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InTRODUCTION

Er twelve vears, from 1981 to 1923, I was the daughter-in-
law of Warren Buffett, the world’s most successful investor
and now its greatest philanthropist.

Shortly after I married Warren's son Peter, and long before
maost of the world outside Wall Street had ever heard of Warren,
[ visited their family home in Omaha. While there, | met a small
group of devoted students of the master investor’s wisdom who
referred to themselves as Buffettologists. One of the most suc-
cessful Buffertologists, David Clark, kept notebooks filled with
Warren's wisdom on investing, which were meticulous and end-
lessly fascinating to read. His notebooks were the foundation
upon which he and I later shaped the internationally best-
selling investment books: The Tao of Warren Buffett, Buffettol-
ogy. The Buffettology Workbook, and The New Buffettology,
which are now published in seventeen languages, including
Hebrew, Arabic, Chinese, and Russian.

After the tremendous success of The Tao of Warren Buf-
fett, l met up with David in Omaha during the 2007 Berkshire

Hathaway annual meeting, and over lunch we fell into a dis-
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cussion on the history of investment analysis. David pointed
out that investment analysis during the late nineteenth century
and the early part of the twentieth century was focused prima-
rily on determining a company's solvency and earning power
for the purposes of bond analysis. And that Benjamin Gra-
ham, the dean of Wall Street and Warren’s mentor, had
adapted early bond analysis techniques to common stocks
analysis.

But Graham never made the distinction between a com-
pany that held a long-term competitive advantage over its
competitors and one that didn’t. He was only interested in
whether or not the company had sufficient earning power to
get it out of the economic trouble that had sent its stock price
spiraling downward. He wasn't interested in owning a posi-
tion in a company for ten or twenty years. If it didn't move
after two years, he was out of it. It's not like Graham missed
the boar; he just didn’t get on the one that would have made
him, like Warren, the richest man in the world.

Warren, on the other hand, after starting his career with
Graham, discovered the tremendous wealth-creating econom-
ics of a company that possessed a long-term competitive
advantage over its competitors. Warren realized thar the
longer you held one of these fantastic businesses, the richer it
made you. While Graham would have argued that these super
businesses were all overpriced, Warren realized that he didn’t

have to wait for the stock market to serve up a bargain price,
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thar even if he paid a fair price, he could still get superrich off
of those businesses,

In the process of discovering the advantages of owning a
business with a long-term competitive advantage, Warren
developed a unique set of analytical tools to help identify these
special kinds of businesses. Though rooted in the old school
Grahamian language, his new way of looking at things enabled
him to determine whether the company could survive its cur-
rent problems. Warren’s way also told him whether or not the
company in question possessed a long-term competitive advan-
tage that would make him superrich over the long run.

At the end of the lunch, 1 asked David if he thought it
would be possible to create a small, easy-to-use guide to read-
ing a company’s financial statement, using the unique set of
tools Warren had developed for uncovering these wonderfully
profitable businesses.

I envisioned a straightforward and easy-to-understand
book that would teach investors how to read a company’s
financial statement, to look for the same kinds of companies
that Warren does. A book that not only would explain what a
balance sheet and income statement are, but would point out
what investors should look for if, like Warren, they are search-
ing for a company that possesses a long-term competitive
advantage.

David loved the idea, and within a month we were trading
back and forth chapters of the book you now hold in your
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hands, Warren Buffett and the Interpretation of Financial
Staterments.

We hope this book will help you make the quantum leap
that Warren made by enabling you to go beyond the old-
school Grahamian valuation models and discover, as Warren
did, the phenomenal long-term wealth-creating power of a
company that possesses a durable competitive advantage over
its competitors. In the process you'll free yourself from the
costly manipulations of Wall Street and gain the opportunicy
to join the growing ranks of intelligent investors the world
over who are becoming tremendously wealthy following in the
footsteps of this legendary and masterful investor.

Mary BUFFETT
JULY 2008
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“You have to understand accounting and you bave to
understand the nuwances of accounting. It's the langnage
of business and it’s an imperfect language, but unless you
are willing to put in the effort to learn accounting—
howr to read and interpret financial statements—you

really shouldn't select stocks yourself”

—Warren BurrerT






CHAPTER 1

Two GrReAT ReEvErLaTions THAT MADE

WarreN THE RicHEsT PERsoN I8 THE WORLD

In the mid-sixties Warren began to reexamine Benjamin Gra-
ham’s investment strategies. In doing so he had two stunning
revelations about what kinds of companies would make the
best investments and the most money over the long run. As a
direct result of these revelations he altered the Graham-based
value investment strategy he had used up until that time and
in the process created the greatest wealth-investment strategy
the world has ever seen.
It is the purpose of this book to explore Warren's two
revelations—
1. How do vou identify an exceptional company with a
durable competitive advantage?
2. How do you value a company with a durable competi-
tive advantage?
—+to explain how his unique strategy works, and how he
uses financial statements to put his strategy into practice. A

practice that has made him the richest man in the world.



CHAPTER 2

THE KinDp oF Business
TaaT Wit Make WARREN

SUPERRICH

T:‘r understand Warren's first great revelation we need to
understand the nature of Wall Street and its major players.
Though Wall Street provides many services to businesses, for
the last 200 years it has also served as a large casino where
gamblers, in the guise of speculators, place massive bets on the
direction of stock prices.

In the early days some of these gamblers achieved great
wealth and prominence. They became the colorful charac-
ters people loved reading about in the financial press. Big
“Diamond” Jim Brady and Bernard Baruch are just a few
who were drawn into the public eye as master investors of
their era.

In modern times institutional investors—mutual funds,
hedge funds, and investment trusts—have replaced the big-

time speculators of old. Institutional investors “sell” them-



selves to the masses as highly skilled stock pickers, parading
their yearly results as advertising bait for a shortsighted pub-
lic eager to get rich quickly.

As a rule, stock speculators tend to be a skittish lot, buy-
ing on good news, then jumping out on bad news. If the stock
doesn’t make its move within a couple of months, they sell it
and go looking for something else.

The best of this new generation of gamblers have devel-
oped complex computer programs that measure the velocity of
how fast a stock price is either rising or falling. If a company’s
shares are rising fast enough, the computer buys in; if the stock
price is falling fast enough, the computer sells our. Which cre-
ates a lot of jumping in and out of thousands of different
stocks.

It is not uncommon for these computer investors to jump
into a stock one day, then jump out the next. Hedge fund man-
agers use this svstem and can make lots and lots of money for
their clients. But there is a catch: They can also lose lots and
lots of money for their clients. And when they lose money,
those clients (if they have any money left) get up and leave, to
go find a new stock picker to pick stocks for them.

Wall Street is littered with the stories of the rise and fall of
hot and not-so-hot stock pickers.

This speculative buying and selling frenzy has been going
on for a long, long time. One of the grear buving frenzies of

all times, in the 1920s, sent stock prices into the stratosphere.



But in 1929 came the Crash, sending stock prices spinning
downward.

In the earlv 19305 an enterprising yvoung analyst on Wall
Street by the name of Benjamin Graham noticed that the vast
majority of hotshot stock pickers on Wall Street didnt care
at all about the long-term economics of the businesses that
they were busy buying and selling. All they cared about was
whether the stock prices, over the short run, were going up
or dow.

Graham also noticed that these hot stock pickers, while
caught up in their speculative frenzy, would sometimes drive
up the stock prices to ridiculous levels in relation to the long-
term economic realities of the underlying businesses. He also
realized that these same hotshots would sometimes send stock
prices spiraling to insane lows that similarly ignored the busi-
nesses’ long-term prospects. It was in these insane lows that
Graham saw a fantastic opportunity to make money.

Graham reasoned that if he bought these “oversold busi-
nesses” at prices below their long-term intrinsic value, eventu-
ally the market would acknowledge its mistake and revalue
them upward. Once they were revalued upward, he could sell
them at a profit. This is the basis for whar we know today as
value investing. Graham was the father of it.

What we have to realize, however, is that Graham really
didn't care about whart kind of business he was buying. In his

world every business had a price at which it was a bargain.



When he started practicing value investing back in the 1930s,
he was focused on finding companies trading at less than half
of what they held in cash. He called it “buying a dollar for 30
cents.” He had other standards as well, such as never paying
more than ten times a company’s earnings and selling the stock
if it was up 50%. If it didn’t go up within two years, he would
sell it anyway. Yes, his perspective was a bit longer than that
of the Wall Street speculators, but in truth he had zero inter-
est in where the company would be in ten years.

Warren learned value investing under Graham at Colum-
bia University in the 1950s and then, right before Graham
retired, he went to work for him as an analyst in Graham’s
Wall Street firm. While there Warren worked alongside famed
value investor Walter Schloss, who helped school young War-
ren in the art of spotting undervalued situations by having him
read the financial statements of thousands of companies.

After Graham retired, Warren returned to his native
Omaha, where he had time to ponder Graham's methodology
far from the madding crowd of Wall Street. During this period,
he noticed a few things abour his mentor's teachings that he
found troubling.

The first thing was that not all of Graham’s undervalued
businesses were revalued upward; some actually went into
bankruptcy. With every batch of winners also came quite a
few losers, which greatly dampened overall performance.

Graham tried to protect against this scenario by running a



broadly diversified portfolio, sometimes containing a hun-
dred or more companies. Graham also adopted a strategy of
gerting rid of any stock that didn’t move up after two vears.
But at the end of the day, many of his “undervalued stocks™
stayed undervalued.

Warren discovered that a handful of the companies he and
Graham had purchased, then sold under Graham'’s 50% rule,
continued to prosper vear after year; in the process he saw
these companies’ stock prices soar far above where they had
been when Graham unloaded them. It was as if they bought
seats on a train ride to Easy Street but got off well before the
train arrived at the station, because he had no insight as to
where it was headed.

Warren decided that he could improve on the performance
of his mentor by learning more about the business economics
of these “superstars.” 5o he started studying the financial
statements of these companies from the perspective of what
made them such fantastic long-term investments.

What Warren learned was that these “superstars™ all ben-
efited from some kind of competitive advantage thar created
monopoly-like economics, allowing them either to charge
more or to sell more of their products. In the process, they
made a ton more money than their competitors.

Warren also realized that if a company's competitive
advanrage could be maintained for a long period of time—if it
was “durable”—then the underlying value of the business



would continue to increase year after year. Given a continuing
increase in the underlving value of the business, it made more
sense for Warren to keep the investment as long as he could,
giving him a greater opportunity to profit from the company's
competitive advantage.

Warren also noticed that Wall Street—via the value
investors or speculators, or a combination of both—would at
some point in the future acknowledge the increase in the
underlying value of the company and push its stock price
upward. It was as if the company’s durable competitive advan-
tage made these business investments a self-fulfilling prophecy.

There was something else that Warren found even more
financially magical. Because these businesses had such incred-
ible business economics working in their favor, there was zero
chance of them ever going into bankruptcy. This meant that
the lower Wall Street speculators drove the price of the shares,
the less risk Warren had of losing his money when he bought
in. The lower stock price also meant a greater upside potential
for gain. And the longer he held on to these positions, the
more time he had to profit from these businesses’ great under-
lving economics. This fact would make him tremendously
wealthy once the stock marker eventually acknowledged these
companies’ ongoing good fortune.

All of this was a complete upset of the Wall Street dictum
that to maximize your gain vou had to increase your underly-
ing risk. Warren had found the Holy Grail of investments; he



had found an investment where, as his risk diminished, his
potential for gain increased.

To make things even easier, Warren realized thar he no
longer had to wait for Wall Street to serve up a bargain price.
He could pay a fair price for one of these super businesses and
still come out ahead, provided he held the investment long
enough. And, adding icing to an already delicious cake, he
realized that if he held the investment long-term, and he never
sold it, he could effectively defer the capital gains tax out into
the far distant future, allowing his investment to compound
tax-free year after year as long as he held it.

Let's look at an example: In 1973 Warren invested 5§11
million in The Washington Post Company, a newspaper with
durable competitive advantage, and he has remained married
to this investment to this day. Over the thirty-five years he has
held this investment, its worth has grown to an astronomical
$1.4 billion. Invest $11 million and make $1.4 billion! Not
too shabby, and the best part is that because Warren has never
sold a single share, he still has vet to pay a dime of tax on any
of his profits.

Graham, on the other hand, under his 50% rule, would
have sold Warrens Washingron Post investment back in 1976
for around %16 million and would have paid a capital gains
tax of 39% on his profits. Worse yet, the hotshot stock pick-
ers of Wall Street have probably owned this stock a thousand
times in the last thirty-five years for gains of 10 or 20% here

I



and there, and have paid taxes each time they sold it. But War-
ren milked it for a cool 12,460% return and still to this day
hasn't paid a red cent in taxes on his $1.4 billion gain.

Warren has learned that time will make him superrich
when he invests in a company that has a durable competitive
advantage working in its favor.
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CHAPTER 13

WHERE WARREN STARTS
His SEARCH FOR THE

ExcerTiONAL COMPANY

Befc-re we start looking for the company that will make us
rich, which is a company with a durable competitive advan-
tage, it helps if we know where to look, Warren has figured out
that these super companies come in three basic business mod-
els: Thev sell either a unigue product or a unique service, or
they are the low-cost buyer and seller of a product or service
that the public consistently needs.

Let’s take a good look at each of them.

Selling a unique product: This is the world of Coca-
Cola, Pepsi, Wrigley, Hershey, Budweiser, Coors, Kraft, The
Washington Post, Procter & Gamble, and Philip Morris.
Through the process of customer need and experience, and
advertising promotion, the producers of these products have

placed the stories of their products in our minds and in



doing so have induced us to think of their products when we
go to satisfy a need. Want to chew some gum? You think of
Wrigley. Feel like having a cold beer after a hot day on the
job? You think of Budweiser. And things do go better with
Coke.

Warren likes to think of these companies as owning a piece
of the consumer’s mind, and when a company owns a piece of
the consumers mind, it never has to change its products,
which, as vou will find out, is a good thing. The company also
gets to charge higher prices and sell more of its products, cre-
ating all kinds of wonderful economic events that show up on
the company’s financial statements.

Selling a unique service: This is the world of Moody's
Corp., H&R Block Inc., American Express Co., The Service-
Master Co., and Wells Fargo & Co. Like lawvers or doctors,
these companies sell services that people need and are willing
to pay for—bur unlike lawvers and doctors, these companies
are institutional specific as opposed to people specific. When
you think of getting vour taxes done you think of H&R
Block, you don't think of Jack the guy at H&R Block who
does your taxes. When Warren bought into 5alomon Broth-
ers, an investment bank {now part of Citigroup), which he
later sold, he thought he was buying an institution. But when
top talent started to leave the firm with the firm’s biggest
clients, he realized it was people specific. In people-specific

firms workers can demand and get a large part of the firm’s
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profits, which leaves a much smaller pot for the firm’s
ownersshareholders. And getting the smaller pot is not how
investors get rich.

The economics of selling a unique service can be phe-
nomenal. A company doesn’t have to spend a lot of money
on redesigning its products, nor does it have to spend a for-
tune building a production plant and warehousing its wares.
Firms selling unique services that own a piece of the con-
sumer's mind can produce better margins than firms selling
products.

