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WESCO FINANCIAL CORPORATION
LETTER TO SHAREHOLDERS

To Our Shareholders:

Consolidated “normal” operatmg income (i.e., before all unusual operating
income and all net gains from sales of securities) for the calendar year 1984 increased to
$10,060,000 ($1,42 per share) from $8,507,000 ($1.20 per share) in the previous year.

Consolidated net income (i.e., after unusual operating income and all net gains
from sales of securities), increased to $23, 656 000 ($3.32 per share) from $10,553,000
($1.48 pershare) in the previous year.

Despite the high numbers reported, 1984 was a s0<s0 year in terms of real gain in
~ strength. While “normal” net: “yperating income increased satisfactorily, total net
income was swollen in a major_Wway only because of an unusual item of’ operating
income and the cashing in of some unrealized appreciation in marketable securities
which had occurred in earlier years.

Wesco has two major subsidiaries, Mutual Savings, in Pasadena, and Precision
Steel, headquartered in Chicago and engaged in the steel warehousing and specialty
metal products businesses. Censolidated net income for the two years just ended
breaks down as follows (in 000s except for per-share amounts)™:

”N""'“'l': Gain from Unrealized
Nel Operating <. Appreciation in
. clotoméol All Other Forward Commitment
Precision “Normal” Net of Majiraf Savings Net Gains Wesco
Mutual Steel Operating 1o Buy GNMA onSalesof  Consolidated
Savings Businesses Income(2) Certificates Securities{3)’ NetIncome
December 31, 1984 $3,476  $2,034 $4,550 $458 $13,138.... $23,656
Per Wesco share . . .49 .29 .64 .06 1.84 3.32
December371, 1983 . 3,046 1,622 3,839 — 2,046 10,553

Per Wesco share ., 43 .23 .54 —_ .28 1.48

>

(1) All figures are net of income taxes, _
(2} After deduction of interest and other corporate expenses. Income was from ownership of the Mutual Savings” headquarters
office building, primarily leased to outside tenants, and interest and dividend income from cash equivalents and marketable
: securities owned outside the savings and loan subsndlary
{3¥Includes $1,080,000 (3.15 per share), which, under different accounting treatment, mlghl have been both (1) shifted to a
Ldifferent income category and (2) increased by $1,765,000 {$.25 per share). See “Unusual Income and Certain Accounting
Quirks in 1984 Reporting” below.

The foregoing breakdown (of the same aggregate earnings) differs somewhat from
that used in audited financial statements, which follow standard accounting convention
as interpreted from time to time by Wesco’s outside auditor. The supplementary
breakdown of earnings is furnished because it is considered useful to shareholders.

Much of this letter is a word-for-word repeat of last year’s letter with updated”
numbers. The repetition of wording occurs because it is believed (1) that the duplicated
material remains correct and is worth repeating, and (2} that in Wesco's case any time.
and money required to change wording would be better spent elsewhere.
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Parsimony, however, does not wholly predominate. So much kidding occurred
concerning the 1960s automobiles in the old photograph of the Mutual Savings' build-
ing, which was used in last year’s annual report to avoid incurring the cost of a new
photograph, that the purse has been opened a little. Shareholders comparing the new
photograph (on the inside front cover of this report) with the old will note that the trees
have grown a lot in the intervening years. Fortunately, so has the value of the building.
See the last section of this letter. The building; which works very well and attracts high
quality tenants regarded as friends, is a constant reminder of the good sense of Louis R.
Vincenti and Richard D. Aston, the Wesco executives responsible for its creation.

Mutual Savings -

Mutual Savings’ “normal” net operating income of $3,476,000 in 1984, represented
an increase of 14.1% from the $3,046,000 figure the previous year. In both years such
“mormal” net operating income, whlie economically real and probably of at least

‘average quality as reported savings and loan industry incomes go, was below the top

quality possible because such earnings came entirely or partly from income tax savings
obtained through inclusion of Mutual Savirigs in the consolidated income tax return of a
parent corporation. Earnings so derived from income tax savings are not of the top
quality possible because they can be impaired by future changes in tax laws and have
fess cushion in reserve against future adversity than earnings from ordinary operating
income on which income taxes have been paid in full in cash at the highest corporate
rate and are recoverable from the I.R.S, in the event of future operating losses.

Separate balance sheets of Mutual Savings at yearend 1983 and 1984 are set forth at
the end of this annual report. They show (1) total savings accounts rising to $228 million
from $203 million the year before, (2) a very high ratio of shareholders’ equity to savings
account liabilities (probably the h:ghest for any mature U.§. savings and loan associa-
tion), {3) a substantial portion of savings account liabilities offset by cash equivalents and
marketable securities, and (4) a loan portfolio (mostly real estate mortgages) of about
$95 million at the end of 1984, down 11% from the $107 million at the end of 1983. The
loan portfolio at the end of 1984 bore a fixed average interest rate of only 7635,
probably the lowest forany U.S. savings and loan asgociation and far below the average
interest rate which now must be paid to hold savings accounts. '

The capital-rich, mortgzge-loan-interest-rate-poor position of Mutual Savings
came from (1) success many years ago as a construction lender at above-average interest
rates, plus (2) sale in 1980 by Mutual Savings of all branch offices (except for one satellite
officé in a major shopping center across the street from the Pasadena headquarters)
under terms where only the lowest-yielding mortgage loans from its large portfolio were
retained, plus (3) drastic curtailment by Mutual Savings of mortgage lending following
the sale of its'branch offices, plus (4) profits in every recent year, no matter how high
interest rates went.

Mutual Savings has remained profitable because the adverse effects from its old
low- yle[dlng, fixed-rate mortgage loan portfolio are more than offset v+ sorable effects
from its large shareholders’ equity and a tax-equivalent yield on its mar ketable securities
(utility preferred stocks, tax-exempt bonds and common stocks) considerably higher
than that prevailing on the mortgage loan portfolio of a typical savings and loan
association. The old low-yielding, fixed-rate mortgage loan portfolio has shrunk from
pay-backs at 9.8% per year over the last three years, and the shrinkage is expected to
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continue at about the same rate. With portfolio shrinkage, loan credit quality problems
have been reduced to a meaningless trace, because the old mortgages have large real
-estate equities supporting secured credit extended. And the foreclosed property on
hand (mostly 22 vacant, largely oceanfront; acres in Santa Barbara) over a long holding
period has plainly become worth considerably more than its $2 million balance sheet
carrying cost.

