an investment of $100 beginning on January 1,
2014, in our common stock, the Morningstar U.S. Market Index, and the peer group, including reinvestment of dividends. The
returns shown are based on historical results and are not intended to suggest future performance.
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and Thomson Reuters Corporation. W removed Financial Engines Inc. from the peer group as of July 18, 2018 because the Company was no longer publicly raded as of that date
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