Being the low-cost buyer and seller of a product or service
that the public has an ongoing need for: This is the world of
Wal-Mart, Costco, Nebraska Furniture Mart, Borsheim'’s Jew-
elers, and the Burlington Northern Santa Fe Railway. Here, big
margins are traded for volume, with the increase in volume
more than making up for the decrease in margins. The key is
to be both the low-cost buyer and the low-cost seller, which
allows you to get your margins higher than your competitor’s
and still be the low-cost seller of a product or service. The story
of being the best price in town becomes part of the consumer’s
story of where to shop. In Omaha, if you need a new stove for
your home, vou go the Nebraska Furniture Mart for the best
selection and the best price. Want to ship vour goods cross-
country? The Burlington Northern Santa Fe Railway can give
you the best deal for your money. Live in a small town and want
the best selection with the best prices? You go to Wal-Mart.

14



It's that simple: Sell a unique product or service or be the
low-cost buyer and seller of a product or service, and vou get
to cash in, year after vear, just as though vou broke the bank
at Monte Carlo.

5



CHAPTER 4

DuraABiLiTY Is WARREN'S

TickeT To RicHES

: Earren has learned thar it is the “durability™ of the com-
petitive advantage that creates all the wealth. Coca-Cola has
been selling the same product for the last 122 years, and
chances are good that it will be selling the same product for
the next 122 years.

It is this consistency in the product that creates consistency
in the company’s profits. If the company doesn’t have to keep
changing its product, it won't have to spend millions on
research and development, nor will it have to spend billions
retooling its plant to manufacture next year’s model. So the
money piles up in the company's coffers, which means that it
doesn’t have to carry a lot of debt, which means thart it doesn’t
have to pay a lot in interest, which means that it ends up with
lots of money to either expand its operations or buy back its
stock, which will drive up earnings and the price of the com-
pany's stock—which makes shareholders richer.

16



So when Warren is locking at a company’s financial state-
ment, he is looking for consistency. Does it consistently have
high pross margins? Does it consistently carry little or no debr?
Does it consistently not have to spend large sums on research
and development? Does it show consistent earnings? Does it
show a consistent growth in earnings? It is this “consistency™
that shows up on the financial statement that gives Warren
notice of the “durability™ of the company’s competitive advan-
tage.

The place that Warren goes to discover whether or not the
company has a “durable” competitive advantage is its finan-

cial statements.
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CHAPTER 5

FiNANCIAL STATEMENT OVERVIEW:

WHERE THE GoLrp Is Hippen

Enancia! statements are where Warren mines for companies
with the golden durable competitive advantage. It is the com-
pany’s financial statements that tell him if he is looking at a
mediocre business forever moored to poor results or a com-
pany that has a durable competitive advantage thart is going to
make him superrich.

Financial statements come in three distinct flavors:

First, there is the Income Statement: The income statement
tells us how much money the company earned during a set
period of time. The company's accountants traditionally gen-
erate income statements for shareholders to see for each three-
month period during the fiscal vear and for the whole fiscal year.
Using the company’s income statement, Warren can determine
such things as the company’s margins, its return equity, and,
most important, the consistency and direction of its earnings.
All of these factors are necessary in determining whether the

company is benefiting from a durable competitive advantage.
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The second flavor is the Balance Sheet: The balance sheet
tells us how much money the company has in the bank and
how much money it owes. Subtract the money owed from the
money in the bank and we get the net worth of the company.
A company can create a balance sheet for any given day of the
vear, which will show whart it owns, what it owes, and its net
worth for that particular day.

Traditionally, companies generate a balance sheet for
shareholders to see at the end of each three-month period of
time (called quarter) and at the end of the accounting or fiscal
year. Warren has learned to use some of the entries on the bal-
ance sheet—such as the amount of cash the company has or
the amount of long-term debt it carries—as indicators of the
presence of a durable competitive advantage.

Third, there is the Cash Flow Statement: The cash flow
statement tracks the cash that flows in and our of the business.
The cash flow statement is good for seeing how much money
the company is spending on capital improvements. It also
tracks bond and stock sales and repurchases. A company will
usually issue a cash flow statement along with its other finan-
cial statements.

In the chaprers ahead we shall explore in detail the income
statement, balance sheet, and cash flow statement entries and
indicators that Warren uses to discover whether or not the
company in question has a durable competitive advanrage that

will make him rich over the long run.
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CHAPTER &

WHERE WARREN GoEes To FinD

FinanciaL INFORMATION

In the modern age of the Internet there are dozens of places
where one can easily find a company’s financial statements.
The easiest access is through either MSN.com (http:/money
central. msn.comfinvestor/home.asp) or Yahoo's Finance web
page (www.finance.yahoo.com).

We use both, but Microsoft Network’s MSN.com has
more detailed financial statements. To begin, find where you
type in the symbol for the stock quotes on both sites, then type
in the name of the company. Click it when it pops up, and
both MSN and Yahoo! will take you to that company’s stock
quote page. On the left you'll find a heading called “Finance,”
under which are three hyperlinks that take vou to the com-
pany’s balance sheet, income statement, and cash flow. Above
that, under the heading “SEC," is a hyperlink to documents
filed with the U.S. Securities and Exchange Commission
{SEC). All publicly traded companies must file quarterly finan-
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cial statements with the SEC; these are known as 8Qs. Also
filed with the SEC is a document called the 10K, which is the
company’s annual report. It contains the financial statements
for the company’s accounting or fiscal year. Warren has read
thousands of 10Ks over the years, as they do the best job of
reporting the numbers without all the fluff that can get stuffed
into a shareholders’ annual report.

For the hard-core investor Bloomberg.com offers the same
services and a lot more, for a fee. But honestly, unless we are
buying and selling bonds or currencies, we can get all the
financial information we need to build a stock portfolio for
free from MSN and Yahoo! And *free” financial information

always makes us smile!






THE
INCOME STATEMENT

“You have to read a zillion corporate annuwal reports and

their financial statements.™

—Warren BurreTT

"Some men read Playboy. I read annual reports.”

—Warren BurrerT






CHAPTER 7

WHERE WARREN STARTS:

THE INCOME STATEMENT

Income Statement

{% in millions)

Revenue £10,000
Cost of Goods 5old 3,000
Gross Profit 7000

Operating Expenses
Selling, General & Admin. 2,100
Research & Development 1,000
Depreciation 00
Operating Profit 3,200
Interest Expense 200
Gain (Loss) Sale Assets 1,275
Other 225
Income Before Tax 1,500
Income Taxes Paid 325
Net Earnings $975
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In his search for the magic company with a durable comper-
itive advantage, Warren always starts with the firm’s income
statement. Income statements tell the investor the results of
the company’s operations for a set period of time. Tradition-
ally, they are reported for each three-month period and at the
end of the year. Income statements are always labeled for the
time period they cover—such as January 1, 2007, to Decem-
ber 31, 2007.

An income statement has three basic components: First,
there is the revenue of the business. Then there is the firm’s
expenses, which are subtracted from the firm’s revenue and
tell us whether the company earned a profit or had a loss.
Sounds simple, doesn’t it? It is.

In the earlv days of stock analysis the leading analysts of
the time, such as Warren's mentor Benjamin Graham, focused
purely on whether or not the firm produced a profit, and gave
little or no attention to the long-term viability of the source of
the company’s earnings. As we discussed earlier, Graham
didn’t care if the company was an exceptional business with
great economics working in its favor or if it was one of the
thousands of mediocre businesses struggling to get by. Gra-
ham would buy into a lousy business in a heartbeat if he
thought he could get it cheaply enough.

Part of Warren's insight was to divide the world of busi-



nesses into two different groups: First, there were the compa-
nies that had a long-term durable competitive advantage over
their competitors. These were the businesses which, if he could
buy them at a fair or better price, would make him superrich
if he held them long enough. The other group was all the
mediocre businesses that struggled year after year in a compet-
itive market, which made them poor long-term investments.

In Warren's search for one of these amazing businesses, he
realized that the individual components of a company’s income
statement could tell him whether or not the company pos-
sessed the superwealth-crearing, long-term durable competitive
advantage that he so coveted. Mot just whether or not the com-
pany made monev. But what kind of margins it had, whether
it needed to spend a lot on research and development to keep
its competitive advantage alive, and whether it needed to use a
lot of leverage to make money. These factors comprise the kind
of information he mines from the income statement to learn
the nature of a company's economic engine. To Warren, the
source of the earnings is always more important than the earn-
ings themselves.

For the next fifty chapters we are going to focus on the
individual components of a company’s financial statement and
what Warren is searching for that will tell him if this is the kind
of business that will send him into poverty, or the golden busi-
ness with a long-term durable competitive advantage thar will

continue to make him one of the richest people in the world.
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CHAPTER &

REVENUE:

WHERE THE Money ComMmeEes In

Income Statement

(% in millions)

—+ Revenue £10,000
Cost of Goods Sold 3,000
Cross Profic £7.000

T:m first line on the income statement is always total, or
gross, revenue. This is the amount of money that came in the
door during the period of time in question, which is reported
either quarterly or yearly. If we are manufacruring shoes and
we sell $120 million worth of shoes in a year, we will report
$120 million of total revenue for the year on our yearly

mcome statement,
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Now the fact thar a company has a lot of revenue doesn’t
mean that it is earning a profit. To determine if a company is
earning a profit, vou need to deduct the expenses of the busi-
ness from its total revenues. Total revenue minus expenses
equals net earnings. But the total revenue number by itself tells
us nothing until we subtract the expenses and find outr what
the net earnings are.

After Warren has taken a peek at the total revenues of a
business, he starts a long and careful dig through the expenses.
Because Warren knows that one of the great secrets to making

more money is spending less money.



CHAPTER 2

CosTt ofF Goobps SoLp:

For WarreN THE LowEeR THE BETTER

Income Statement

(% in millions)

Revenue £10,000
—+ Cost of Goods Sold 3,000

Cross Profic £7.000

On the income statement, right under the line for Total
Revenue comes the Cost of Goods Sold, also known as the
Cost of Revenue. The cost of goods sold is either the cost of
purchasing the goods the company is reselling or the cost of
the materials and labor used in manufacturing the products it
is selling. “Cost of revenue” is usually used in place of “cost

of goods sold™ if the company is in the business of providing
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services rather than products. Essentially they are the same
thing—but one is a little more encompassing than the other.
We should always investigate exactly what the company is
including in its calculation of its cost of sales or cost of rev-
enue. This gives us a good idea of how management is think-
ing about the business.

A simple example of how a furniture company might cal-
culare its cost of goods number would be: Start with the cost
of the company's furniture inventory at the beginning of the
year; add in the cost of adding to the furniture inventory dur-
ing the year; and then subtract the cash value of the furniture
inventory left at the end of the year. Therefore, if a company
starts the year with $10 million in inventory, makes 52 million
in purchases to add ro the inventory, and ends the period with
an inventory whose cost value is §7 million, the company’s
cost of goods for the period would be $5 million.

Although the cost of goods sold, as a lone number, doesn’t
tell us much about whether the company has a durable com-
petitive advantage or not, it is essential in determining the
Gross Profit of the business, which is a key number that helps
Warren determine whether or not the company has a long-
term competitive advantage. We discuss this further in the next
chapter.
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CHAPTER 10

Gross ProrFi1/Gross ProrFiT MARGIN:
Key Numeers For WARREN 1IN His

SeEarcH FoR Long-TerM GoLD

Income Statement

(% in millions)
—+ Revenue $10,000
Cost of Goods Sold 3,000
—+ Gross Profit £7.,000

Gross Profit 57,000 = Revenue $10,000 = Gross Profit Margin 70%

an if we subtract from the company’s total revenue the
amount reported as its Cost of Goods Sold, we get the com-
pany’s reported Gross Profit. An example: total revenue of $10
million less cost of goods sold of $7 million equals a gross
profit of $3 million.
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Gross profit is how much money the company made off of
total revenue after subtracting the costs of the raw goods and
the labor used to make the poods. It doesn’t include such car-
egories as sales and administrative costs, depreciation, and the
interest costs of running the business.

By itself, gross profit tells us very lictle, but we can use this
number to calculate the company’s gross profit margin, which
can tell us a lot about the economic nature of the company.

The equarion for determining gross profit margin is:

Gross Profit = Total Revenues = Gross Profit Margin

Warren's perspective is to look for companies that have
some kind of durable competitive advantage—businesses that
he can profit from over the long run. What he has found is
that companies that have excellent long-term economics
working in their favor tend to have consistently higher pross
profit margins than those that don't. Let me show vou:

The gross profit margins of companies that Warren has
already identified as having a durable comperitive advantage
include: Coca-Cola, which shows a consistent gross profit
margin of 60% or better; the bond rating company Moody's,
73%; the Burlington Northern Santa Fe Railway, 61%; and
the very chewable Wrigley Co., 51%.

Conrtrast these excellent businesses with several companies

we know that have poor long-term economics, such as the
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in-and-out-of-bankruptcy United Airlines, which shows a
gross profit margin of 14%; troubled auto maker General
Motors, which comes in at a weak 21%; the once troubled,
but now profitable U.5. Steel, at a not-so-strong 17%; and
Goodyear Tire—which runs in any weather, but in a bad econ-
omy is stuck at a not-very-impressive 20%.

In the tech world—a field Warren stavs away from because
he doesn't understand i—Microsoft shows a consistent gross
profit margin of 79%, while Apple Inc. comes in at 33%.
These percentages indicate that Microsoft produces better eco-
nomics selling operating svstems and software than Apple
does selling hardware and services.

What creates a high gross profit margin is the company’s
durable competitive advantage, which allows it the freedom to
price the products and services it sells well in excess of its cost
of goods sold. Without a competitive advantage, companies
have to compete by lowering the price of the product or ser-
vice they are selling. That drop, of course, lowers their profit
margins and therefore their profitability.

As a very general rule {and there are exceptions): Compa-
nies with gross profit margins of 40% or better tend to be com-
panies with some sort of durable competitive advantage.
Companies with gross profit margins below 40% tend to be
companies in highly competitive industries, where competition
is hurting overall profit margins (there are exceptions here,
too). Any gross profit margin of 20% and below is usually a
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good indicator of a fiercely competitive industry, where no one
company can create a sustainable competitive advantage over
the competition. And a company in a fercelv competitive
industry, without some kind of competitive advantage work-
ing in its favor, is never going to make us rich over the long run.
While the gross profit margin test is not fail-safe, it is one
of the early indicators that the company in question has some
kind of consistent durable competitive advantage., Warren
strongly emphasizes the word “durable,” and to be on the safe
side we should track the annual gross profit margins for the
last ten years to ensure that the “consistency™ is there. Warren
knows that when we look for companies with a durable com-
petitive advantage, “consistency™ is the name of the game.
Now there are a number of ways that a company with a
high gross profit margin can go astray and be stripped of its
long-term competitive advantage. One of these is high research
costs, another is high selling and administrative costs, and a
third is high interest costs on debt. Any one of these three costs
can destroy the long-term economics of the business. These are
called operating expenses, and they are the thom in the side of

everv business.
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CHAPTER 11

OPERATING EXPENSES:

WHERE WARREN KEers A CareruL Eve

Income Statement

(% in millions)

Revenue £10,000
Cost of Goods Sold 3,000
Gross Profic 7000

-+ Operating Expenses

Selling, General & Admin. 2,100
Research & Development 1,000
Depreciation 00
Operating Profit £3,200

Right beneath the line on the income statement for gross

profit comes a group of expenses called operating expenses.
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These are all the company’s hard costs associated with research
and development of new products, selling and administrative
costs of getting the product to market, depreciation and amor-
tization, restructuring and impairment charges, and the catch-
all “other™ that includes all non-operating, non-recurring
BXpEnses.