It should be noted, however, that Mutual Savings’ total mortgage loan portfolio did
* not, in substance as distinguished from accounting form, decrease in‘1984 by the 11%
' mentloned above, determined by comparing audited year end balance sheet totals for
loans. Mutual Savmgs hasagreed to buy in 1986 U.S. Government guaranteed mortgage
equivalents (GNMA certificates) at a price of about $19 million and has pre-funded this
forward commitment by buying U.S. Treasury Notes maturing near the time the certifi-
cates will be purchased. After taking into account this forward commitment to purchase
GNMA certificates, Mutual Savings’ total mortgage loan portfolio has, in substance,

increased by about 7% in 1984.

The 1984 increase in substance of mortgages owned reflects Mutual Savings’
intention to keep at least 60% of assets in mortgages or mortgage equivalents, exactly as
the Federal Home Loan Bank Board wisely exhorts the savings and loan industry to do if
it expects to remain under a regulatory system separate from that of banks. And as a
result of anticipated steady shrinkage through repayment of remaining old 763%
mortgages, combined with purchases of new mortgages ormortgage equivalents bear-
ing much higher interest rates, Mutual Savings expects in due course significantly to raise
the average rate of interest on the entire mortgage loan portfolio, thus improying
-earnings so longas interest rates on savings:accounts do not greatly increase. The GNMA
certificates purchased for 1986 delivery at a price of about $19 million are expected to
~ yield about 15% on such price, getting under way the process of “blending” the
mortgage loan portfolio yield to a higher average level.

Mutual Savings has adapted in its own way to the dramatic changes which have
occurred in recent years in interest rates and the regulatory structure of the banking and
savings and loan industries. At Mutual Savings, as well as the rest of the savings and loan
industry, the standard practice used to be to borrow short from savers while lending long
on fixed-rate mortgages, to have high financial leverage for shareholders’ equity and to
grant mortgagors easy prepayment terms. The practice was profitable for decades but
always involved something like a “hurricane risk,” and the equivalent of a hurricane
came in 1981-82 as interest rates rose to unprecedented levels and caused widespread
losses. Results were good for shareholders before 1981-82 only because interest rates
were stable &f rose slowly as mortgage-loan portfolios steadily and rapidly expanded
under a regulatory structure which both fostered growth and protected operating
margins by requiring that on all insured savings accounts fixed rates be paid that were
slightly higher than the low rates specified for banks. Thus a small depaosit-attracting rate
advantage over banks was given to savings and loan associations, while competitive
pressure was dampened for both types of institution.

Although interest rates have subsided from the 1981-82 peak, the low and slowly
changing interest rates of former years are plainly gone with the wind, as are the former
government-decreed limits on interest rate competition for savings accounts and the
favoritism for savings and loan associations. over banks. But an agency of the U.S.
Government (FSLIC) continues to insure savings accounts in the savings and loan
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tndustry,Justas it did before. The result may well be bolder and bolder conduct by many
savings and loan associations. A sort of Gresham’s law (“bad loan practice drives out

‘good”) may take effect for fulby,competitive but deposit-insured institutions, through

increased copying by cautious institutions of whatever apparent—h:gh yield loan and
investrent strategies seem to'allow competitors to bid away their savings accounts and
yet report substantial earnings. If so, if “bold conduct drives out conservative conduct,”
there eventually could be w:despread insofvencies caused by bold credit extensions
come to grief.

And if serious credit-quality troubles come to the savings and loan industry, they
will merely add to,troubles from the borrowed-short, lent-long-at-fixed-rates problem,
which is far from completely removed, and which destroys shareholder wealth at
startling speed whenever interest rates aré& rising rapidly, even when the credit quality of
mortgagors or other borrowers i is excellent.

The Federal Homie Loan Bank Board, under its. current Chairman Edwin R. Gray,
shares Wesco’s concerns. Wesco approves its attempts by regulation and by “jaw-
boning” to limit follies to come from (1) sharing the U.S. Government’s credit with
optimistic new entrants to the savings and loan business, often coming from the real

estate_development and stock brokerage businesses, given ample scope to venture

under widened investment authority, and (2) high financial leverage throughout the
savings and loan industry, combined with continuing maturity mismatch of fixed rate
assets and liabilities. Logicand history would suggest that Mr. Gray is right to pull on the
reins, but this is an unpopu]ar task since many powerful activity-cravers feel the bit and
create political heat in opposition to even limited (and almost surely inadequate)
financial discipline which would protect the federr:! deposit-insurance system by
demanding a sngn[flcant margin-of-safety factor in financial lnst[tutfons, just as in
bridges. Wesco is not optimistic either that the present rules of the savings and.loan

. game will stand the test of time or that drastic changes in the rules will occur until huge

future trouble comes, sooner or later,

Deve[opmg a short-term operating plan for Mutual Savings which would sharply

_increase its reported earnings next year would be a near-absolute cinch. For instance,
" savings accounts could be expanded greatly by paying a high rate of interest on “jumbo”

deposits in $100,000 multiples, and proceeds plus cash equivalents on hand could be
placed in [ong-term mortgages at a substantial current interest spread while, in addition,
some origination fees could be “front-ended” into income. However, taking iong—tenm
risks into account, it is much harder to find a sound operating plan. Money is the
ultimate fungible commodlty In the new order of things, an association is not only in a
tough, competitive, commodity-type business on the lending side but also finds that,
with decontrol of government-insured rates paid savers, every competitive association
has virtually unlimited credit to fund increased Iendlng, by paying premiums over
interest rates generally prevailing on savings accounts. Under such conditions, when all
risks are considered, including those created by that portion of competitors motivated
primarily by short-term effects, itis quite naturally difficult to earn over a long period an
attractive returri on shareholders’ equity. How could it be otherwise?

