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When Warren Buffett bought Berkshire Hathaway (BRK) 

in 1964 it was a textile mill in decline. He quickly realized 

that he made a mistake and started using BRK’s cash to 

buy other unrelated businesses. The decisions he made 

have resulted in BRK’s stock increasing at a rate of about 

21.6%/year compared to 9.9%/year for the S&P500 with 

dividends reinvested (known as the S&P500 total return 

index). So if you invested $10,000 in the S&P500 in 1964 

and reinvested your dividends you would have $1.1 

million today, whereas if you invested in BRK you would 

have $183 million. 

 

BRK’s first major non-textile investment was in 1967 

when Buffett bought National Indemnity, a property and 

casualty insurance company, for $8.6M (a 1½ page 

agreement was used to close the deal). Insurance appeals 

to Buffett because of its unique financial characteristics. 

We are all familiar with the concept of insurance: you pay 

a premium to an insurer and they pay you a larger amount 

if a certain event occurs. The flip side is that insurers 

receive money today, and expect to pay out a certain 

amount in the future. This means that they are essentially 

borrowing money from their policyholders and this 

borrowed amount is called “float”, which can have vastly 

different characteristics than actual debt. Debt has interest 

and may have a maturity date and/or be callable by the 

lender, but if an insurer is able to price its policies 

correctly and grow its float, the float becomes perpetual 

and actually pays the insurer. In 2014, BRK earned an 

underwriting profit of $2.7B and had an average float of 

$80.6B, which is similar to getting paid 3.3% to borrow. 

Getting paid to borrow is what attracts many players into 

the insurance field, but most cannot achieve this 

incredible result in the long term. In BRK’s case, it got 

paid to borrow in 30 of its 47 years of insurance history. 

With BRK’s float, Buffett was able to “borrow” an ever 

increasing amount of money, get paid for it and use the 

proceeds to invest in other strong businesses. 

 

Some of those businesses are what Buffett calls Regulated 

and Capital-Intensive (“RCI”), which include a railroad, 

Burlington Northern Santa Fe (“BNSF”), and a utility, 

Berkshire Hathaway Energy (“BHE”). Buffett classifies 

these businesses as capital-intensive because over the last 

3 fiscal years they accounted for 83% of BRK’s total 

capital expenditures (investment in equipment, buildings, 

machinery, vehicles, etc.) but only 21% of total revenues. 

 

BNSF carries about 15% (measured in ton-miles) of all 

American inter-city freight, more than any other 

company. The allure of railroads is that they are about 4x 

as fuel efficient as trucks, the investment required to 

create a new railroad is immense and if a new player were 

to enter, they would be in direct competition with two 

major entrenched players (BNSF and Union Pacific). 

BNSF’s major advantages over Union Pacific are its 

larger market share in terms of ton-miles shipped, and its 

private structure, which gives it the ability to forgo paying 

dividends in favour of reinvesting in its business. BNSF 

expects to spend $6B or 26% of its revenues to improve 

its operations compared to 17% for Union Pacific. These 

capital outlays should lead to greater capacity, improved 

service and more earnings. 

 

BHE covers 11 US states, giving it coverage in more 

states than any other utility. Our members from Alberta 

may find it interesting that BHE also owns Altalink, an 

electric utility that serves 85% of Alberta’s population. In 

addition, BHE has utilities in the UK and the Philippines, 

and this geographic diversification mitigates risk as utility 

prices are, for the most part, dictated by regional 

regulators (e.g. a regulator may set prices based on an 

allowable profit margin or return on capital). As a multi-

jurisdictional utility, BHE provides BRK with a recession 

proof stream of earnings with low regulatory risk.  

 

BRK’s next group of companies are classified as 

Manufacturing, Service and Retailing (“MSR”). MSR 

companies sell products ranging from lollipops to jet 

airplanes. A yardstick that Buffett uses to assess the MSR 

companies is return on unlevered net tangible assets. This 

measure shows the amount of after-tax operating earnings 

that a company is generating relative to the amount of 

capital that it uses to generate those earnings. For 

example, if you have a clothing manufacturing business 

that requires only a $20M plant and $5M in inventory, 

your unlevered net tangible assets are $25M and if you 

earn $5M, your return on unlevered net tangible assets is 

20% ($5M/$25M). This measure shows that the less a 

business requires to generate a given level of earnings, the 

better. (There is a lot more that goes into this calculation 

and please contact me if you are interested in the details.) 

Some MSR businesses have what Buffett classifies 

“terrific” economics with a return on unlevered net 

tangible assets ranging from 25% to 100%+, “good” 



economics with returns of 12%-20% and we can assume 

that he would classify companies with returns below 12% 

as having average to poor economics. In aggregate the 

MSR businesses earned a return of 14.5%. This could be 

a lesson to our members: only pursue a business if you 

believe you can get a return of at least 12% on the capital 

that is required to run your business. 