When these entries are added, they make up the company’s
total operating expenses, which are then subtracted from the
gross profit to give us the firm's operating profit or loss. Since
these entries all have an impact on the long-term economic
nature of the business, it is best if we spend the next couple of
chapters going through them one by one in true Warren fashion.

57



CHAPTER 12

SELLING, GENERAL, AND

ADMINISTRATIVE EXPENSES

Income Statement
[$ in millions)
Revenue £10,000
Cost of Goods Sold 3.000
Gross Profic 7000
Operating Expenses

—+ Selling, General & Admin. 2,100
Research & Development 1,000
Interast 700
Operating Profit £3,200

On the income statement under the heading of Selling,
General & Administrative (SGA) Expenses is where the com-
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pany reports its costs for direct and indirect selling expenses
and all general and administrative expenses incurred during
the accounting period. These include management salaries,
advertising, travel costs, legal fees, commissions, all payroll
costs, and the like.

With a company like Coca-Cola, these expenses run into
the billions and have a tremendous impact on the company’s
bottom line. As a percentage of gross profit, they vary greatly
from business to business. They even vary with companies like
Coca-Cola that have a durable competitive advantage. Coca-
Cola consistently spends on average 59% of its gross profit on
SGA expenses. A company like Moody's consistently spends
on average 25%, and Procter & Gamble consistently spends
right around 61%. *Consistently™ is the key word.

Companies that don’t have a durable competitive advan-
tage suffer from intense competition and show wild variation
in SGA costs as a percentage of gross profit. GM, over the last
five vears, has gone from spending 28% to 83% of its gross
profits on 5GA costs. Ford, over the last five years, has been
spending §9% to 780% of its gross profits on SGA expenses,
which means that they are losing money like crazy. What hap-
pens is that sales start to fall, which means revenues fall, but
SGA costs remain. If the company can’t cut SGA costs fast
enough, they start eating into more and more of the company’s
gross profits.

In the search for a company with a durable competitive
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advantage the lower the company’s SGA expenses, the better.
If they can stay consistently low, all the better. In the world of
business anvthing under 30% is considered fantastic. How-
ever, there are a number of companies with a durable compet-
itive advantage that have SGA expenses in the 30% to 80%
range. But if we see a company thar is repetitively showing
SGA expenses close to, or in excess of, 100%, we are proba-
bly dealing with a company in a highly competitive industry
where no one entity has a sustainable competitive advantage.

There are also companies with low to medium S5GA
expenses that destroy great long-term business economics with
high research and development costs, capital expenditures,
and/or interest expense on their debt load.

Intel is a perfect example of a company that has a low ratio
of SGA expenses to gross profit, but that because of high
research and development costs has seen its long-term econom-
ics reduced to just average. Yer if Intel stopped doing research
and development, its current batch of products would be obso-
lete within ten years and it would have to go out of business.

Goodyear Tire has a 72% ratio of SGA expenses to gross
profit, but its high capital expenditures and interest expense—
from the debt used to finance its capital expenditures—are
dragging the tire maker into the red every time there is a reces-
sion. But if Goodyear didn't add the debt to make all those
capital expenditures/improvements, it wouldn’t stay competi-

tive for very long.
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Warren has learned to steer clear of companies cursed with
consistently high SGA expenses. He also knows that the eco-
nomics of companies with low SGA expenses can be destroyed
by expensive research and development costs, high capital
expenditures, and/or lots of debt. He avoids these kinds of
businesses regardless of the price, because he knows that their
inherent long-term economics are so poor that even a low ask-
ing price for the stock will not save investors from a lifetime
of mediocre results.
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CHAPTER 13

ResearcH AND DEVELOPMENT:

WHY WARREN STAaYys Away Frowm IT

Income Statement

(% in millions)

Revenue £10,000

Cost of Goods Sold 3,000
-+ Gross Profic 7000

Operating Expenses

Selling, General & Admin. 2,100
—+ Research & Development 1,000

Depreciation 00

Operating Profit £3,200

Ihis is a big one in the game of identifying companies with

a durable competitive advantage. What seems like a long-term
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competitive advantage is often an advantage bestowed upon
the company by a patent or some technological advancement.
If the competitive advantage is created by a patent, as with the
pharmaceutical companies, at some point in time that patent
will expire and the company’s competitive advantage will
disappear.

If the competitive advantage is the result of some techno-
logical advancement, there is always the threat that newer tech-
nology will replace it. This is why Microsoft is so afraid of the
technological advancements of Google. Today's competitive
advantage may end up becoming tomorrow’s obsolescence.

Mot only must these companies spend huge sums of money
on R&D, but because they are constantly having to invent
new products they must also redesign and update their sales
programs, which means that they also have to spend heavily
on selling and administrative costs. Consider this: Merck must
spend 29%: of its gross profit on RED and 49% of its gross
profit on selling, general, and administrative costs (5GA),
which, when combined, eat up a total 78% of its gross profit.
What's more, if Merck & Co. fails to invent the next new
multibillion-dollar-selling drug, it loses its competitive advan-
tage when its existing patents expire,

Intel, while the leader in its fast-paced field, must consis-
tently spend approximately 30% of its gross profit on R&D
expenses; if it doesn’t, it will lose its competitive advantage

within just a few years.
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Moody's, the bond rating company, is a long-time Warren
favorite, with good reason. Moody's has no R&D expense,
and on average spends only 25% of its gross profit on SGA
expenses. Coca-Cola, which also has no R&D costs, but has
to advertise like crazy, still, on average, spends only 59% of
its gross profit on SGA costs. With Moody's and Coca-Cola,
Warren doesn’t have to lie awake at night worrving that some
drug patent is going to expire or that his company won't win
the race to the next technological breakthrough.

Here then is Warren’s rule: Companies that have to spend
heavily on R&D have an inherent flaw in their competitive
advantage that will always put their long-term economics at
risk, which means they are not a sure thing.

And if it is not a sure thing, Warren is not interested.
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CHAPTER 14

DEPRECIATION:

A Cost Warren Can'Tt IgNORE

Income Statement

(% in millions)

Revenue £10,000

Cost of Goods Sold 3,000
—+ Gross Profic 7,000

Operating Expenses

Selling, General & Admin. 2,100

Research & Development 1,000
-+ Depreciation 700

Operating Profit £3.200

Ai] machinery and buildings eventually wear out over
time; this wearing out is recognized on the income statement

as depreciation. Basically, the amount that something depreci-
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ates in a given year is a cost that is allocated against income
for that year. This makes sense: The amount by which the asset
depreciated can arguably be said ro have been used in the com-
pany's business activity of the year that generated the income.

An example: Imagine that a million-dollar printing press is
bought by XYZ Printing Corporation. This printing press has
a life span of ten vears. Because it has a life span of ten years,
the Internal Revenue Service will not let the company expense
the entire $1 million cost in the year that it was purchased.
Instead, the press must be expensed over the ten vears that it
is in service, A ten-year life span and an original cost of $1
million will mean that XYZ will depreciate the printing press
at a rate of $100,000 a year. Depreciation is a real cost of
doing business, because at some time in the future, the print-
ing press will have to be replaced.

The buying of the printing press will—on the balance
sheet—cause $1 million to come out of cash and 51 million to
be added to plant and equipment. Then, for the next ten years,
the depreciated cost of $100,000 a year will show up on the
income statement as an expense. On the balance sheet each
year, $100,000 will be subtracted from the plant and equip-
ment asset account and $100,000 added to the accumulated
depreciation liability account. The actual $1 million cash out-
lay for the printing press will show up on the cash flow state-
ment under capital expenditures. We would like to emphasize

that the million-dollar expense for the printing press is not
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taken in the year that it is bought; rather it is allocated as a
depreciation expense to the income statement, in $100,000
increments, over a ten-year period.

A neat trick that Wall Street financial types have figured
out is that once the printing press is bought and paid for, the
$100,000 vearly depreciation expense doesn't take any more
additional cash outlays, but it does decrease earnings that are
reported to the IRS every year for the next ten years. This
means that, from a short-term perspective, XYZ has a yearly
cost that in reality isn't costing it any additional outlays of
cash. Thus, the Wall Street financial types can add that
$100,000 cost back into earnings, which means that the cash
flow of the business can now support more debt for such fun
money-making ventures as leveraged buyours. Wall Street
has an acronym for this earnings recalculation: They call it
EBITDA—meaning Earnings Before Income Tax, Deprecia-
tion, and Amertization.

Warren says that by using EBITDA our clever Wall Street
types are ignoring that eventually the printing press will wear
out and the company will have to come up with another $1
million to buy a new one. But now the company is saddled
with a ton of debt left over from the leveraged buyout and
might not have the ability to finance the $1 million purchase
of a new printing press.

Warren believes thar depreciation is a very real expense

and should always be included in any calculation of earnings.
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To do otherwise would be to delude ourselves over the short-
term into believing that business is earning more than it actu-
ally is. And one does not get rich off delusions.

What Warren has discovered is that companies that have a
durable competitive advantage tend to have lower depreciation
costs as a percentage of gross profit than companies that have
to suffer the woes of intense competition. As an example,
Coca-Cola’s depreciation expense consistently runs abour 6%
of its gross profits, and Wrigley's, another durable competitive
advantage holder, also runs around 7%. And Procter & Gam-
ble, another long-time Warren favorite, comes in at approxi-
mately 8%. Contrast the case of GM, which is in a highly
competitive capital-intensive business. Its depreciation expense
runs anywhere from 22% to 37% of its gross profits.

As with any expense that eats into a company’s gross prof-
its, Warren has found that less always means more—when it
comes to increasing the botrom line.
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CHAPTER 15

InTEREST EXPENSE:

WaAT WARREN Doesn’t WanT

Income Statement

(% in millions)

Revenue £10,000

Cost of Goods Sold 3,000
—+ Gross Profic 7,000

Operating Expenses

Selling, General & Admin. 2,100

Research & Development 1,000

Depreciation 700

Operating Profit 3,200
—+ Interest Expense £200

Interest Expense is the entry for the interest paid out, during
the quarter or year, on the debt the company carries on its bal-
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ance sheet as a liability. While it is possible for a company to
be earning more in interest than it is paying out, as with a
bank, the vast majority of manufacturing and retail businesses
pay out far more in interest than they earn.

This is called a financial cost, not an operating cost, and it
is isolated out on its own, because it is not tied to any produc-
tion or sales process. Instead, interest is reflective of the total
debt that the company is carrying on its books. The more debt
the company has, the more interest it has to pay.

Companies with high interest payments relative to operat-
ing income rend to be one of two types: a company that is in
a fiercely competitive industry, where large capital expendi-
tures are required for it to stay competitive, or a company with
excellent business economics that acquired the debt when the
company was bought in a leveraged buyout.

What Warren has figured out is that companies with a
durable competitive advantage often carry little or no interest
expense. Long-term competitive advantage holder Procter &
Gamble has to pay a mere 8% of its operating income out in
interest costs; the Wrigley Co. has to pay an average 7%; con-
trast those two companies with Goodyear, which is in the
highly competitive and capital-intensive tire business. Good-
year has to pay, on average, 49% of its operating income out
in interest payments.

Even in highly competitive businesses like the airline

industry, the amount of the operating income paid out in inter-
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est can be used to identify companies with a competitive
advantage. The consistently profitable Southwest Airlines pays
just 9% of operating income in interest pavments, while its in-
and-out-of-bankruptcy competitor United Airlines pays 61%
of its operating income out in interest pavments. Southwest’s
other troubled competitor, American Airlines, pays a whop-
ping 92% of its operating income out in interest payments.

As a rule, Warren’s favorite durable competitive advantage
holders in the consumer products category all have interest
pavouts of less than 15% of operating income. But be aware
that the percentage of interest payments to operating income
varies greatly from industry to industry. As an example: Wells
Fargo, a bank in which Warren owns a 14% stake, pays out
approximately 30% of its operating income in interest pay-
ments, which seems high compared with Coke's, but actually
makes the bank, out of America’s top five, the one with the
lowest and most attractive ratio. Wells Fargo is also the only
one with a AAA rating from Standard & Poor's.

The ratio of interest payments to operating income can
also be very informative as to the level of economic danger
that a company is in. Take the investment banking business,
which on average makes interest payments in the neighbor-
hood of 70% of its operating income. A careful eve would
have picked up the fact that in 2006 Bear Stearns reported that
it was paying out 70% of its operating income in interest pay-
ments, but that by the quarter that ended in November 2007,
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its percentage of interest payments to operating income had
jumped to 230%. This means that it had to dip into its share-
holders” equity to make up the difference. In a highly leveraged
operation like Bear Stearns, that spelled disaster. By March of
2008 the once mighty Bear Stearns, whose shares had traded
as high as $170 the year before, was being forced to merge
with JP Morgan Chase & Co. for a mere $10 a share.

The rule here is real simple: In any given industry the com-
pany with the lowest ratio of interest payments to operating
income is usually the company most likely to have the compet-
itive advantage. In Warrens world, investing in the company
with a durable competitive advantage is the only way o

ensure that we are going to get rich over the long-term.



CHAPTER 18

GAIN (or Loss) on

SALE OoF AssETs AND OTHER

Income Statement

[$ in millions)

Operating Expenses

Selling, General & Admin. £2.100

Research & Development 1,000

Depreciation 700

Operating Profit 3,200

Interest Expense 200
-+ (Gain {Loss) Sale Assets 1,275
—+ Other 225

: E hen a company sells an asset (other than inventory), the

profit or loss for the sale is recorded under Gain {or Loss) on
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Sale of Assets. The proht is the difference between the pro-
ceeds from the sale and the carrying amount shown on the
company’s books. If the company had a building that it paid
§1 million for, and after depreciating it down to $500,000,
sold it for $800,000, the company would record a gain of
$300,000 on the sale of the asset. Likewise, if the building sold
for §400,000, the company would record a loss of $100,000.

The same thing applies to the entry “Other.” This is where
non-operating, unusual, and infrequent income and expense
events are netted out and entered onto the income statement.
Such events would include the sale of fixed assets, such as
property, plant, and equipment. Also included under *Other™
would be licensing agreements and the sale of patents, if they
were categorized as outside the normal course of business.

Sometimes these nonrecurring events can significantly
add to a company’s bottom line. Since these are nonrecurring
events, Warren believes that they should be removed from
any calculation of the company’s net earnings in determin-
ing whether or not the company has a durable competitive
advantage.
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CHAPTER 17

IncomMmEe Berore Tax:

Tae NumMmeer Tuat Warren Uses

Income Statement

(% in millions)

Operating Expenses

Selling, General & Admin. £2,100

Research & Development 1,000

Depreciation 700

Operating Profit 3,200

Interest Expense 200

(Gain (Loss) Sale Assers 1,275

Other 225
— Income Before Tax 1,500

Incnme before tax™ is a company’s income afrer all expenses
have been deducted, but before income tax has been sub-
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tracted. It is also the number thar Warren uses when he is cal-
culating the return that he is getting when he buys a whole busi-
ness, or when he buys a partial interest in a company through
the open-market purchase of its shares.

With the exception of tax-free investments, all investment
returns are marketed on a pre-tax basis. And since all invest-
ments compete with each other, it is easier to think about them
if they are thought about in equal terms.