A few years ago, about the time Mutual Savings reacted to new conditions by
curtailing lending and financial leverage, most other associations decided instead to
keep lending aggressively but under new adjustable-rate mortgages under which some
portion (but far from all) of the interest-rate-fluctuation risk is shifted to the homeowner.
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Despite widespread use of these new adjustable-rate mortgages, savings and loan
industry earnings remain dependent to a material extent, as they always were, on an
interest rate spread attributable to: (1) borrowing short while fending long, and/or
making loans which can be priced high enough to provide a profit only because they
Jinvolve a very material credit risk, compared to the risk of ownlng government—backed
securities of comparable maturity.

Under present conditions of strong competition from bold ¢competitors accom-
panied by high interest-rate-fluctuation risk, the result tends to be that each year. qf
reported attractive earnings in the savings and loan industry occurs only in the absenti
of two now much morelikely evgnts: (1) sharply rising interest rates, and (2) w:despread\\
credit losses. Thus, each good year reported is a lot like the year when a Texas hurricans
insurer reports satisfactory earnings because there have been no hurricanes. Mutual
Savings has a considerable share of this uncomfortable position and will continue to
have it. It has not yet developed a long-term operating strategy with which it is satisfied,
andjit continues to seek ore. justas Mutual Savings has been idiosyncratic in the pastas -
it. sold branch offices in 1980 (a practice since adopted to some extent by othe; savings

-and loan associations:and major banks), it will probably be idiosyncratic in the future. It

will seek some non-standard. way of rendering sccially constructive service while
operating with acceptable profits accompanied by an acceptable level of risk for
shareholders’ capital, likely gains considered.

Eventually, by maintaining unusual capital strength and liquidity, and by having a
parent corporation which does likewise, Mutual Savings hopes to stand in particular
favor with federal and state regulatory authorities and be in a position soundly to expand
" again, perhaps dramatically, and perhaps involving additiénal shareholder investmentin
Mutual Savings by the parent corporat:on

Recent growth in savmgs accounts, considered on an mcrementai effects basis,
constitutes loss business, because Mutual Savings has incurred in interest and other
expense more than it has received from employing proceeds in shert-term interest--
bearing investments far above regulatory requirements for liquidity. f reover, some of <
the attendant expens€ may not have hit the books. In due course (tartmg in 1985)
Mutual Savings, which with its large ratio of shareholders’ equity to tofal liabilities
imposes a virtually zero risk on FSLIC (the U.S. agency which insures safety of accounts
in savings and loan associations), will be required to pay to FSLIC extra insurance
premiums, based on Mutual Savings’ gross size, to help fund FSLIC’s protection of
account holders in other savings ard loan associations finally recognized as insolvent. In
this process Mutual Savings, in effect, will retroactively pay extra interest-equivalent
expense by reason of having attracted new savings. Mutual Savings’ position at the
moment is like that of a sober and careful automobile driver of 2000 miles per year,
disadvantaged by his limited activity, yet forced to pay mutualized, standardized insur-
ance premiums so long as he lives based on inclusion in a hablhty insurance pool (1)
which is composed almast entirely of much worse risks, (2) which contains a considera-
~ ble number of traveling salesmen previously convicted of drunk driving, and (3) which
discovers labilities, partly through institutional design, long after their occurrence.
Deliberate growth in savings, under such conditions, reflects considerable optimism,
perhaps Micawberish, that Mutual Savings will eventually have better ideas and oppor-
tunities and that its officers (including the Chairman) will make fewer of the sort of
mistakes in which they participated in the past, leading to difficulties now decned




The foregomg commenls, designed to communicate reality for Wesco. share-
holders as it appears to Wesco-management, should not be taken as criticism of FSLIC
management. [n recent years FSLIC management has bordered on heroic, considering

economic and legal changes, political pressures, extraordinary work burden, novel .

problems and limited resources.
J'(
Precision ateel

Wesco's Precision Steel subSIdlary( located in the outskirts.of Chicago at Franklin
Park, illinois, was acquired far approximately $15 million o February& 81579, "'he
price was roughly book value for a company which carried its inventories on a con-
servative LIFO accounting basis. and which contained significant cash balances. More
important, it had reached its position from a modest beginning through maintenance oft

sound, customer-oriented business values inculcated over-a long time by a gtfted
founder and his successors. Precision Steel owns a well-established steel service center

business and a subsidiary engaged in the manufacture and distribution of tool room
supplies and other specualty metal products.

Precision Steels businesses contributed $2,034,000 to “normal” net operating
income in 1984, up 25% compared with $1,622,000 in 1983. Such a sharp increase in
1984 profit was not anticipated and was largely attrlbutable to (1) increased sales {up

20% to $55,098,000) and (2) some favorable quanuty -order prices on steel purchased.

Under the feadefship of David Hillstrom, Precision Steel’s businesses are now quite
satisfactory, taking into account the financial leverage put into' Wesco’s consolidated
picture incident to their acquisition. The 1984 year could be a hard act to follow.

Shortly after Wesco’s purchase of Precision Steel, a substantial physical expansion
of steel warehousing facilities was authorized, Involvmg a new building in Charlotte,
North Carolina. The new buildingand the whol_e North Carolina operation are now very
successful, contributing $8,589,000 to sales in 1984 at a profit percentage higher than
has prevailed in the long-established Chicago headquarters’ facility.

Precision Steel’s businesses, despite their mundane nomenclature, are steps
advanced on the quality scale from mere commodity-type businesses. Many customers
of Precision Steel, needing dependable supply on short notice of specialized grades of
high-quality, cold-rolled strip steel, reasonable prices, technical excellence in cutting to
order, and remembrance when supplles are short, rightly believe that they have no fully
comparab!e alternative in Precision Steel’s market area. Indeed, many customers at
locations remote from Chicago and Charlotte (for instance, Los Angeles) seek out
Precision Steel’s serwce

Wesco’ remams interested in logical expansion of Precision Steel’s businesses, using
liquid assets available.

All Other “Nornial” Net Operating Income

Allother “normal” net operating income, net of interest paid and general corporate
expenses, rose to $4,550,000 in 1984 from $3,839,000 in 1983. Sources were (1) rents
($2,078,000 gross, exc[udlng rent from Mutual Savmgs) from Wesco’s Pasadena office
bu1[d|ng block (predominantly leased to outsiders although Mutual Savings is the
ground floor tenant) and (2) interest and dividends from cash eguivalents and
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marke{éible securitiés held by Precision Steel and its subsidiaries and at. the parent
company level, ;

Net Gains on Sales of Securities >

Wesco' aggregate net gains on sales of securities, combined, after income taxes,
increased to $13,138,000 in 1984 from $2,046,000 in 1983. The large 1984 gains do not
indicate special acumen or good fortune in 1984. It merely happened that in 1984
unrealized appreciation occurring in previous years was cashed in.