 

BRK’s fourth group of companies fall under the Finance 

and Financial Products (“FFP”) category. These 

companies finance furniture, containers, trailers, railcars, 

cranes and homes. Many of these companies have full 

scale manufacturing operations and generate income from 

either mortgaging, leasing or renting their goods. Within 

this group is the largest homebuilder in America, Clayton 

Homes, which sold 45% of all manufactured homes in the 

US in 2014. FFP companies made up 7.5% of BRK’s 

2014 pre-tax income compared to 10.9%, 36.2% and 

27.7% for Insurance, RCI and MSR, respectively. The 

remaining 17.7% came from BRK’s investments. 

 

Now to BRK’s publicly traded common stocks, the 

largest of which include the following as of June 30th, 

2015: a $27.6B stake in Wells Fargo, a bank based in 

California; a $15.7B stake in Coca-Cola; a $12.9B stake 

in IBM; and an $11.8B stake in American Express. His 

total stock portfolio was worth $118B and let me know if 

you would like to know more about his other holdings.  

  

By investing in the types of businesses mentioned above, 

Buffett has amassed a net worth of $67B and Munger 

(Charlie Munger is BRK’s Vice-Chairman and he may be 

just as brilliant at Buffett) has amassed a net worth of 

$1.3B. However, they have also made BRK’s investors 

very rich by aligning their incentives with that of 

shareholders’. BRK’s incentive structure is unique in 3 

major ways: 1) Buffett has 98% of his net worth invested 

in BRK stock and Munger has the majority of his net 

worth in the stock as well, which results in Buffett and 

Munger accepting the same risks and rewards as 

shareholders; 2) unlike almost all other public companies 

of similar size, BRK’s directors (which includes Bill 

Gates) do not have directors and officers liability 

insurance, which means that if a lawsuit is brought upon 

them for an action by the company, they will have to pay 

out of their own pockets; and 3) the compensation of 

BRK’s business managers is tied to factors that they have 

some power over, such as return on capital or 

underwriting profit, rather than the stock performance of 

the parent company, which they have very little control 

over, as is the case for most public companies. Taken 

together, BRK’s system aligns the incentives of its 

managers and directors with those of its shareholders in a 

manner which is unparalleled amongst large businesses. 

A risk that BRK faces is its ever increasing size, which 

limits the number of companies that are worthwhile for it 

to invest in. BRK’s limited opportunity set means that its 

past returns of 21.6%/year will likely not be repeated in 

the long run. The other obvious risk is that of succession 

as Buffett is 85 and Munger is 91. The person chosen to 

lead after Buffett passes has not been publicly disclosed, 

but we have clues that it would be either 64-year-old Ajit 

Jain or 53-year-old Greg Abel. Buffett and Jain met in 

1985 and Jain now runs BRK’s largest insurance 

operation by float. Buffett and Jain talk on a daily basis 

and he would be a logical choice as he runs the most 

important component of BRK’s business. Abel joined 

BRK in 2002 as a result of the acquisition of Mid-

American, which is now a part of BHE.  

 

While BRK’s new CEO will likely be a company veteran, 

the stock portfolio will most likely be managed under the 

discretion of both Todd Combs (44) and Ted Weschler 

(55), who joined BRK in 2010 and 2011, respectively. 

Combs has a reputation for limiting downside risk as his 

pre-BRK portfolio performed well in 2008, down about 

5% when the S&P500 was down 37%, and he has a focus 

on financial related businesses, which is important as 

financial sector investments made up 47% of BRK’s 

stock portfolio as of June 30, 2015. Ted Weschler seems 

to specialize more in distressed investing, healthcare and 

other areas, and his past performance is strong with 

double digit returns during the 10 years prior to joining 

BRK (retrieved from the Wall Street Journal) when the 

S&P500 was essentially flat. Buffett believes very 

strongly in both Todd and Ted, and who am I to argue 

with his 74 years of investing experience? (Buffett bought 

his first stock when he was 11.) 

 

How do we value such a large company with so many 

different exposures, revenue streams and investments? 

Luckily, Buffett has given us a great clue: BRK is 

authorized to repurchase its shares at 1.2x book value. 

Book value is the net worth of a company according to 

accounting standards and it is calculated by subtracting 

the company’s assets by its liabilities. The problem with 

book value is that it can be very misleading for various 

reasons and in BRK’s case, book value understates actual  

net worth due to the deduction of BRK’s entire float, 

which, as discussed before, has vastly different 

characteristics than a liability. The repurchase price is 

important because Buffett wrote that he only favours 

buybacks if the company’s stock is selling at a material 

discount to intrinsic value. Given this information I 

believe a good entry point would be $120 per share, which 

is 1.2x BRK’s book value per class B share.  

 

Disclosure: I, Ashvin Moorjani, own BRK.B shares 