When Warren bought $139 million worth of tax-free
bonds in Washington Public Power Supply System (WPPS5),
which paid him $22.7 million a year in tax-free interest, he
reasoned that an after-tax $22 million was the same as earn-
ing a pre-tax 545 million. To buy a business that would earn
him a pre-tax $43 million would cost him $250 million to
£300 million. Thus, he viewed the WPPSS bonds as a business
that he was buying at a 50% discount, relative to the value of
what other businesses with similar economics were selling for.

Warren has always discussed the earnings of a company in
pre-tax terms, This enables him to think about a business or
investment in terms relative to other investments. It is also one
of the cornerstones of his revelation that a company with a
durable competitive advantage is actually a kind of “equity
bond,” with an expanding coupon or interest rate. We shall
explore his “equity bond” theory in much greater detail
toward the end of the book.



CHAPTER 18

IncoME Taxes Paip:
How Warren Knows WHoO

Is TELLING THE TRUTH

Income Statement

(% in millions)

Operating Expenses

Selling, General & Admin. £2,100

Research & Development 1,000

Depreciation 700

Operating Profit 3,200

Interest Expense 200

Gain (Loss) Sale Assets 1,275

Other 225

Income Before Tax 1,500
~+ Income Taxes Paid $525

ust like every other taxpaver, American corporations have

to pay taxes on their income. Today, in America, that amount
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is approximately 35% of their income. When taxes are paid,
they are recorded on the income statement under the heading
Income Taxes Paid.

Mow what is interesting about Income Taxes Paid is that
the line item reflects the company’s true pre-tax earnings.
Sometimes, companies like to tell the world that they are mak-
ing more money than they actually are. (Shocking, isn't it?)
One of the ways to see if they are telling the truth is to look at
the documents they file with the SEC and see whar they are
paving in income taxes. Take the number they list as pre-tax
operating income and deduct 35% from it. If the remainder
doesn't equal the amount the company reported as income
taxes paid, we had better start asking some questions.

Warren has learned over the years that companies thar are
busy misleading the IRS are usually hard at work misleading
their shareholders as well. The beauty of a company with a
long-term competitive advantage is that it makes so much

money it doesn't have to mislead anvone to look good.
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CHAPTER 19

MNET EARNINGS:

WHAT WARREN Is Looking For

Income Statement

(% in millions)

Operating Expenses

Selling, General & Admin. £2,100

Research & Development 1,000

Depreciation 700

Operating Profit 3,200

Interest Expense 200

(Gain (Loss) Sale Assers 1,275

Other 225

Income Before Tax 1,500

Income Taxes Paid i
—+ Net Earnings $975

After all the expenses and taxes have been deducred from

a company’s revenue, we get the company’s net earnings. This

52



is where we find out how much money the company made
after it paid income taxes. There are a couple of concepts that
Warren uses when he looks at this number that help him deter-
mine whether the company has a durable competitive advan-
tage, so why don't we start there.

First on Warren's list is whether or not the net earnings are
showing a historical upward trend. A single vear's entry for net
earnings is worthless to Warren; he is interested in whether or
not there is consistency in the earnings picture and whether
the long-term trend is upward—both of which can be equated
to “durability” of the competitive advantage. For Warren the
ride doesn’t have to be smooth, but he is after a historical
upward trend.

But note: Because of share repurchase programs it is pos-
sible that a company's historical net earnings trend may be
different from its historical per-share earnings trend. Share
repurchase programs will increase per-share earnings by
decreasing the number of shares outstanding. If a company
reduces the number of shares outstanding, it will decrease the
number of shares being used to divide the company’s net earn-
ings, which in turn increases per-share earnings even though
actual net earnings haven't increased. In extreme examples
the company’s share repurchase program can even cause an
increase in per-share earnings, while the company is experi-
encing an acrual decrease in net earnings.

Though most financial analysis focuses on a company’s
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per-share earnings, Warren looks at the business's net earnings
to see what is actually going on.

What he has learned is thar companies with a durable
competitive advantage will report a higher percentage of net
earnings to total revenues than their competitors will. Warren
has said that given the choice between owning a company that
is earning $2 billion on $10 billion in total revenue, or a com-
pany earning $5 billion on $100 billion in total revenue, he
would choose the company earning the $2 billion. This is
because the company with $2 billion in net earnings is earn-
ing 20% on total revenues, while the company earning $5 bil-
lion is earning only 5% on total revenues.

So, while the total revenue number alone tells us very lit-
tle about the economics of the business, its ratio to net earn-
ings can tell us a lot about the economics of the business
compared with other businesses.

A fantastic business like Coca-Cola earns 21% on total
revenues, and the amazing Moody’s earns 31%, which reflects
these companies’ superior underlying business economics. But
a company like Southwest Airlines earns a meager 7%, which
reflects the highly competitive nature of the airline business, in
which no one airline holds a long-term competitive advanrage
over its peers. In contrast, General Motors, in even a great
year—when it isn’t losing money—earns only 3% on total rev-
enue. This is indicative of the lousy economics inherent in the

supercompetitive auto industry.
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A simple rule (and there are exceptions) is that if a com-
pany is showing a net earnings history of more than 20% on
total revenues, there is a real good chance thar it is benefiting
from some kind of long-term competitive advantage. Likewise,
if a company is consistently showing net earnings under 10%
on total revenues it is—more likely than not—in a highly com-
petitive business in which no one company holds a durable
competitive advantage. This of course leaves an enormous gray
area of companies that earn between 10% and 20% on total
revenue, which is just packed with businesses ripe for mining
long-term investment gold that no one has yet discovered.

One of the exceptions to this rule is banks and financial
companies, where an abnormally high ratio of net earnings
to total revenues usually means a slacking-off in the risk
management department. While the numbers look enticing,
they actually indicate an acceptance of greater risk for easier
money, which in the game of lending money is usually a recipe
for making quick money at the cost of long-term disaster. And

having financial disasters is not how one gets rich.



CHAPTER 20

PeEr-SHARE EArRNINGS:
How WarreN TELLS THE

WINNERS FROM THE LOSERS

Er—share earnings are the net earnings of the company on a
per-share basis for the time period in question. This is a big
number in the world of investing because, as a rule, the more
a company earns per share the higher its stock price is. To
determine the company’s per-share earnings we take the
amount of net income the company eamed and divide it by the
number of shares it has outstanding. As an example: If a com-
pany had net earnings of $10 million for the year, and it has
one million shares outstanding, it would have per-share earn-
ings for the vear of 510 a share.

While no one yearly per-share figure can be used to iden-
tify a company with a durable competitive advantage, a per-
share earnings figure for a ten-vear period can give us a very
clear picture of whether the company has a long-term compet-

itive advantage working in its favor. What Warren looks for is
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a per-share earning picture over a ten-year period that shows
consistency and an upward trend.
Something that looks like this:

08 $2.95
07  $2.68
06 §2.37
0y £2.17
04 $2.06
03 $1.95
02 165
01 $1.60
00 $1.48
99 §1.30
98 $1.42

This shows Warren that the company has consistent earn-
ings with a long-term upward trend—an excellent sign that
the company in question has some kind of long-term compet-
itive advantage working in its favor. Consistent earnings are
usually a sign that the company is selling a product or mix of
products that don’t need to go through the expensive process
of change. The upward trend in earnings means that the com-
pany’s economics are strong enough to allow it either to make
the expenditures to increase market share through advertising

or expansion, or to use financial engineering like stock buvbacks.
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The companies that Warren stays away from have an erratic

earnings picture that looks like this:

08 $2.50
07 £(0.45) loss
06 $3.89
05 %(6.05) loss
04 $6.39
03  $5.03
02 %335
01 £1.77
00 $6.68
99 $8.53
98 £5.24

This shows a downward trend, punctuated by losses,
which tells Warren that this company is in a fiercely competi-
tive industry prone to booms and busts. The booms show up
when demand is greater than supply, bur when demand is
great, the company increases production to meet demand,
which increases costs and eventually leads to an excess of sup-
plyv in the industry. Excess leads to falling prices, which means
that the company loses money until the next boom comes
along. There are thousands of companies like this, and the
wild price swings in shares, caused by each company’s erratic
earnings, create the illusion of buying opportunities for tradi-
tional value investors. Bur whart they are really buyving is a

long, slow boat ride to investor nowhere.

65






BALANCE SHEET

“Owe of the things vou will find—which is interesting
and peaple don’t think of it enough—with most
Businesses and with most individuals, is life tends to
sHap you at your weakest link. The tiwo biggest weak
links in my experience: ['ve seen more people fail
because of ligwor and leverage—leverage being

borrotved money.”

—Warren BurreTT






CHAPTER 21

BarLaNcE SHEET IN GENERAL

One of the first things Warren does when he is trying o fig-
ure out if a company has a durable competitive advantage or
not is to go and see how much the company has in assets—
think cash and property—and how much money it owes to
vendors, the banks, and the bondholders. To do this, he looks
at the company’s balance sheet.

Balance sheets, unlike income statements, are only for a
set date. There is no such thing as a balance sheet for the year
or quarter. We can create a balance sheet for any day of the
year, but it will only be for that specific date. A company’s
accounting department will generate a balance sheet at the end
of each fiscal quarter. Think of it as a snapshot of the com-
pany’s financial condition on the particular date that the bal-
ance sheet is generated.

Now a balance sheet is broken into two parts: The first
part is all the assets, and there are many different kinds of
assets. They include cash, receivables, inventory, property,

plant, and equipment.
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The second part of the balance sheet is liabilities and
shareholder equity.

Under liabilities we find two different categories of liabil-
ities: Current Liabilities and Long-Term Liabilities. *Current
liabilities™ means the money that is owed within the year,
which includes Cash and Short-Term Investments, Total
Inventory, Total Receivables, and Prepaid Expenses.

Long-term liabilities are those that come due in one vear
or more, and include the money owed to the vendors that sold
us goods, unpaid taxes, bank loans, and bond loans.

Warren, in his search for companies with a durable com-
petitive advantage, is looking for certain things in each cate-
gory of assets and liabilities, which we will get to a little later
on in the book.

Now if we take all the assets and subtract all the liabili-
ties, we will ger the net worth of the business, which is the
same as shareholders’ equity. As an example: If the business
had assets worth $100K and liabilities of $25K, then the busi-
ness would have a net worth or shareholders’ equity of $75K.
But if the business had assets worth $100K and liabilities of
$175K, the business would have negative net worth, or nega-
tive shareholders’ equiry, of $75K.

Assets minus Liahilities = Net Worth or Shareholders’ Equity

Okay, that is the end of the balance sheer primer, so let’s

jump in and see how Warren uses the balance sheet and all of



its subcategories to identify a company thar has a durable

competitive advantage over its competitors.

Balance Sheet
{8 in millions}
Aszets Liabilities
Cash & Short-Term Investments §4.208 | Accounts Payabla §1,380
Total Inventory 2,230 | Accrued Expenses 5,535
Tital Receivahles, Mat 3,317 | Shost-Term Debt 5919
Prepaid Expenses 2,260 | Long-Term Debt Due 133
Oither Current Assats, Total 0 | Other Current Liabilities 258
Tital Currant Assats 12,005 | Total Corrent Liabilities 13,225
Property/FlantEquipment 8,493 | Long-Term Deht 3,277
Coodwill, Net 4245 | Deferred Income Tax 1,890
Intangibles, Met 7863 | Minority Interest 0
Long-Term Investments 7,777 | Other Liabilities 3,133
Other Long-Term Assats 2475 | Total Liabilities 21,525
Oither Assats 0
Total Assets 41059 | Sharcholders” Equity
Preferred Stock 0
Common Stock 480
Additional Paid in Capital 7,378
Retained Farnings 34,235
Treasury Stock—Common - —23,375
Other Fqiy 626
Total Shareholders” Equity 21,744
Total Liabilities 87
Shareholders” Equity £43 260




CHAPTER 22

AsSsETs

Balance Sheet/ Assets
% in millions)

Cash & Short-Term Investments $4,208

Total Inventory 2,220
Total Receivables, Met 31317
Prepaid Expenses 2,260
Oither Current Assets, Toral 0
Total Current Assets 12,005
Property/Plant/Equipment 8,493
Goodwill, Net 4,246
Intangibles, MNet 7.863
Long-Term Investments TITT
Other Long-Term Assets 2675
Other Assets 0
Total Assets £43.059




T:ﬂs is where all the goodies are kept: the cash, the plant
and equipment, the patents, and all the stuff that riches are
made of. They are found on the company’s balance sheet
under the heading Assets.

On the balance sheet, accounting types long ago divided
Corporate Assets into two distinct groups: Current Assets, and
All Other Assets.

Current Assets is made up of “cash and cash equivalents,”

“short-term investments,” “net receivables,” “inventory,” and
a general slush fund called “other assets.” These are called
current assets because they are cash, or they can be or will be
converted into cash in a very short period of time (usually
within a year). As a rule, they are listed on the balance sheet
in order of their liquidity {which means how quickly they can
be turned into cash). Historically, current assets have also been
called quick, liquid, or floating assets. What is important
about them is their availability to be turned into cash and
spent should the business economics of the enterprise start to
erade and other sources of day-to-day operating capital start
to evaporate. {If vou can’t imagine sources of operating capi-
tal evaporating overnight, just think Bear Stearns.)

All other assets are those that aren’t current, which means
that they will not or cannot be converted into cash in the year

ahead; they are listed in a separate category immediately under



Current Assets. In this category go Long-Term Investments,
Property Plant and Equipment, Goodwill, Intangible Assets,
Accumulated Amortization, Other Assers, and Deferred Long-
Term Asset Charges.

Collectively these two groups of assets make up the com-
pany’s total assets. Individually and collectively, via their qual-
ity and quantity, they tell Warren a great many things about
the economic character of a business and whether or not it
possesses the coveted durable competitive advantage thar will
make him superrich.

This is why we are going to spend the next couple of chap-
ters discussing the individual asset classes and how Warren
uses them to identify a company with the durable competitive
advanrage.

So let’s take a look at the categories and see how we can
use them individually and collectively to help us identify the
exceptional business with a long-term competitive advantage

working in its favor.
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CHAPTER 213

CURRENT AsseT CycLE:

How THE Money [s MaDE

Balance Sheet/ Assets
[% in millions)

—+ Cash & Short-Term Investments $4,208

—+ Total Inventory 2220
-+ Total Receivahles, Met 1317
Prepaid Expenses 2,260
Other Current Assets, Total 0
Total Current Assets $12.,005

Cun’ent assets are also referred to as the *working assets™
of the business because they are in the cycle of cash going to
buy inventory; Inventory is then sold to vendors and becomes

Accounts Beceivable. Accounts Receivable, when collected
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from the vendors, then turns back into Cash. Cash — Inven-
tory —+ Accounts Receivable —+ Cash. This cycle repeats itself
over and over again, and it is how a business makes money.
The different elements of the current asset cycle can tell
Warren a great deal about the economic nature of the business
and whether or not it has a durable competitive advantage in

the marketplace.
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CHAPTER 24

CasH AND CAsH EQUIVALENTS:

WARREN's Pi1rE oF LooT

Balance Sheet/ Assets
(% in millions)

—+ Cash & Short-Term Investments %4,20%

-+ Total Inventory 2210
—+ Total Receivables, MNet 1317
Prepaid Expenses 2,260
Other Current Assets, Toral 0
Total Current Assets 312,005

One of the first things Warren does is to look at the assets
to see how much cash and cash equivalents a company has.
This asset is exactly what it says it is—cash—or it is the equiv-
alent of cash, such as a short-term CD} at the bank, three-
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month Treasuries, or other highly liquid assets. A high num-
ber for cash or cash equivalents tells Warren one of two
things—that a company has a competitive advantage that is
generating tons of cash, which is a good thing, or that it has
just sold a business or a ton of bonds, which may not be a
good thing. A low amount or the lack of a stockpile of cash
usually means that the company has poor or mediocre eco-
nomics. To figure out which is which, let’s look a little deeper
at the asset of cash.