A $1,080,000 portinn of 1984 securities gains, if a different accounting treatment

had been used, would have been both: (1) shifted to a differentincome category and (2)

increased by, $1,765,000. See next section.

Unusual Iscome and Certain Accounting Quirks in 1984 Reporting

Wesco’s consolidated audited figures for net earnings contained in this Annual
Report are lower by $1,328,000 in aggregate (3,19 per share) with respect to the nine

. months ended September 30, 1984, than the figures contained in Wesco's previously-

issued quarterly reports covering such nine months.

The downward restatement of earlier reported earnings occurred because, after
the close of the year, Wesco's outside auditor made ari unanticipated interpretation of
generelly accepted accounting principles applicable to an unusual business transaction.

The unusual business transaction was cash paid by General Foods for transfer of
General Foods’ stock from Wesco to General Foods under a written arrangement with
General Foods, specifvirig intention to create an exact dividend-equivalent, which kept
Wesco’s percentagfb/\ﬂ/nership of General Foods the same at all times. Under such
circumstances, income tax law quite naturally treats all proceeds of the in-form “sale” of
General Foods stockas a dividend, which is the |.R.S. view as well as Wesco’s view of the
underlying economit substance. Last year, in a virtually identical case, Wesco's outside
auditor approved, for the consolidated group of which Wesco is a part, financial
statements iqgludin;f; accounting treatment in conformity with in-substance dividend
reporting to the LLRS. and Wesco’s 1984 quarterly reports of earnings followed this
precedent with no objection. But, after much deliberation, the outside auditor’s opinion
early in 1985 came down in favor of treating the 1984 transactions with General Foods as
sales instead of dividend-equivalents, except that income tax provision continued to be
computed on the in-substance dividend basis.

From the Wesco shareholders” vantage point the result irom the outside auditing

- -...decision fnade is that the error, if any, existing in the audited accounts by reason of ithe

Wesco-auditor disagreement is now on the side of underreporting income. Wesco's
audited net income for the full year 1984 is now lower by $1,765,000 ($.25 per share)
thari would have been reported if all proceeds of the 1984 business transaction with
General Foods had been reported as unusual dividends or dividend-equivalents, fol-
lowing Wesco’s view of substance. Either way, any income from the Wesco-General
Foods business transaction is reported as “unusual” or from an irregular source
(securities gains), and, either way, the 1984 year end balance sheet is exactly the same,
except that in one case (Wesco's view) the after-tax balance sheet carrying cost would
have been $1,765,000 higher for an identical number of General Foods’ shares owned,
with the $1,765,000 increase augmenting book net worth of Wesco.
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While Wesco dlsagrees wnth its outside auditor on the accounting issue, Wesco can
find something to applaud in (1) a de- emphasis of year-to-year consistency in search for
an answer best in the auditor’s latest view and (2) an auditor’s favorlng of a decision,

where it has: any doubt, which may err on the side of under-reporting income, consider-
- ingacommeon. te'\dency of corporate clients to favor decisionsin the opposite diraction,
Were Wesco running a national accounting partnershlp it would want a system
wherea high-ranked partner/ff/ee ot business-retaining pressure, could reverse account-
ing decisions urged by ficid | partners, so Wesco can hardly complain about'the inconsis- -
tent messages ffom an audit-management system which forced Wesco in 1984 to
“change at year end quarterly income figures earlier reported. However, i 5 murky
case, where we happen to know that one of-the countrys most eminent ae‘_ar;ntants
agrees with the Wesco view, we must admit to minor irritation with the fates.;"Wesco
makes special effort aimed at high- quality re'{ortlng to shareholders. (For'instance, only
with respect to competitively proprietary mfo; mation, such as transactions in marketa-
ble securities, does Wesco consciotisly keep communication with shareholders to the
legal minimum.)-Thus When the audit quality-control system of its outside C.RA. firm
selects Wescofor forced restatement of numbers previously given shareholders, we feel
much as if we were a duty-obsessed englneermg student at Brigham Young UnlverSIty,
- accidentally tear-gassed by the national guard in-a necessary program to control campus
unrest.

The subject of this restatement of a small part of Wesco's earnings is covered at
length here only because, much more often than not, it is a bad sign for shareholders
when a full year-end audit decreases income reported as earned | in previous quarterly
reports. A full explanation is therefore appropriate.

The inconsistency between quarterly and final income figures is not the only
accounting quirk in Wesco's audited 1984 financial statements. It seems odd, as high-
lighted above.in the unconventional breakdown of earnings, that unrealized apprecia-
tion of $458,000 in a forward cormmitment to buy mortgage-equivalents was taken into
tMutytal Savings’ income in 1984, which happened because the commitmént was made
ina futures market onacommodities exchange. A forward commitment to buy the same
mortgage equivalents, made in some other manner, for instance by simple contract,
would not, under the appl:cable accounting rules, result in the same unrealized appre-
Ciation’s being reported as income. And, even though the unrealized appreciaticn. is
rec:ogm:.eﬂras income in the 1984 earnings statement, shareholders must look deep into-
a footnote, to the audited 1984 financial statements to find the only reference to the
mortgage equivalents which produced the appreciation. The balance sheet standing
alone discloses only short-term investments (U.S. Treasury Notes in this instance) the
proceeds of which will be used in 1986 to close the forward commitment to buy the
mortgage equivalents.

Italso seems odd, in view of the substantial additional costs FSLIC membershrp will
in the near futureimpose on Mutual Savings, that prepaid FSLIC premiums amounting to
$3,146,000 are izsluced in the audited consolidated balance sheet, without offset for
anticipated new cost of sharing FSLIC liabilities. We do not obJect to the accounting
convention at work. All complexities and interests considered, the accounting profes-
sion is doing all right by the civilization; the FSLIC relationship has long been a valuablew
asset in the savings and loan industry, with its mutualized nature of no practical adverse
consequence; and both accounting and public-po[icy considerations disfavor quick
invention of new accounting conventicn to anticipate in current financial statements
future increases in burden from FSLIC membership by reason of facts already known.
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But qmrks (at least as diagnosed by Wesco) required (probably wisely, on balance)
by accounting convention, do contribute'to causing Wesco to break down and discuss
its earnings unconventlonaily in its management letter and alsoto call shareholders’
attention to audit footnotés. The use of bothfootnotes and letter is needed for a best-
feasible understanding of economic reality asit appears to Wesco management.

Itis recognized, of course, by most.certified public accountants as well as by Wesco

that audited statements alone unless accompanied by a letter giving management’s
view of economlc/f‘reahty where inconsistent with the image created by accounting
convention, is an jmproperly incomplete form of annual communication with corporate
owners;, There is a [imit to the communication ‘which properly standardized accounting
can create, and Wesco's outside auditors {and its parent companies’ auditors) over the
years have been quite supportive of Wesco's approach to expanding numerate com-
munication in the management letter, even though outside auditing jurisdiction.

Written arrangements creating the issue of unusual dividend-equivalentincome, of
the type which caused reporting quirks in 1984 as a result of transactions with General
Foods, can hardly be expected to be made year after year. However, Wesco does
anticipate, based on an agreement already signed, that in 1985 more of the same sort.of
transactions will occur with General Foods, probably somewhat smaller i in aggregate
amount than in 1984,

Consolidated Balance Sheet and Related Discussion

Wesco's consolidated balance. sheet (1) retains a strength befitting a company
whose consolidated net worth supports large outstanding promises to others and (2)
reflects a continuing failure to acquire additional businesses because none are found
available, despite constant search; at prices deemed rational when the interest of Wesco
shareholders is taken into account.

As indicated in Note 2 to the:accompanying financial statements, the aggregate
market value of Wesco’s marketable equity securities was higher than their aggregate
gost at December 31, 1984 by about $13 million, down sharply from abiout $29 million

- oneyear earlier.

Wesco’s Pasadena office building block (containing about 165,000 net rentable
square feet including Mutual Savings’ space) has a market value substant[al!y in excess of
carrying value, demonstrated by (1) mortgage debt ($5,182,000 at 9.25% fixed) against
this real property now exceeding its depreciated carrying value ($3,069,000) in Wesco's
balance sheet at December 31, 1984, and (2) substantial current net cash flow to Wesco
after debt servrce on the mortgage.

Wesco remains in a prudent position when total debt is compared to total share-

holders’ equity and total liquid assets: Wesco's practice has been to do a certain amount

of long-term borrowing in advance of specific need, in order to have maximum financial
flexibility to face both hazards and opportunities.

It is expected that the balance sheet strength of the consolidated enterprise will in

. due course be used in one or more business extensions. The extension activity, however,

'IECIUH'ES some patlence as suitable opportunitses are not always present.
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As indicated in Schedule | accompanying Wesco’s financial statements, common
stock investmen_‘*f\\both those in the savings and loan subsidiary and those held
temporarily elsewhere pending sale to fund business extension, tend to be concen-

trated in a very few companies. Through this concentration practice better understand-
ing is sought with respect to the few decisions made. “

; The ratio of Wesco's annual reported consolidated net income to reported consoli-
dated shareholders’ equity, about 13% in 1982-84, (1) was dependent to a considerable
. extent on securities gains, irregular by nature, and (2) nonetheless leaves something to
be desired from the Wesco shareholders’ point of view. Wesco began life as a savings
_~and loan holding company in what became a very tough industry in which the real
{__talue, as distinguished from the reported book value, of most shareholders’ equity
“became impaired, particularly in 1981-82. Damaged along with the rest of its industry,
Wesco has been proceeding slowly under shortened sail, while it assesses damage and
repairs the ship, instead of trying to make fast time by getting all canvas aloft. However,
progress ultimately helpful to shareholders has not been restricted to what has shown
up neatly inthe income accoun: covering this period. Increases over recent years in both
(1) aggregate reported shareholders’ equity and (2) the percentage of such equity
outside Wesco’s savings and loan segment are expected to be useful in the future.

On January 24,»'1985, Wesco increased its regular quarterly dividend from 14%
cents per share to 15%: cents per share, payable March 7, 1985 to shareholders of record
as of the close of business on February 19, 1985.

This annual report contains Form 10-K, a report filed with the Securities and
Exchange Commission, and includes detailed information about Wesco and its subsidi-
aries as well as audited financial statements bearing extensive footnotes. As usual, your
careful attention is sought with respect to these items.

Charles T. Munger
Chairman of the Board

February 12, 1985
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PART |
item 1. Business
GENERAL : '- ) o
‘Wesco Financial Corporation (“Wesco") was incorporated in Delaware on March 18 1959, The
_principal businesses of Wesco are the savings and loan business, through its wholly owned subsidiary,
Mutual Savings and Loan Association ("Mutual Savings”), which was incorporated in California in 1925,
and the steel service center business, through another Wholly owned subsidiary, Precision Steei
Warehouse, Inc. {“Precision Steel”). Wesco also has tnvestments in real estate and marketable
securities and owns a small insurance agency.

i

From 1973 to July 1983, Wesco was controlled by a corporatlon named Blue Chlp Stamps In July
1983, that company transferred ownership of its 80.19% investment in Wescotoa newly formed, wholly
owned company {the present Blue Chip Stamps) and was subsequently merged into Berkshire
Hathaway Inc. (“Berkshire”). Thus, Wesco and its subsidiaries are controlled and 80.1%- owned directly
by the present Blue Chip Stamps and indirectly by Berkshire.

Wesco's activities fall into two business segments—financial angd steel service. Tk‘mancual
segment includes the savings and loan business, operation of a business block in Pasadena, California,
and investment in marketable common and preferred stocks. The steel service segment comprises
mainly steel service center operations. The amounts of revenue, operating profit and identifiable assets
attributable to each of these two business seginents are conta:ned in [tein 6, Se!ected Financial Data,
and-ltem 8, Financial Statements.