Companies traditionally keep a hoard of cash to support
business operations. Think of it as a very large checkboolk. But
if we are earning more than we are spending, the cash starts
to pile up and that creates the investment problem of what to
do with all the excess cash. Which is a lovely problem to have.

Since cash earns a low rate of return in a bank account or
CD, it is better to employ the cash assets in business opera-
tions or investments that produce a higher rate of return.
What do you want to own? A short-term CD that is earning
4% on your invested money, or an apartment house thar will
earn vou 20% on your investment? You take the apartment
house. The same thing goes on in a business. The money
comes in the door, and if it comes in faster than operating costs
can spend it, it starts to pile up; as it piles up, the company has
to decide what to do with it. Traditionally, companies have
used excess cash to expand operations, buy entirely new busi-

nesses, invest in partially owned businesses via the stock mar-
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ket, buy back their shares, or pay out a cash dividend to share-
holders. But quite often they simply sock it away for a rainy
day. One can never be too financially prepared in our con-
stantly changing and challenging world.

A company basically has three ways of creating a large
stockpile of cash. It can sell new bonds or equity to the pub-
lic, which creates a stockpile of cash before it is put to use. It
can also sell an existing business or other assets that the com-
pany owns, which can also create a stockpile of cash before
the company finds other uses for it. Or it has an ongoing busi-
ness that generates more cash than the business burns. It is this
scenario of a large stockpile of cash created by an ongoing
business that really grabs Warren's attention. Because a com-
pany that has a surplus of cash as the result of ongoing busi-
ness is often a company that has some kind of durable
competitive advantage working in its favor

When Warren is looking at a company that is suffering a
short-term business problem, and causing shortsighted Wall
Street to bear down on the company’s shares, Warren will look
at the cash or marketable securities that the company has
hoarded away to give him an idea whether it has the financial
scrength to weather the troubles it has gotten itself into.

So here is the rule: If we see a lot of cash and marketable
securities and little or no debt, chances are very good that the
business will sail on through the troubled times. But if the

company is hurting for cash and is sitting on a mountain of
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debt, it probably is a sinking ship that not even the most
skilled manager can save.

A simple test to see exactly whar is creating all the cash is
to look at the past seven years of balance sheets. This will
reveal whether the cash hoard was created by a one-time
event, such as the sale of new bonds or shares, or the sale of
an asset or an existing business, or whether it was created by
ongoing business operations. If we see lots of debt, we proba-
blv aren’t dealing with an exceptional business. But if we see
a ton of cash piling up and little or no debt, and no sales of
new shares or assets, and we also note a history of consistent
earnings, we're probably seeing an excellent business with the
durable competitive advantage that Warren is searching for—
the kind of company that will make us rich over the long-term.

Lest we forget, cash is king when troubled times hit, so if
we have it when our competitors don't, we get to rule.

And getting to rule is all that it is cracked up to be.



CHAPTER 25

INvENTORY: WHAT THE COMPANY
NeeDs To Buy aAND WHAT THE

ComMranNy NEEDS TO SELL

Balance Sheet/ Assets
(% in millions)

Cash & Short-Term Investments $4,208

+ Total Inventory 2220
Total Receivables, Mot 31,317
Prepaid Expenses 2260
Other Current Assets, Toral 0
Total Current Assets 12,008

Inventary is the company’s products that it has warehoused
to sell to its vendors. Since a balance sheet is always for a spe-
cific day, the amount found on the balance sheet for inventory

is the value of the company’s inventory for that date.



With a lot of businesses, there is a risk of inventory becom-
ing obsolete. But as we have discussed earlier, manufacturing
companies with a durable competitive advantage have an
advantage, in that the products they sell never change and
therefore never become obsolete. This is an advantage Warren
wants to see.

When trying to identify a manufacturing company with a
durable competitive advantage, look for an inventory and net
earnings that are on a corresponding rise. This indicates that
the company is finding profitable ways to increase sales, and
that increase in sales has called for an increase in inventory, so
the company can fulfill orders on time.

Manufacturing companies with inventories that rapidly
ramp up for a few vears and then, just as rapidly, ramp down,
are more likely than not companies caught in highly competi-
tive industries subject to booms and busts. And no one ever
got rich going bust.



CHAPTER 26

MNeET RECEIVABLES:

Money OweD To THE COMPANY

Balance Sheet/ Assets
(% in millions)

Cash & Short-Term Investments 4,208

Total Inventory 2220
—+ Total Receivables, Met 1,317
Prepaid Expenses 2,260
Other Current Assets, Toral 0
Total Current Assets 312,005

: E hen a company sells its products to a purchaser, it does
sa on the basis of either cash up front or payment due thirty
days after the purchaser receives the goods. In some businesses
the cash isn’t due for even longer periods. Sales in this state of

limbo, where the cash is due, are called receivables. This is
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money that is owed the company. Since a certain percentage
of purchasers that were sold goods will not pay, an estimated
amount for bad debts is deducted from the Receivables, which
gives us Net Receivables.

Receivables less Bad Debts equals Net Receivables.

Met Receivables as a stand-alone number tells us very lit-
tle about the company’s long-term competitive advantage.
However, it does tell us a great deal about different companies
within the same industry. In very competitive industries, some
companies will attempt to gain an advantage by offering bet-
ter payment terms—instead of 30 days, they may give vendors
120 days. This will cause an increase in sales and an increase
in receivables.

If a company is consistently showing a lower percentage of
Met Receivables to Gross Sales than its competitors, it usually
has some kind of competitive advantage working in its favor
thar the others don't have.
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CHAPTER 27

Preraip ExreEnNseEs/OTHER

CURRENT ASSETS

Balance Sheet/ Assets

(% in millions)

Cash & Short-Term Investments 54,208

Total Inventory 2220

Total Receivables, Met 1317
-+ Prepaid Expenses 2,260
-+ Other Current Assets, Total 0

Total Current Assets $12.,005

Bus:inesses sometimes pay for goods and services that they
will receive in the near future, although they have not yet
taken possession of the goods or received the benefits of the

service. Even though the goods or services have not been
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received, they are paid for, so they are assets of the business.
They are noted as current assets in the account for prepaid
expenses. Insurance premiums for the year ahead, which are
paid in advance, would be one such prepaid expense. Prepaid
expenses offer us little information about the nature of the
business, or about whether it is benefiting from having a
durable competitive advantage.

Other current assets are non-cash assets that are due
within the vear but are not as yet in the company’s hands.
These include such things as deferred income tax recoveries,

which are due within the year, but aren’t cash in hand just vet.
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CHAPTER 28

ToraL CURRENT ASSETS AND

THE CurrenNT RaTIiO

Balance Sheet/ Assets
(% in millions)

Cash & Short-Term Investments 4,208

Total Inventory 2210
Total Receivables, Met 1317
Prepaid Expenses 2,260
Other Current Assets, Toral 0
+ Total Current Assers 312,005

Icrta.l Current Assets is a number that has long played an
important role in financial analysis. Analysts have tradition-
ally argued that subtracting a company’s current liabilities

from its current assets gives them an idea whether the com-
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pany can meet its short-term debt obligations. They developed
the current ratio, which is derived by dividing current assets by
current liabilitiesy the higher the ratio is, the more liquid the
company. A current ratio of over one is considered good, and
anything below one bad. If it is below one, it is believed that
the company may have a hard time meeting its short-term
obligations to its creditors.

The funny thing about a lot of companies with a durable
competitive advantage is that quite often their current ratio
is below the magical one. Moody's comes in at .64, Coca-
Cola at .95, Procter 8 Gamble at .82, and Anheuser-Busch
at .88, Which, from an old-school perspective, means that
these companies might have difficulties paying current liabil-
ities. What is really happening is that their earning power is
sa strong they can easily cover their current liabilities. Also,
as a result of their tremendous earning power, these compa-
nies have no problem tapping into the cheap, short-term
commercial paper market if they need any additional short-
term cash.

Because of their great earning power, they can also pay out
generous dividends and make stock repurchases, both of
which diminish cash reserves and help pull their current ratios
below one. But it is the consistency of their earning power,
which comes with having a durable competitive advantage,
thar ensures they can cover their current liabilities and not fall

prey to the vicissitudes of business cycles and recessions.
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In short, there are many companies with a durable com-
petitive advantage that have current ratios less than one. Such
companies create an anomaly that renders the current ratio
almost useless in helping us identify whether or not a com-

pany has a durable competitive advantage.
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CHAPTER 219

PrROPERTY, PLANT, AND EQUIPMENT:
For WARREN NoT Having THEM

Can BE A Goobp THING

Balance Sheet/Assets

(% in millions)

Total Current Assets $12.005
+ Property/Plant/Equipment 8,493

Goodwill, MNet 4346

Intangibles, MNet T.BR3

Long-Term Investments T PET

Other Long-Term Assets 2675

Other Assers 0

Total Assets £43.059

A company’s property, its manufacturing plant and equip-

ment, and their collective value are carried on the balance
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sheet as an asset. They are carried at their original cost, less
accumulated depreciation. Depreciation is what occurs as the
plant and equipment wear out little by little; every vear, a
charge is taken against the plant and equipment.

Companies that don't have a long-term competitive advan-
tage are faced with constant competition, which means they
constantly have to update their manufacturing facilities to try
to stay competitive, often before such equipment is worn out.
This, of course, creates an ongoing expense thar is often quite
substantial, and keeps adding to the amount of plant and
equipment the company lists on its balance sheet.

A company that has a durable competitive advantage
doesn’t need to constantly upgrade its plant and equipment to
stay competitive. Take the brand name gum manufacturer
Wrigley. It builds a plant that makes chewing gum, and it doesn't
have to update the plant and equipment until they wear out.

So the company that has a durable competitive advan-
tage replaces its plant and equipment as they wear out,
while the company that doesn’ have a durable competitive
advantage has to replace its plant and equipment to keep
pace with the competition.

A company with a durable competitive advantage will be
able to finance any new plants and equipment internally. But
a company that doesn't have a competitive advantage will be
forced to turn to debt to finance its constant need to retool its

plants to keep up with the competition.
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We see this when we take a company with a long-term
competitive advantage like Wrigley, which has plant and
equipment worth $1.4 billion, carries $1 billion in debt, and
earns in the neighborhood of $500 million per vear. Compare
Wrigley with a company without a durable competitive advan-
tage, like GM, which has plant and equipment valued at $356
billion, carries $40 billion in debt, and has lost money for the
last two years.

Chewing gum is not a product that changes much, and
Wrigley's brand name ensures a competitive advantage over
its rivals. But GM must compete head-on with every car man-
ufacturer on the planet, and its product mix constantly has to
be upgraded and redesigned to stay ahead of the competition.
This means that GM's plants have to regularly be retooled to
produce the new products.

Making chewing gum is a much better and a far more
profitable business for shareholders than making cars. Con-
sider this: $100,000 invested in Wrigley back in 1990 would
be worth approximately $547,000 in 2008, But $100,000
invested in GM back in 1990 would be worth approximately
$97,000 in 2008, This equates to a difference of $460,000 in
Wriglev's shareholders’ favor. They have happily chewed their
way to riches, while GM's shareholders have watched their
fortunes drive off a cliff.

As Warren says, producing a consistent product that

doesn't have to change equates to consistent profits. The con-



sistent product means there is no need to spend tons of money
upgrading the plant and equipment just to stay competitive,
which frees up tons of money for other money-making ven-
tures. To get rich, we first have to make money, and it helps if
we make lots of money. One of the ways to make lots of
money is not having to spend a ton of money keeping up with
the Joneses.
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CHAPTER 30

GoopwiILL

Balance Sheet/ Assets

[ in millions)

Total Current Assets £12,005

Property/Plant/Equipment 2,493
—+ Goodwill, Met 4246

Intangibles, Net 7863

Long-Term Investments 77

Other Long-Term Assets 2675

Total Assets $43,059

: E hen Exxon buys XYZ oil company and Exxon pays a
price in excess of XYZ's book value, the excess is recorded
on Exxon's balance sheet under the heading of Goodwill.

Buy a lot of companies for a price in excess of their book
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value, and we end up with a lot of goodwill on our balance
sheet.

Goodwill used to be written off against the earnings of the
business through a process of amortization, which caused a
yearly charge against earnings on the income statement under
the title of amortization of goodwill. In the modern age, the
FASE (Financial Accounting Standards Board) decided that
goodwill wouldn't have to be amortized unless the company
that the goodwill was atrached to was actually depreciating in
value.

Whenever we see an increase in goodwill of a company
over a number of vears, we can assume that it is because the
company is out buyving other businesses. This can be a good
thing if the company is buying businesses thar also have a
durable competitive advantage. If the goodwill account stays
the same year after year, that is because either the company is
paving under book value for a business or the company isn't
making any acquisitions.

Businesses that benefit from some kind of durable compet-
itive advantage almost never sell for below their book value.
We sav almost never, but occasionally it does happen, and
when it does, it can be the buying opportunity of a lifetime.
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CHAPTER 31

INTANGIBLE ASSETS:

MeasurinGg THE UNMEASURABLE

Balance Sheet/ Assets

(% in millions)

Total Current Assets £12,005

Property/Plant Equipment 8,493

Goodwill, Net 4 46
-+ Intangibles, Net 7.863

Long-Term Investments TITE

Other Long-Term Assets 2675

Total Assets £43,059

Imangib]e assets are assets we can't physically touch; these
include patents, copyrights, rademarks, franchises, brand

names, and the like. A long time ago, a company could slap on
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to its intangibles any old valuation it thought it could get away
with. Which made for some very interesting valuations and
many abuses. In the current era, companies are not allowed to
carry internally developed intangible assets on their balance
sheets. That's put an end to watering the balance sheet with
fantasy valuations for intangible assets.

However, intangible assets that are acquired from a third
party are carried on the balance sheet at their fair value. If an
asset has a finite life—as a patent does—it is amortized over
the course of its useful life with a yearly charge made to the
income statement and the balance sheet.

An odd thing occurs with companies that benefit from a
durable competitive advantage. Take the Coca-Cola Company
for an example. Coke’s brand name is worth in excess of $100
billion, yet because it is an internally developed brand name,
its real value as an intangible asset is not reflected on Coca-
Cola's balance sheet. The same thing applies to Wrigley, Pepsi
Co., McDonald’s, and even Wal-Mart. Each of these compa-
nies benefits from having durable competitive advantage tied
directly to its name; vet the value of their greatest asset, their
name, isn't recognized on their balance sheets.