FINANCIAL SEGMENT

. The earnings of Mutual Savings have historically been dependent on the interest rate spread
~/ between the yields earned on its long-term real estate loans and investments, and the costs.of savings
accounts and its.other short-term borrowings.

The saﬂgaaﬂd loan business has been a difficult business in recent years, as institutions with
substantial amounts of long-term, low-yielding mortgage loans on their books, funded by short-term
borrowingsfrom depositors, have seen their cost of funds increase dramatlcally Theincrease in cost of
funds has been due both to prevailing interest rates at levels much higher than were once thought
narmal, and to fundamental changes that have occurred in the savings and loan industry. As a result of

" changes in federal regulations affecting savings and loan associations {and other depository institutions
such as banks}, regulations limiting rate competition for depositors’ accournts have been largely
dismantled, and other regulations and regulatory attitudes have been modified to enable savings and
loan associations and banks to: compete more directly with each other and with other financial
institutions in providing a wide variety of consumer financial services. This new environment thus far
has not been very hospitable for the savings and loan business, In 1981 and 1982, most savings and loan
associations suffered operating losses, and, although many have more recently earned profits, such
profits have been earned principally as a result of the recent, and possibly short-term, moderation of
interest rates, Itis the belief of Wesco's management that such earnings may not be sustained so long as
savings and loan associations continueé their traditional practice of fixed-rate lending on a long-term
basis {real estate loans) using short-term funds (savings accounts).

Mutual Savings has reacted to the changes in the savings and loan busmess by substantially
reducing the size and scope of its business and altering the nature of its business activities. In 1979
Mutual Savings substantially curtailed its real estate loan originations because of the high cost of savings
deposits, the reduction in net savings inflow, and uncertainty as to the future direction of loan interest
rates. Though interest rates have moderated to some extent since early in 1983, Mutual Savings still does
not engage in direct real estate lending to a significant extent since it still perceives risks and costs not
adequately allowed for by present interest rate spreads.

In December 1980, Mutual Savings, which had operated at seventeen [ocations in Southern
Californiaand had ranked approximately 39th among California savings and loan associations in assets,
sold all of its offices, except for its Pasadena headquarters office and a satellite office in a shopping mall
across the street, to another association. Under terms of the sale, Mutual Savings transferred to the
buyer approx:mately $307,000,000 of net branch savings accounts together with an equal book value
of |ts highest-yielding mortgage loans and the physical assets of the branch offices, receiving
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approximately $8,000,000 in cash. Mutual Savings realized a gain on the sale of branch premises and
equipment, after income taxes and expenses of sale, of $2,911,000.

In 1982, Mutual Savings sold approximately $13,000,000 of real éstate loans backed by GNMA
certificates, reallzmg a loss after income tax benefit of $2,425,000.

After the changes described above, the resulting savings and loan association is relatively smali,
ranking approximately 60th among California’s savings and loan associations in assets at the end of
1984. Because itsold its highest-yielding martgage loansin 1980, and it has not made many néw loans at
the higher interest rates that have prevailed since 1979, Mutual Savings is left with a fixed-rate mortgage
portfolio bearing what may be the lowest average interest rate among all associations in the United
States {7.6% per annum at the end of 1984). This remaining portfolio, carried on Mutual Savings’ books
at the end of 1984 at about $95,000,000, is worth substantiaily less at current interest rates, Compared
to most other associations, Mutual Savings is believed to have a hlgher ratio of shareholders’ equity to
total interest-bearing habt]mes, a higher proportion of assets in short-term, interest-bearing cash
equivalents; and a much higher proportion of assets in intermediate-term, tax-exempt bonds and
common and utility preferred stocks, producing a tax-equivalent yield- ‘substantially higher than that
prevailing on the mortgage portfolio of the typical association.

Regulitsry requirements and exhortations make it desirable for Mutual Savings to mamta:n at least
60% of its'assets in mortgages, mortgage-equivalents, and other qualifying assets. Mutual Savings, in

“April 1984, agreed to buy in 1986 $30 million face amount of real estate loans, backed by GNMA:

certificates, at a price of approximately. $19 million, These mortgages are expected.to yield approx-

B imately 15% per annum onithe agreed price.

Effective in Japuary 1984 the regulations of the California Savings and Loan Commissioner were
amended to provide that a savings and loan association could invest up to 5% of its assets in any
securities deemed prudent by management of the association. As of December 31, 1984, Mutual

. Savings had invested the sum of $14,802,000 in common stocks under this authority.

Mutual Savings expects the savings and loan business to continue to be a difficult and competitive

‘business. It intends to preserve its options by retaining financial strength and remamlng very flexible

with respect to expansion (mcludmg possible acquisition), contraction and revision of services
designed to create more differentiation in the marketplace from standard financia! services provided by
others. .

During 1984, Mutual Savings, excluding its service subsidiary, sustained a pre-tax operating loss
before securities. gains. However, the pre-tax loss was more than offset by income tax benefits available
through application of Mutual Savings’ pre-tax loss, as computed under income tax law, against pre-tax
income of affiliates to be included in the same consolidated federal and state tax retuirns. In addition,
the service subsidiary had a pre-tax operating profit before securities gains.

CEffective in January 1983, the regulations of the California Savings and Loan Commissioner were
amended to provide that a service corporation wholly owned by a savings and loan association couid
engage in any activity approved by the Commissioner. Mutual Savings’ service suhsidiary, Wes-Fin
Service Corp. (“Wes-Fin"), accordingly obtained approval to purchase common and preferred stocks
from time to time provided that, at the time of any purchase, the total amount invested would not
exceed 7%2% of the then total assets of Mutual Savings. As of December 31, 1984, Wes-Fin had invested
the sum of $22,245,000 in common stocks under this authority.

Wesco, as a savings and loan holding company, and Mutual Savings, as a savings and loan
association, are subject to regulation by federal and state authorities. Regulations relate to, among other
things, reserve requirements, reporting requirements, periodic regulatory examinations, limitations on
the types of loans and other invgstments that can be made, and the{acqmsmon or disposition of certain
types of businesses.