This is one of the reasons that the durable competitive
advantage's power to increase sharcholders’ wealth has
remained hidden from investors for so long. Short of compar-
ing ten years” worth of income statements, investors have had

no way of knowing it was there, or knowing of its potential
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for making them superrich. This is how Warren was able to
take large positions in such visible companies, like Coca-Cola,
with the whole world watching. Yet the whole world had no
clue why he was doing it. Coke was too pricey to make any
sense to the value investors that followed Graham, and its
price wasn’t volatile enough to be interesting to Wall Street
traders. What Warren could see, that no one else could, was
Coke’s durable competitive advantage and the long-term earn-
ing power that came with it. Earning power that, over time,

would help make him the richest man in the world.
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CHAPTER 32

Long-TErRM INVESTMENTS:
(NE OF THE SECRETS TO

WARREN'S SUCCESS

Balance Sheet/Assets

(% in millions)

Total Current Assets $12.005

Property/Plant/Equipment 8,493

Goodwill, Net 4246

Intangibles, Met 7863
—+ Long-Term Investments TTET

Other Long-Term Assets 2675

Total Assets $43.059

Ihis is an asset account on a company’s balance sheet,

where the value of long-term investments {longer than a year),
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such as stocks, bonds, and real estate is recorded. This account
includes investments in the company's affiliates and sub-
sidiaries. What is interesting about the long-term investment
account is that this asset class is carried on the books at their
cost or market price, whichever is lower. But it cannot be
marked to a price above cost even if the investments have
appreciated in value. This means that a company can have a
very valuable asset that it is carrying on its books at a valua-
tion considerably below its market price.

A company’s long-term investments can tell us a lot about
the investment mind-set of top management. Do they invest in
other businesses that have durable competitive advantages, or
do they invest in businesses that are in highly competitive mar-
kers? Sometimes we see the management of a wonderful busi-
ness making huge investments in mediocre businesses for no
other reason than they think big is better. Sometimes we see
some enlightened manager of a mediocre business making
investments in companies that have a durable competitive
advantage. This is how Warren built his holding company
Berkshire Hathaway into the empire that it is today. Berkshire
was once-upon-a-time a mediocre business in the highly com-
petitive textile industry. Warren bought a controlling interest,
stopped paving the dividend so cash would accumulate, and
then took the company’s working capital and went and
bought an insurance company. Then he took the assets of the
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insurance company and went on a forty-year shopping spree
for companies with a durable competitive advantage.

Kiss even a frog of a business enough times with a durable
competitive advantage and it will turn into a prince of a busi-
ness.

Or, as in Warren’s case, $60 billion, which is what his

stock in Berkshire is now worth.
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CHAPTER 313

OTHER LonGg-TERM AsSSETS

Balance Sheet/Assets

[ in millions)

Total Current Assets £12,005

Property/Plant/Equipment 2,493

Goodwill, Met 4246

Intangibles, Net 7863

Long-Term Investments 77
-+ Other Long-Term Assets 2675

Total Assets $43,059

Tl:ink of “other long-term assets™ as a giant pool of long-
term assets—assets that have useful lives of greater than a
vear—that didn’t make it into the categories of Property and
Equipment, Goodwill, Intangibles, and Long-Term Invest-
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ments. An example of Other Long-Term Assets would be pre-
paid expenses and tax recoveries that are due to be received in
the coming years.

There is little that Other Long-Term Assets can tell us
about whether or not the company in question has a durable
competitive advantage. So let’s move on.
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CHAPTER 34

ToTAL ASSETS AND

THE RETURN oN ToTaL AssETs

Balance Sheet/ Assets

(% in millions)

Total Current Assets £12,005

Property/Plant Equipment 8,493

Goodwill, Net 4 46

Intangibles, Net 7.863

Long-Term Investments TITE

Other Long-Term Assets 2675
-+ Total Assets £43,059

Add CUrrent assets to long-term assets, and we get the
company’s total assets. [ts total assets will match its total lia-
bilities, plus shareholders’ equityv. They balance with each

other, which is why it is called a balance sheet.
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Total assets are important in determining just how efficient
the company is in putting its assets to use. To measure the
company’s efficiency, analysts have come up with the return on
asset ratio, which is found by dividing net earnings by total
assets,

Capital, however, always presents a barrier to entry into
any industry, and one of the things that helps make a com-
pany’s competitive advantage durable is the cost of the assets
one needs to get into the game. Coca-Cola has $43 billion in
assets and a return on assets of 12%; Procter & Gamble has
5143 billion in assets and a return on assets of 7%; and Altria
Group, Inc., has §52 billion in assets and a return on assets of
24%. But a company like Moody's, which has $1.7 billion in
assets, shows a 43% return on assets.

While many analysts argue that the higher the return on
assets the better, Warren has discovered that really high
returns on assets may indicate vulnerability in the durability of
the company’s competitive advantage. Raising $43 billion to
take on Coca-Cola is an impossible task—it’s not going to
happen. But raising $1.7 billion to take on Moody’s is within
the realm of possibility. While Moody's underlyving economics
is far superior to Coca-Cola’s, the durability of Moody's com-
petitive advantage is far weaker because of the lower cost of
entry into its business.

The lesson here is that sometimes more can actually mean

less over the long-term.
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CHAPTER 35

CURRENT LIABILITIES

Balance Sheet/Liahilities

(% in millions)

Accounts Payable £1,380
Accrued Expenses 5,535
Short-Term Debt 5,919
Long-Term Debt Due 133
Other Current Liabilities 258
Total Current Liabilities £13,225

Current liahbilities are the debts and obligations that the
company owes that are coming due within the fiscal vear. They
are found on the balance sheet under the headings of Accounts
Payable, Accrued Expenses, Short-Term Debt, Long-Term Debt
Coming Due, and Other Current Liabilities. Let's take a look at
them and see what they can tell us abour whether or not a com-

pany has a durable competitive advantage over its competitors.
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CHAPTER 38

AccounTs PAYABLE, ACCRUED EXPENSES,

AND OTHER CURRENT LIABILITIES

Balance Sheet/Liabilities
(% in millions)
—+ Accounts Payable §1,380
—+ Accrued Expenses 5,535
Short-Term Debt 5,019
Long-Term Debt Due 133
—+ Other Current Liabilities 258
Total Current Liabilities $13.225

A:cuunts payable is money owed to suppliers that have
provided goods and services to the company on credit. We
order 1,000 pounds of coffee, and they send it to us along with
a bill/invoice. The bill/invoice for the 1,000 pounds of coffee
is an account payable.

Accrued expenses are liabilities that the company has
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incurred, but has yet to be invoiced for. These expenses include
sales tax pavable, wages payable, and accrued rent pavable.
We hire someone and tell him that we will pay him at the end
of the month; each day that he works 'til the end of the month
is booked as an accrued expense.

Other debts is a slush fund for all short-term debts that
didn’t qualify to be included in any of the above categories.

Accounts Pavable, Accrued Expenses, and Other Debts
can tell us a lot about the current sitnation of a business, but
as stand-alone entries they tell us little about the long-term
economic nature of the business and whether or not it has a
durable competitive advantage. However, the amount of
short- and long-term debt that a company carries can tell a
great deal about the long-term economics of a business and
whether or not it has a durable competitive advantage.
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CHAPTER 37

SHORT-TERM DEBT:
How IT Can K1 A FiNaANCIAL

InsTITUTION

Balance Sheet/Liabilities

(% in millions)

Accounts Payable £1,380
Accrued Expenses 5,535
—+ Short-Term Debt 5,919
Long-Term Debt Due 133
Other Current Liabilities 258
Total Current Liahilities $13.225

Shurt-rerm debt is monev that is owed by the corporation
and due within the year. This includes commercial paper and
short-term bank loans. Short-term money historically has been
cheaper than long-term money. This means that it is possible



to make money borrowing short-term and lending it long-
term. We borrow short-term money at 5% and lend it long-
term for 7% —sounds easy enough. But the problem with this
strategy is that the money we borrowed is short-term money.
That means that we have to pay it back within the year, which
is easv enough to do—we just borrow more money short-term
to pay back the short-term debt that is coming due. In the
financial world, this is called “rolling over the debt.” And it all
works well until short-term rates jump above what we lent the
money long at, which was 7%. Sure, it seemed like a great idea
when short-term rates were 5%, but now that they have
jumped to 8%, we have to refinance our short-term debt at a
rate in excess of what we loaned it out at. And that does not
make us happy.

Another part of the short-term borrowing disaster equa-
tion is what happens if we lend all this money long-term, but
our creditors decide not to loan us any more money short-
term. Suddenly we have to pay back all that money we bor-
rowed short-term and lent long-term. But we don’t have it,
because we lent it long-term, which means that we won't get
paid back for many, many years.

This is what happened to Bear Stearns: They borrowed
short-term and bought mortgage-backed securities, using the
mortgage-backed securities as collateral for the short-term
loans. But one day their creditors woke up and said, “We don't

think the collateral is worth what you guys told us it was
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worth, so we don't want to lend you any more money and we
want to collect the money we did loan vou.” Not a good posi-
tion for Bear Stearns to be in.

The smartest and safest way to make money in banking is
to borrow it long-term and lend it long-term. That's why
banks are always trying to lock us into those five- and ten-year
CDs. It is not the fast and easy money of borrowing short-
term and lending it long, but it is a saner and far more conser-
vative way to make money. Which is what we want in a bank
and a banker—sanitw.

When it comes to investing in financial institutions Warren
has always shied away from companies that are bigger bor-
rowers of short-term money than of long-term money. War-
ren’s favorite, Wells Fargo, has 37 cents of short-term debr for
every dollar of long-term debt. But an aggressive bank, like
Bank of America N.A., has 52.09 of short-term debt for every
dollar of long-term debt. And while being agpressive can mean
making lots of money over the short-term, it has often led to
financial disasters over the long-term. And one never gets rich
being on the downside of a financial disaster.

In troubled financial times it is the stable conservative
banks like Wells Fargo that have the competitive advantage
over the go-go aggressive banks that have gotten themselves
into trouble. The “durability™ equates with the stability that
comes with being conservative. It has money when the others

have losses, which creates opportunity. Aggressive borrowers
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of short-term money are often at the mercy of sudden shifts in
the credit markets, which puts their entire operation at risk
and equates with a loss of any kind of durability in their busi-
ness model. And in the business world durability of a compet-
itive advantage is a lot like virginity—easier to protect than it
is to get back.
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CHAPTER 3§

Long-TerMm DesT ComMming DuE

AND THE TrRousLEs IT Can CausE

Balance Sheet/Liahilities

(% in millions)

Accounts Payable 51,380
Accrued Expenses 3,535
Short-Term Debt 5,919
—+ Long-Term Debt Due 133
Other Current Liabilities 258
Total Current Liahilities 313,225

Ti‘lis chapter concerns long-term debt thar is coming due
and has to be paid off in the current year. Long-term debt is
not a yearly current liability for most businesses. However, a
few very large corporations do have some portion of their

long-term debt coming due on a yearly basis. Where it can cre-



ate problems is when some companies lump it in with short-
term debt on the balance sheet, which creates the illusion that
the company has more short-term debr than it really does.

As a rule, companies with a durable competitive advantage
require little or no long-term debt to maintain their business
operations, and therefore have little or no long-term debt ever
coming due. So if we are dealing with a company that has a lot
of long-term debt coming due, we probably aren’t dealing with
a company that has a long-term competitive advantage.

Any time we are buying into a company that has a durable
competitive advantage but has been going through troubled
times due to a one-time solvable event—like a subsidiary ina
different business bleeding cash—it is best to check the hori-
zon and see how much of the company’s long-term debt is due
in the vears ahead. Too much debt coming due in a single vear
can spook investors, which will give us a lower price to buy
in at.

With a mediocre company that is experiencing serious
problems, too much debt coming due in a current year can
lead to cash flow problems and certain bankruptey, which is
also certain death to our investment.

And having dving investments is not how we get rich.
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CHAPTER 39

TorAL CURRENT LIABILITIES

AND THE CurrenNT RaTIiO

Balance Sheet/Liahilities

(% in millions)

Accounts Payable 51,380
Accrued Expenses 3,535
Short-Term Debt 5,919
Long-Term Debt Due 133
Other Current Liabilities 258
+ Total Current Liabilities 313,225

B}' dividing Total Current Assets by Total Current Liabili-
ties, one can determine the liquidity of the company—the
higher the current ratio, the more liquid the company is, and
the greater its ability to pay current liabilities when they come
due. A current ratio of over one is considered good, and any-
thing below one, bad. If it is below one, it is thought that the
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company might have a hard time meeting its short-term obli-
gations to its creditors. But, as we discussed in Chapter 28,
companies with a durable competitive advantage often have
current ratios under one. What causes this anomaly is the
immense earning power the durable competitive advantage
creates. In short, you have a current economic picture that
doesn't require the *liquidity cushion™ that a company with
poorer economics needs. {For a more in-depth discussion,
please refer back to Chapter 28.) While the current ratio is of
great importance in determining the liquidity of a marginal-to-
average business, it is of little use in telling us whether or not
a company has a durable competitive advantage.
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company might have a hard time meeting its short-term obli-
gations to its creditors. But, as we discussed in Chapter 28,
companies with a durable competitive advantage often have
current ratios under one. What causes this anomaly is the
immense earning power the durable competitive advantage
creates. In short, you have a current economic picture that
doesn't require the *liquidity cushion™ that a company with
poorer economics needs. {For a more in-depth discussion,
please refer back to Chapter 28.) While the current ratio is of
great importance in determining the liquidity of a marginal-to-
average business, it is of little use in telling us whether or not
a company has a durable competitive advantage.
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CHAPTER 40

Long-TeErm DEBT:
SoMETHING THAT GREAT COMPANIES

Down’t HaveE A Lot OF

Balance Sheet/Liahilities

(% in millions)

Total Current Liabilities $13.22%
+ Long-Term Debt 3277
Deferred Income Tax 1,890
Minority Interest 0
Other Liabilities 3,133
Total Liabilities $21,525

Lnng-ten‘n debt means debt that matures any time out past
a year. On the balance sheet it comes under the heading of
long-term liabilities. If the debt comes due within the year, it
is short-term debt and is placed with the company’s current
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liabilities. In Warren's search for the excellent business with a
long-term competitive advantage, the amount of long-term
debr a company carries on its books tells him a lor about the
economic nature of the business.

Warren has learned that companies that have a durable
competitive advantage often carry little or no long-term debt
on their balance sheets. This is because these companies are
so profitable that they are self-financing when they need to
expand the business or make acquisitions, so there is never a
need to borrow large sums of money.

Crme of the ways to help us identify the exceptional business,
then, is to check how much long-term debt it is carrying on its
balance sheet. We are not just interested in the current year;
we want to look at the long-term debt load that the company
has been carrying for the last ten years. If there have been ten
years of operations with little or no long-term debt on the com-
pany’s balance sheet it is a pood bet that the company has some
kind of strong competitive advantage working in its favor.

Warren's historic purchases indicate that on any given year
the company should have sufficient yearly net earnings to pay
off all of its long-term debt within a three- or four-year earn-
ings period. Long-term competitive advantage holders Coca-
Cola and Moody's could pay off all their long-term debt in a
single vear; and Wrigley and The Washington Post companies
can do it in two.

But companies like GM or Ford, both in the highly com-
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petitive auto industry, could spend every dime of net profit
they have earned in the last ten years and still not pay off the
massive amount of long-term debrt they carry on their balance
sheets.

The bottom line here is that companies that have enough
earning power to pay off their long-rerm debrt in under three
or four years are good candidates in our search for the excel-
lent business with a long-term competitive advantage.

But please note: Because these companies are so profitable
and carrving little or no debt, they are often the targets of
leveraged buvouts. This is where the buyer borrows huge
amounts of money against the cash flow of the company to
finance the purchase. After the leveraged buvout the business
is then saddled with large amounts of debt. This was the case
with the RJR/Nabisco buyout in the late 1980s.

If all else indicates that the business in question is a com-
panv with a durable competitive advantage, but it has a ton of
debt on its balance sheet, a leveraged buyout may have created
the debt. In cases like these the company’s bonds are often the
better bet, in that the company’s earning power will be focused
on paying off the debt and not growing the company.

The rule here is simple: Little or No Long-Term Debt
Often Means a Good Long-Term Bet.
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CHAPTER 41

DerFerRRED IncoMmE Tax, MinoriTY

INTEREST, AND OTHER LIABILITIES

Balance Sheet/Liabilities
($ in millions)
Total Current Liabilities 513,225
Long-Term Debt 3277

-+ Deferred Income Tax 1,820

-+ Minority Interest 1]

-+ Other Liahilities 3.133
Total Liabilities 21,525

|- 8|

Deferred Income Tax is tax that is due but hasn’t been
paid. This hgure tells us little about whether or not the com-
pany has a durable competitive advantage.

The Minority Interest entry on a balance sheet is far more

interesting. When the company acquires the stock of another,
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it books the price it paid for the stock as an asset under “long-
term investments.” But when it acquires more than 80% of
the stock of a company, it can shift the acquired company’s
entire balance sheet onto its balance sheet. The same with
the income statement. An example: Berkshire's acquisition of
90% of the Nebraska Furniture Mart. Because it acquired
more than 80% of the NFM, Berkshire could book 100% of
NFM’s income onto Berkshire’s income statement, and it could
add 100% of NFM’s assets and liabilities to its balance sheet.
What the Minority Interest entry represents is the value of the
10% of NFM that Berkshire does not own. This shows up as
a liability to balance the equation, since Berkshire booked
100% of NFM's assets and liabilities, even though it owns
only 90% of NFM. So what does this have to do with identi-
fying a company with a durable competitive advantage? Not
much, but it is interesting to know what matters and what
doesn’t in our search for the company with a durable compet-
itive advantage.

“Other Liabilities™ is a catchall category into which busi-
nesses pool their miscellaneous debt. It includes such liabilities
as judgments against the company, non-current benefits, inter-
est on tax liabilities, unpaid fines, and derivative instruments.
Mone of these helps us in our search for the durable competi-

tive advantage,



CHAPTER 42

ToTAL LIABILITIES AND THE

DEBT TO SHAREHOLDERS Equity RaTio

Balance Sheet/
Debt to Shareholders” Equity Ratio

(% in millions)

Total Current Liabilities 513,225
Long-Term Debt 3277
Deferred Income Tax 1,890
Minority Interest 0
Orther Liabilities 3133
+ Total Liabilities 321,525

T;tal liabilities is the sum of all the liabilities of the com-
pany. It is an important number that can be used to give us the
debt to shareholders’ equity ratio, which, with slight modifi-
cation, can be used to help us identify whether or nor a busi-

ness has a durable competitive advantage.
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The debt to shareholders” equity ratio has historically been
used to help us identify whether or not a company is using debt
to finance its operations or equity (which includes retained
earnings). The company with a durable competitive advantage
will be using its earning power to finance its operations and
therefore, in theory, should show a higher level of sharehold-
ers’ equity and a lower level of total liabilities. The company
without a competitive advantage will be using debt to finance
its operations and, therefore, should show just the opposite, a
lower level of shareholders’ equity and a higher level of total
liabilities.

The equation is: Debt to Shareholders’ Equity Ratio =
Total Liabilities = Shareholders® Equity.

The problem with using the debt to equity ratio as an iden-
tifier is that the economics of companies with a durable com-
petitive advantage are so great that they don’t need a large
amount of equitv/retained earnings on their balance sheets to
get the job done; in some cases they don't need any. Because of
their great earning power they will often spend their built-up
equity/retained earnings on buying back their stock, which
decreases their equity/retained earnings base. That in turn
increases their debt to equity ratio, often to the point that their
debt to equity ratio looks like that of a mediocre business—one
without a durable competitive advantage.

Moody’s, a Warren favorite, is an excellent example of this

phenomenon. It has such great economics working in its favor



thar it doesn’t need to maintain any shareholders’ equity. It
actually spent all of its shareholders’ equity on buving back its
shares. It literally has negative shareholders’ equity. This
means that its debt to shareholders’ equity ratio looks more
like that of GM—a company without a durable competitive
advantage and a negative net worth—than, sav, that of Coca-
Cola, a company with a durable competitive advantage.

However, if we add back into Moody’s shareholders’
equity the value of all the treasury stock that Moody has
acquired through stock buvbacks, then Moody's debt to
equity ratio drops down to .63, in line with Coke's treasury
share-adjusted ratio of .51. GM still has a negative net worth,
even with the addition of the value of its treasury shares,
which are nonexistent because GM doesn’t have the money to
buy back its shares.

It is easy to see the contrast between companies with a
durable competitive advantage and those without it when
we look at the treasury share-adjusted debt to shareholders’
equity ratio. Durable competitive advantage holder Procter
& Gamble has an adjusted ratio of .71; Wrigley, meanwhile,
has a ratio of .68—which means that for every dollar of
shareholders’ equity Wrigley has, it also has 68 cents in debt.
Contrast P& G and Wrigley with Goodyear Tire, which has
an adjusted ratio of 4.35, or Ford, which has an adjusted
ratio of 38.0. This means that for every dollar of sharehold-
ers’ equity that Ford has, it also has $38 in debt—which
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equates to $7.2 billion in shareholders’ equity and $275 bil-
lion in debt.

With financial institutions like banks, the ratios, on aver-
age, tend to be much higher than those of their manufacturing
cousins. Banks borrow tremendous amounts of money and
then loan it all back out, making money on the spread berween
what they paid for the money and what they can loan it out
for. This leads to an enormous amount of liabilities, which are
offset by a tremendous amount of assets. On average, the big
American money center banks have $10 in liabilities for every
dollar of shareholders’ equity they keep on their books. This
is what Warren means when he says that banks are highly
leveraged operations. There are exceptions though and one of
them is MG&.T Bank, a longtime Warren favorite. M&T has a
ratio of 7.7, which is reflective of its management's more con-
servative lending practices.

The simple rule here is that, unless we are looking at a
financial institution, any time we see an adjusted debt to share-
holders’ equity ratio below .80 (the lower the better), there is
a good chance that the company in question has the coveted
durable competitive advantage we are looking for.

And finding whar one is looking for is always a good
thing, especially if one is looking to get rich.



CHAPTER 413

SHAREHOLDERS Equity/Book VALUE

Balance Sheet/Sharcholders’ Equity

% in millions)

Total Liabilities $21.525
Preferred Stock 0
Common Stock 280
Additional Paid in Capital 7,378
Retained Earnings 36,235
Treasury Stock—Common -23.375
Other Equity [

—+ Total Shareholders’ Equity 21,744

Total Liabilities &
Shareholders” Equity £43,269

: E hen you subtract all your liabilities from all your assets
you get your net worth. If you take a company's total assets
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and subtract its total liabilities you get the net worth of the
company, which is also known as the shareholders’ equity or
book value of the business. This is the amount of money that
the company’s ownersfshareholders have initially put in and
have left in the business to keep it running. Shareholders’
Equity is accounted for under the headings of Capital Stock,
which includes Preferred and Commeon Stock; Paid in Capital,
and Rerained Earnings. Add together Total Liabilities and
Total Shareholders’ Equity and vou get a sum that should
equal Total Assets, which is why it is called a balance sheet—
both sides balance.

Why Shareholders’ Equity is an important number to us is
that it allows us to calculate the return on shareholders’ equity,
which is one of the ways we determine whether or not the
company in question has a long-term competitive advantage
working in its favor,

Let's check it out.



CHAPTER 44

PREFERRED AND COMMON STOCK:

ApprtioNAaL Paip 1n CAPITAL

Shareholders’ Equity

(% in millions)

—+ Preferred Stock 80
—+ Common Stock &80
-+ Additional Paid in Capital 7,378
Retained Earnings 36,235
Treasury Stock—Common =23.375
Other Equity 626

Total Shareholders’ Equity 51';1;?44

A company can raise new capital by selling bonds or stock
{equity) to the public. The money raised by selling bonds has
to be paid back at some point in the future. It is borrowed
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money. But when the company raises money selling preferred
or common stock (which is called “equity™) to the public, it
never has to be paid back. This money is the company’s for-
ever, to do with as it pleases.

Common stock represents ownership in the company.
Common stock owners are the owners of the company and
have the right to elect a board of directors, which, in turn, will
hire a CEQ to run the company. Common stockholders
receive dividends if the board of directors votes to pay them.
And if the entire company is sold, it is the common stockhold-
ers who get all the loot.

There is a second class of equity, called preferred stock.
Preferred shareholders don't have voting rights, but they do
have a right to a fixed or adjustable dividend that must be paid
before the common stock owners receive a dividend. Preferred
shareholders also have priority over common shareholders in
the event that the company falls into bankruprcy.

From a balance sheet perspective preferred and common
stocks are carried on the books at their par value, and any
money in excess of par that was paid in when the company
sold the stock will be carried on the books as “paid in capital.”
So if the company’s preferred stock has a par value of
$100/share, and it sold it to the public at $120 a share, a $100-
a-share will be carried on the books under preferred stock, and
$20 a share will be carried under paid in capital.

The same thing applies to common stock, with, say, a par



value of $1 a share. If it is sold to the public at $10 a share, it
will be booked on the balance sheet as 81 a share under com-
mon stock and $9 a share under paid in capital.

The odd thing about preferred stock is that companies that
have a durable competitive advantage tend not to have any.
This is in part because they tend not to have any debt. They
make so much money that they are self-financing. And while
preferred stock is technically equity, in that the original money
received by the company never has to be paid back, it func-
tions like debt in that dividends have to be paid out. But unlike
the interest paid on debt, which is deductible from pretax
income, the dividends paid on preferred stock are not
deductible, which tends to make issuing preferred shares very
expensive money. Because it is expensive money, companies
like to stay away from it if they can. 50 one of the markers we
look for in our search for a company with a durable compet-
itive advantage is the absence of preferred stock in its capital

structure.
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CHAPTER 45

ReTAINED EARNINGS:
WARREN"S SECRET FOR GETTING

SUPERRICH

Balance Sheet/Shareholders’ Equity

(% in millions)

Preferred Stock 50
Common Stock 280
Additional Paid in Capital 7,378
—+ Retained Eamings 36,235
Treasury Stock—Common —23,375
Other Equity 626

Total Shareholders’ Equity $21,744

At the end of the day, a company’s net earnings can either
be paid out as dividends or used to buy back the company's
shares, or they can be retained 1o keep the business growing.
When they are retained in the business, they are added to an
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account on the balance sheet, under shareholders’ equity,
called retained earnings.

If the earnings are retained and profitably put to use, they
can greatly improve the long-term economic picture of the
business. It was Warrens policy of retaining 100% of Berk-
shire’s net earnings that helped drive its shareholders’ equity
from $19 a share in 1965 to $78,000 a share in 2007.

To find the yearly net earnings that are going to be added
to the company’s retained earnings pool, we take the com-
pany's after-tax net earnings and deduct the amount that the
company paid out in dividends and the expenditures in buy-
ing back stock that it had during the year. In 2007 Coca-Cola
had after-tax net earnings of 5.9 billion and paid out in div-
idends and stock buybacks $3.1 billion. This gave the com-
pany approximately $2.8 billion in earnings, which were
added to the retained earnings pool.

Retained Earnings is an accumulated number, which means
that each year's new retained earnings are added to the total
of accumulated retained earnings from all prior vears. Like-
wise, if the company loses money, the loss is subtracted from
what the company has accumulated in the past. If the company
loses more money than it has accumulated, the retained earn-
ings number will show up as negative.

Out of all the numbers on a balance sheet that can help us
determine whether the company has a durable competitive

advantage, this is one of the most important. It is important
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in that if a company is not making additions to its retained
earnings, it is not growing its net worth. If it not growing its
net worth, it is unlikely to make any of us superrich over the
long run.

Simply put, the rate of growth of a company’s retained
earnings is a good indicator whether or not it is benefiting from
having a durable competitive advantage. Let's check out a few
of Warren’s favorite companies with a durable competitive
advantage: Coca-Cola has been growing its retained earnings
pool for the last Aive years at an annual rate of 7.9%, Wrigley
ata very chewy 10.9%, Burlington Northern Santa Fe Railway
at a smoking 15.6%, Anheuser-Busch at a foamy 6.4%, Wells
Fargo at a very bankable 14.2%, and Warren's very own Berk-
shire Hathaway at an outstanding 23%.

Mot all growth in retained earnings is due to an incremen-
tal increase in sales of existing products; some of it is due to
the acquisitions of other businesses. When two companies
merge, their retained earnings pools are joined, which creates
an even larger pool. As an example, Procter & Gamble, in
2005, saw its retained earnings jump from $13 billion to 531
billion when it merged with The Gillette Co.

Even more interesting is the fact that both General Motors
and Microsoft show negative retained earnings. General
Motors shows a negative number because of the poor econom-
ics of the auto business, which causes the company to lose bil-
lions. Microsoft shows a negative number because it decided
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that its economic engine is so powerful that it doesn’t need to
retain the massive amount of capital it has collected over the
years and has instead chosen to spend its accumulared retained
earnings and more on stock buybacks and dividend payments
to its shareholders.

Ome of the grear secrets of Warren's success with Berkshire
Hathaway is that he stopped its dividend payments the day
that he took control of the company. This allowed 100% of
the company’s vearly net earnings to be added into the retained
earnings pool. As opportunities showed up, he invested the
company’s retained earnings in businesses that earned even
more money, and that money was all added back into the
retained earnings pool and eventually invested in even more
monev-making operations. As time went on, Berkshire’s grow-
ing pool of retained earnings increased its ability to make more
and more money. From 1965 to 2007, Berkshire’s expanding
pool of retained earnings helped grow its pretax earnings from
$4 a share in 1965 to $13,023 a share in 2007, which equates
to an average annual growth rate of approximately 21%.

The theory is simple: the more earnings that a company
retains, the faster it grows its retained earnings pool, which, in
turn will increase the growth rate for furure earnings. The
catch is, of course, that it has to keep buying companies that
have a durable competitive advantage. Which is exactly what
Warren has done with Berkshire Hathaway. Berkshire is like a
goose that not only keeps laving golden eggs, but each one of
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those golden eggs hatches another goose with the golden
touch, and those golden geese lay even more golden eggs. War-
ren has discovered that if you keep this process going on long
enough, eventually you get to start counting your net worth in

terms of billions, instead of just millions.
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CHAPTER 46

TREASURY STOCK:*
WarreN Likes To SEe THIs ON THE

BarLanceE SHEET

Balance Sheet/Shareholders” Equity

(% in millions)

Preferred Stock 10
Common Stock 280
Additional Paid in Capital 7378
Retained Earnings 36,235
—+ Treasury Stock—Commen —23,375
Other Equity L2

Total Shareholders’ Equity ~ $21,744

*What s known as treasury stock in the United States is referred to as treasury
shares in the United Kingdom.