Wesco, while it seeks suitable additional businesses to acquire, invests in marketable common
stocks of unaffiliated companies. (See Note 2 to the accompanying consolidated financial statements
for a summary of these investments and Schedule | accompanying such statements for further
information.) Wesco owns a business block in Pasadena, California; which includes the nine-story
office building in which its headquarters and the main offices of Mutual Savings, Wes-Fin and WSC
Insurance Agency (a small insurance agency wholly owned by Wesco) are located, and a multistory
garage structure. These properties are near[y fully leased under agreements expiring at various dates to
1994.
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Approximately 60 full-time employees are engaged in the savings and loan business and other
financial segment activities. -~ [ '

o . )
STEEL SERVICE SEGMENT \_[

Precision Steel, acquired by Wesco in 1979 for approximately $15,000,000, operates a well-
established steel service center business in two service center locations: one in Franklin Park, IHlinois,
near Chicago; the other; operated by a wholly owned subsidiary, in Charlotte, North Carolina. The
service centers buylow carbon sheet and strip steel, coated metals, spring steels, stainless steel, brass,
phosphor bronze, aluminum and other metals, cut these metals to order, and sell them to a wide variety
of customers. :

' The service center business is highly competitive. Precision Steel competes not only with other
service centers but also with mills which supply metal to the service centers. Competition exists in the
areas of price, quality, availability of products and speed of delivery. Because it is willing to sell in
relatively small quantities, Precision Steel has been able to compete in geographic areas distant from its
service center facilities. : :

Precision Brand Products, Inc. (“Precision Brand”}, a wholly owned subsidiary of Precision Steel,
manufactyres shim stock and other tool room specialty items, as well as hose and muffler clamps, and
distributes them under its own brand names nationwide, using both salesmen and manufacturers’
representatives, This business is highly competitive. - o

Sieel service raw materials are obtained principally from major domestic steel mills, and their
availability is considered good. Precision Steel’s service centers maintain extensive inventories inorder
to meet customer demand for proampt deliveries. Typically, an order is filled and the processed metals
delivered to the customier within one week. Precision Brand normally maintains inventories adequate
to allow for off-the-shelf service to customers.

The steel service businesses are subject to economic cycles; in 1983 they recovered from the
adverse effect of the 1981-1982 recession. These businesses are not dependent on a few large
customers. Steel service backlog orders increased to approximately $5,350,000 as of December 31,
1984 from approximately $4,400,000 as of De?‘ember 31,1983,

In 1980, Precision Brand introduced a %lne of precision measuring tools. As a result of poor
acceptance by key distributors and end-use’s, coupled with recessionary economic conditions, the
product line was discontinued in 1982 at a loss, after income taxes, of approximately $540,000.

Approximately 265 full-time employees are engaged in the steel service businesses, almost half of
whom are members of unions. Management considers labor relations to be good.

Item 2. Properties

Wesco owns a business block in downtown Pasadena, California, which is improved with a nine-
story office building that was constructed in 1964 and has approximately 124,000 square feet of net
rentable area, as well as four commercial store buildings and a multistory garage with space for 425
automobiles, Approximately 22,000 square feet of this building are used by Wesco as its headquarters
or leased to Mutual Savings for use as its main office, while the balance s leased to outside parties under
agreements expiring at various dates to 1994. Mutual Savings leases its 1,700-square-foot satellite office
in the Plaza Pasadena shopping center located across the street from its main office; this lease expiresin
1990. e

Mutual Savings holds real estate which has been acquired by foreclosure. The most valuable parcql':/
Lansists of 22 acres of vacant, largely aceanfront land near Santa Barbara, California, where residential

'ikeve!op_men_t_ is presently intended. Such development is subject to various difficult-to-obtain reg-
utatory approvals, but the property is expected eventually to provide a yield greatly in excess of its book

cost. Other properties include several buildings in a shopping center in Upland, California, which are:~

leased to various small businesses, and repossessed land in Newhall, California; these properties are
expected to be disposed of without significant gain or loss.

Precision Stee! and its subsidiaries own three buildings, housing their plant and office facilities
having usable area approximately as follows: 138,000 square feet in Franklin Park, lilinois; 42,000 square
feetin Charlotte, North Carolina; and 59,000 square feet in Downers Grove, illinois.
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Item 3. Legal Proceedings

Wesco and its subsidiaries are not involved in any legal proceedings which could result m
substantial loss.

Iteim 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of Wesco's shareholders subsequent to the annual meetlng
held in April 1984.

g
PART Il )

Item 5. M}i‘\rket forthe Registrani’s Common Stock and Related Stockholder Matters

Wesco's common stock is traded on the American Stock Exchange and the Pacific Stock Exchange.

The following table sets forth the ranges of stock prices reported in the Wall Street journal for
Wesco’s shares trading on the American Stock Exchange by quarter for 1984 and 1983, as well as cash
dividends paad by Wesco on each outstanding share:

1984 1983

Sales Price Dividends Sales Price Dividends

“Quarter Ended High Low Paid Quarter Ended High Low  paid
March31 ........ $19%: $16%  $0.145 March31 ........ $15% $12 $0.135
June30 .......... 19% 1612 0.145 June30 ......... 19% 15% 0.135
September30..... 19%  16% 0.145 September30 .... 20 16% 0.135
December3t ..... 22% 17% 0.145 December3t..... 177% 167 0.135

$0.58 $0.54

There were approximately 1,130 shareholders of record of Wesco’s common stock as of the close of
business on February 19, 1985,
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Item 6. Selectéd Financial Data

Set forth below and on the following page are selected consolidated financial data for Wesco and
its subsidiaries. For additional financial information, attention is directed o the footnote on the
following page and to Wesco's audited 1984 consolidated financial statements appearing elsewhere in
this report. (Dollar amounts are in thousands except for amounts per share.) '

Year Ended December 31,

1984 - 1983 1982 1981 1980

Financial: ..
Revenues— _
Interest on loans* : - % 8567 % 9,786 % 12,211 § 43,922
Interest on short-term
investments and state !
and municipal bonds 9,294 8,975 8,597 8,150
Dividends on common and
nreferred stocks _ 9,025 8,298 7,904 6,244
Fluctuation in market value '

of GNMA futures contract . ! —_ — G — .o

Gain (loss) on sale of

marketable securities 3,025 9,998 2,643 {361)

Gain on sale of branches* . .. — —_ — 5,873
1,787 2,204 1,566 2,601

31,698 39,261 32,921 66,489

Expenses—
Interest on savings accounts* . 16,870 15,985 15,970 41,283
Interest on notes payable . . .. 4,673 6,199 6,778 7,180
General and administrative* . 3,452 3,355 3,611 6,322
Loss on sale of loans — 4,761 147 ' —

24,995 30,300 26,506 54,785
Income before income taxes . . . 6,703 8,961 6,415 11,704

Income tax (provision) benefit . . 2,228 2,214 1,417 {3,163)

Net income—financial . . ., 7,832 8,541

Steel service: .
Revenues—

46,521 40,948
465 126

46,986 41,074

Costs and expenses—
Cost of products sold 37,419 32,607

Selling, general and
administrative expenses . . . ! 6,018 5,513
43,437 38,120

Income before income taxes . .. _ ; 3,549 2,954

income tax provision {1,602) {1,450)

Net income—steel service . _ ' 1,947 1,504

Net income—consolidated $ 2 10,5 $ 9,779 $ 10,045%

Amounts per share: . _
Netincome—consolidated ... } 4 . $1.37 $1.41

Cash divid_ends $ . . ] $ .46 & .42

i
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L \ 1984
Financial asséts: N

Cash arid short-term
Investments ...............
Common and preferred stocks
and'state and municipal
bonds ......... e
Loans receivable* .......,....
Otherassets .........cvvuvn

Steel serviceassets , . ..........
Totalassets® ............

Financial liabilities;
Savingsaccounts™ ...........
Notespayable ..............
Other liabilities . ......... ci

Steel service liabilities .........
_ Totalliabilities* ..........

Shareholders’ equity ..........
Pershare ............... v

December 31,

- 1983 1982 1981 1980

$163,348  $ 69,262 $ 57,563 $ 31,201 § 56477

S

126,179 142,427 119,845 123,755 105,875
95,172 106,886 123,541 149,656 164,648
14,123 18,771 16,480 14,137 16,843
398,822 337,346 317,429 318,749 343,843
18,181 17,685 15,337 18,285 17,682
$417,003  $355,031  $332,766  $337,034  $361,525
$227,087  $188,195 $152,489 $149,166  $168,366
30,182 31,567 52,623 68,424 73,719
10,850 5,907 6,394 5,810 12,048
268,119 225,669 211,506 223,402 254,133
5,245 5,250 3,857 4,171 4,435
$273,364  $230,919  $215,363  $227,573  $258,5G8
$143,639  $124,112  $117,403  $109,461  $102,957
$20.17 $17.43 $16.49 $15.37 $14.46

*On:December 1, 1980, Mutual Savings sold fifteen branch offices to Brentwood Savings and Loan Association,
retaining two offices. Mutual Savings transferred approximately $307 million of net branch office savings deposits
and an equal amount of its highest-yielding mortgage loans, together with the physical assets of the branch
olfices, receiving approximately $8 million in cash.
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ltem 7 Management'’s Discussion and An’élysis of Financial Condition and Results of Operations

FINANCIAL CONDITION

A glance at the consolidated balance sheet of Wesco Financial Corporation (“Wesco”) and at the
gondensed consolidated balance sheet of its savings and loan subsidiary, Mutual Savings and Loan
Association (“Mutual Savings”), appearing at the end of this annual report, will reveal the results of
management’s objective of increasing financial strength and lijuidity. The increase in liquidity has been
achieved as a resuit of a'combination of factors. Mutual Savings has had success in increasing savings
accounts since it began, in late 1982, offering savers (1) a slightly higher rate of interest than that paid by
most other savings and loan associations on a new type of money-market account and (2) more
competitive interest rates on other types of accounts. Mutual Savings’ unusually high net worth (27
percent of savings agcounts at 1984 yearend) has also enabled it to attract and retain savings deposits, as
failures and near-failures of other savings and loan associations have drawn intensive press coverage.

Noteworthy developments that occurred in 1984 were (1) sales of marketable securities resulting in
net gains of $13,138,000 after income taxes, and (2) the further decline ($11,711,000) of Mutual Savings’
real estate loan portfolio due to its continued lending inactivity. in April 1984, however, Mutual Savings
entered into a futures contract for the purchase in 1986 of $30 miflion of GNMA mortgage-backed pass-
through certificates, at a cost of approximately $19 million. This forward commitment has been pre-
funded by the purchase of U.S. Treasury Notes maturing at the approximate time that the purchase will
close (see Item 1, Business).

~ The key component of a savings and.loan association’s earnings is net interestincome. Its depend-
able generation not only requires the management of yields, costs and maturities of assets and
liabilities, but also a limitation, consistent with the ratio of net worth to total interest-bearing liabilities,
on the margin between interest-sensitive liabilities and interest-sensitive assets. This margin, or “gap,”’ is
typicaliy negative in the savings and loan industry.

The table below sets forth the major balance sheet categories and dollar amounts of items in the
Financial Segment as-of 1984 yearend which are rate sensitive (i.e., cash flows are subject to reinyest-
ment at then-prevailing interest rates).

Gap Analysis

Amounts {in Thousands) Subject to Repricing(*)
Within Within within Within ‘Within

Balance Sheet Category 6 months 1 Year 3 Years 5 Years 10 Years Total
Cash and short-term

investments _ $119,148 $'['|9,'I48 $119,148 $119,148 $119,148 $119,148
intermediate-term U.5.

Treasu ry Notes .... — 44,200 44,200 44,200 44,200
State and municipal bonds . . 6,050 9,935 10,235 28,655 29,987
Common and preferred

FY

. —_ — —_ 96,192
Loans receivable 8,000 23,000 35,000 60,000 95,172

Rate-sensitive assets 123,198 133,198 196,283 208,583 252,003 384,699

Savings accounts ' 148,124 177,216 226,754 227,036 227,087 227,087
Notes payable 28 60 198 363 25,942 30,182

Rate-sensitive liabilities .. 148,152 177,976 226,952 227,399 253,029 257,269
§(24,954) §(44,778) §$(30,669) $(18,816) $ (1,026) $127,430 -

*Amounts are cumulative; for example, loans that can be repriced in one year include loans which can be repriced
insix months.