C E hen a company buys back its own shares, it can do two
things with them. It can cancel them or it can retain them with
the possibility of reissuing them later on. If it cancels them the
shares cease to exist. But if it keeps them, with the possibility
of reissuing them later on, they are carried on the balance
sheet under shareholders’ equity as treasury stock. Shares held
as treasury stock have no voting rights, nor do they receive
dividends and, though arguably an asset, they are carried on
the balance sheet at a negative value because they represent a
reduction in the shareholders’ equity.

Companies with a durable competitive advantage, because
of their great economics, tend to have lots of free cash that
they can spend on buying back their shares. Thus one of the
hallmarks of a company with a durable competitive advantage
is the presence of treasury shares on the balance sheet.

There are a several other financial dynamics to be aware
of regarding treasury shares. One is that when a company
buys its own shares, and holds them as treasury stock, it is
effectively decreasing the company’s equity, which increases
the company’s return on shareholders™ equiry. Since a high
return on shareholders’ equity is one sign of a durable compet-
itive advantage, it is good to know if the high returns on equity
are being generated by financial engineering or exceptional

business economics or because of a combination of the two.
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To see which is which, convert the negative value of the treas-
ury shares into a positive number and add it to the sharehold-
ers’ equity instead of subtracting it. Then divide the company’s
net earnings by the new total shareholders’ equity. This will
give us the company’s return on equity minus the effects of
financial engineering.

Also, in the United States, in determining whether or not
the personal holding company tax applies, treasury shares are
not part of the pool of the outstanding shares, when it comes
to determining control of the company. Unscrupulous types
will represent to the IRS that they only own 49% of all out-
standing shares. But if they subtract the treasury shares, as the
law savs they should, they really control in excess of 50%,
which gives them control of the business and potentally
makes them liable to the personal holding company tax.

Let us leave this chapter with a simple rule: The presence
of treasury shares on the balance sheet, and a history of buy-
ing back shares, are good indicators that the company in ques-

tion has a durable competitive advantage working in its favor.
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CHAPTER 47

RETURN ON SHAREHOLDERS EgquiTy:

Part ONE

Balance Sheet/Shareholders’ Equity

[§ in millions)

Preferred Stock 50
Common Stock 280
Additional Paid in Capital 7,378
Retained Earnings 36,235
Treasury Stock—Common -23.375
Other Equity 626
Total Shareholders’ Equity £21.744

Sharehnlders‘ equity is equal to the company’s total assets
minus its total liabilities. That happens to equal the total sums
of preferred and common stock, plus paid in capital, plus

retained earnings, less treasury stock.
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Shareholders’ equity has three sources. One is the capital
that was originally raised selling preferred and common stock
to the public. The second is any larer sales of preferred and
common stock to the public after the company is up and run-
ning. The third, and most important to us, is the accumulation
of retained earnings.

Since all equity belongs to the company, and since the
company belongs to the common shareholders, the equity
really belongs to the common shareholders, which is why it is
called shareholders’ equity.

MNow if we are shareholders in a company, we would be
very interested in how good a job management does at allocat-
ing our money, so we can earn even more. If they are bad at it
we won't be very happy and might even sell our shares and pur
our money elsewhere. But if they are really good at it we might
even buy more of the company, along with evervone else who
is impressed with management’s ability to profitably put share-
holders’ equity to good use. To this end, financial analysts
developed the return on shareholders’ equity equation to test
management’s efficiency in allocating the shareholders’ money.
This is an equation that Warren puts great stock in, in his
search for the company with a durable competitive advantape,
and it is the topic of our next chapter.
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CHAPTER 48

RETURN ON SHAREHOLDERS EgQuiTy:

ParT Two

Calcu]al‘iun: Wet Earnings divided by Shareholders® Equity
equals Return on Shareholders’ Equity.

What Warren discovered is that companies that benefit
from a durable or long-rerm competitive advantage show
higher-than-average returns on shareholders’ equity. Warren's
favorite, Coca-Cola, shows a return on shareholders’ equity of
30%; Wrigley comes in at 24%; Hershey's earns a delicious
33%; and Pepsi measures in at 34%.

Shift over to a highly competitive business like the air-
lines, where no one company has a sustainable competitive
advantage, and return on equity sinks dramatically. United
Airlines, in a year that it makes money, comes in at 15%, and
American Airlines earns 4%. Delta Air Lines and Northwest
don’t earn anything because they don't earn any money.

High returns on equity mean that the company is making

good use of the earnings that it is retaining. As time goes by,
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these high returns on equity will add up and increase the
underlying value of the business, which, over time, will even-
tually be recognized by the stock market through an increas-
ing price for the company's stock.

Please note: Some companies are so profitable that they
don’t need to retain any earnings, so they pay them all out to
the shareholders. In these cases we will sometimes see a nega-
tive number for shareholders’ equity. The danger here is that
insolvent companies will also show a negative number for
shareholders" equity. If the company shows a long history of
strong net earnings, but shows a negative shareholders’ equity,
it is probably a company with a durable competitive advan-
tage. If the company shows both negative shareholders’ equity
and a history of negative net earnings, we are probably deal-
ing with a mediocre business that is getting beaten up by the
competition.

So here is the rule: High returns on shareholders’ equiry
means “come play.” Low returns on shareholders’ equity
mean “stay away.”

Got it? Okay, let's move on.
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CHAPTER 49

Tue PROBLEM WITH LEVERAGE AND THE

Tricks It Can Pray oN You

Leverage is the use of debt to increase the earnings of the
company. The company borrows $100 million at 7% and puts
that money to work, where it earns 12%. This means that it
is earning 5% in excess of its capital costs. The result is that
£5 million is brought to the bottom line, which increases earn-
ings and return on equity.

The problem with leverage is that it can make the com-
pany appear to have some kind of competitive advantage,
when it in fact is just using large amounts of debt. Wall Street
investment banks are notorious for the use of very large
amounts of leverage to generate earnings. In their case they
borrow $100 billion at, let us say, 6% and then loan it our at
7%, which means that they are earning 1% on the $100 bil-
lion, which equates to §1 billion. If that $1 billion shows up
vear after vear, it creates the appearance of some kind of
durable competitive advantage, even if there isn't one.
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The problem is that while it appears that the investment
bank has consistency in its income stream, the actual source
that is sending it the interest payments may not be able to
maintain the payments. This happened in the recent subprime-
lending crisis that cost the banks hundreds of billions of dol-
lars. They borrowed billions at, say, 6% and loaned it our at
8% to subprime homebuyers, which made them a ton of
money. But when the economy started to slip, the subprime
homebuyers started to default on their mortgages, which
meant they stopped making interest payments. These sub-
prime borrowers did not have a durable source of income,
which ultimately meant that the investment banks didn’t
either.

In assessing the quality and durability of a company’s
competitive advantage, Warren has learned to avoid busi-
nesses that use a lot of leverage to help them generate earnings.
In the short run they appear to be the goose that lays the
golden eggs, but at the end of the day, they are not.
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THE CASH FLOW
STATEMENT

“There is a buge difference between the business that
grows and reguires lots of capital to do so and the

bustness that grows and doesn’t require capital.”

—Warren BurreTT






CHAPTER 50

THeE CasH FLow STATEMENT:
WHERE WARREN GOES TO

Fino THE CasH

Mast companies use what is called an Accrual Method
of accounting, as opposed to a Cash Method. With the
Accrual Method sales are booked when the goods go out the
door, even if the buyer takes years to pay for them. With a
Cash Method sales are only booked when the cash comes in.
Because almost all businesses extend some kind of credit to
their buyers, companies have found it more advantageous to
use the Accrual Method, which allows them to book the sales
on credit as income under accounts receivable on the income
statement.

Since the Accrual Method of accounting allows credir sales
to be booked as revenue it has become necessary for compa-
nies to keep separate track of the actual cash that flows in and
out of the business. To this end, accountants created the cash

flow statement.
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A company can have a lot of cash coming in through the
sale of shares or bonds and still not be profitable. (Similarly, a
company can be profitable with a lot of sales on credit and not
a lot of cash coming in.) The cash flow statement will tell us
only if the company is bringing in more cash than it is spend-
ing (“positive cash flow™) or if it is spending more cash than
it is bringing in {“negative cash flow™).

Cash flow statements are like income statements in that
they always cover a set period of time. Company accountants
generate one every three months and for the fiscal year.

The cash flow statement breaks down into three sections:

First, there is cash flow from operating activities: This area
starts with net income and then adds back in depreciation
and amortization. Though these are real expenses from an
accounting point of view, they don't eat up any cash, because
they represent cash that was eaten up years ago. What we end
up with is Total Cash from Operating Activities.

[$ in millions)

Met Income 55,981
Depreciation 1,163
Amortization 125
Total Cash from

Operating Activities £§7.269
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Next is cash flow from investing operations: This area
includes an entry for all capital expenditures made for that
accounting period. Capital expenditures is always a negative
number because it’s an expenditure, which causes a depletion
of cash.

Also included in this catepory is Total Other Investing
Cash Flow Items, which adds up all the cash that gets
expended and brought in from the buying and selling of
income-producing assets. If more cash is expended than is
brought in, it is a negative number. If more cash is brought in
than is expended, it is a positive number,

Both of these entries are added rogether to give us Total

Cash from Investing Activities.

{$ in millions)

Capital Expenditures 151,648)
Other Investing Cash Flow [tems {5.071)
Tatal Cash from Investing Activities ($6,719)

Finally, there is the section on cash flow from financing
activities: This measures the cash that flows in and out of a
company because of financing activities. This includes all out-
flows of cash for the payment of dividends. It also includes the

selling and buying of the company’s stock. When the company
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sells shares to finance a new plant, cash flows in to the com-
pany. When the company buys back its shares, cash flows out
of the company. The same thing happens with bonds: Sell a
bond and cash flows in; buy back a bond and cash flows out.
All three of these entries are then added together to provide
Total Cash from Financing Activiries.

{$ in millions)
Cash Dividends Paid i$3,149)
Issuance (Retirement) of Stock, Net (219

Issuance (Retirement) of Debt, Met 4.341
Total Cash from Financing Activities 53973

MNow if we add the Total Cash from Operating Activities,
with Cash for Investing Activities, together with the Total
Cash from Financing Activities, we get the company’s Net
Change in Cash.

{$ in millions)

Total Cash from Operating Activities 57,269
Total Cash from Investing Activities  {6,719]
Total Cash from Financing Activities 973
Net Change in Cash 51,523
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What Warren has discovered is that some of the informa-
tion found on a company’s cash flow statement can be very
useful in helping us determine whether or not the company in
question is benefiting from having a durable competitive
advantage. So let’s roll up our sleeves and dive into the cash
flow statement to see what Warren is seeing, as he searches for

the company that will make him his next billion.
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CHAPTER 51

CariTAL EXPENDITURES:
NoTt Having TaHeM Is ONE OF THE

SecrETs TO GETTING RICH

Cash Flow Statement

i$ in millions)
-+ Capital Expenditures (51,648}
Other Investing Cash Flow Items {5.071)

Tatal Cash from Investing Activities ($6,719)

Capiral expenditures are outlays of cash or the equivalent
in assets that are more permanent in nature—held longer than
a year—such as property, plant, and equipment. They also
include expenditures for such intangibles as patents. Basically

they are assets that are expensed over a period of time greater
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than a year through depreciation or amortization. Capital
expenditures are recorded on the cash flow statement under
investment operations.

Buying a new truck for your company is a capital expen-
diture, the value of the truck will be expensed through depre-
ciation over its life—let’s say six vears. But the gasoline used
in the truck is a current expense, with the full price deducted
from income during the current year.

When it comes to making capital expenditures, not all com-
panies are created equal. Many companies must make huge
capital expenditures just to stay in business. If capiral expen-
ditures remain high over a number of years, they can start to
have deep impact on earnings. Warren has said that this is the
reason that he never invested in telephone companies—the
tremendous capital outlays in building out communication net-
waorks greatly hamper their long-term economics.

As a rule, a company with a durable competitive advan-
tage uses a smaller portion of its earnings for capital expen-
ditures for continuing operations than do those without a
competitive advantage. Let’s look ar a couple of examples.

Coca-Cola, a long-time Warren favorite, over the last ten
vears earned a total $20.21 per share while only using $4.01
per share, or 19% of its total earnings, for capital expendi-
tures for the same time period. Moody's, a company Warren
has identified as having a durable competitive advantage,

earned $14.24 a share over the last ten vears while using a
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minuscule $0.84 a share, or 3% of its total earnings, for cap-
ital expenditures.

Compare Coke and Moody’s with GM, which over the
last ten years earned a total $31.64 a share after subtracting
losses, while burning through a whopping $140.42 a share in
capital expenditures. Or tiremaker Goodyear, which over the
last ten years earned a total of $3.67 a share after subtracting
losses and had total capital expenditures of $34.88 a share.

If GM used 444% more for capital expenditures than it
earned, and Goodyear used 950%, where did all that extra
money come from? It came from bank loans and from selling
tons of new debt to the public. Such actions add more debt to
these companies’ balance sheets, which increases the amount
of money they spend on interest pavments, which is never a
good thing,

Both Coke and Moody's, however, have enough excess
income to have stock buyback programs thar reduce the num-
ber of shares outstanding, while at the same time either reduc-
ing long-term debt or keeping it low. Both actions are big
positives to Warren, and both helped him identify Coca-Cola
and Moody’s as businesses with a durable competitive advan-
tage working in their favor.

When we look at capital expenditures in relation to net
earnings we simply add up a company’s total capital expendi-
tures for a ten-year period and compare the figure with the

company's total net earnings for the same ten-year period. The
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reason we look at a ten-year period is that it gives us a really
good long-term perspective as to what is going on with the
business.

Historically, durable competitive advantage companies
used a far smaller percentage of their net income for capital
expenditures. For instance, Wrigley annually uses approxi-
mately 49% of its net earnings for capital expenditures. Altria
uses approximately 20%; Procter & Gamble, 28%; Pepsico,
36%; American Express, 23%; Coca-Cola, 19%; and
Moody's, 5%.

Warren has discovered that if a company is historically
using 50% or less of its annual net earnings for capital expen-
ditures, it is a good place to look for a durable competitive
advanrage. If it is consistently using less than 25% of its net
earnings for capital expenditures, that scenario occurs more
than likely because the company has a durable competitive
advantage working in its favor.

And having a durable competitive advantage working in

our favor is what it is all about.
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CHAPTER 52

Stock Buysacks:
Warren's Tax-Free Way to INCREASE

SHARFHOLDER WEALTH

Cash Flow Statement
Financing Cash Flow Items

{$ in millions)

Total Cash Dividends Paid 1%$3,149)
-+ Issuance ( Retirement) of Stock, Met (219
Issuance (Retirement) of Debt, Net 4,341
Cash from Financing Activities 5973

In the above cash flow statement the company being exam-
ined paid out dividends of $3.149 million, bought back $219
million of its shares, and sold $4.341 million of new debt. All
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of this gave the company a net addition of $973 million in
cash from financing activities.

Companies that have durable competitive advantage
working in their favor make a ton of money, which creates the
lovely problem of having to do something with it. If they don’t
just want to sit on it, or they can’t reinvest it in the existing
business or find a new business to invest in, they can either
pay it out as dividends to their shareholders or use it to buy
back shares. Since shareholders have to pay income tax on the
dividends, Warren has never been too fond of using dividends
to increase shareholders® wealth. This doesn’t make anyone
happy. A neater trick thar Warren loves is to use some of the
excess money that the company is throwing off to buy back
the company’s shares. This reduces the number of outstanding
shares—which increases the remaining shareholders’ interest
in the company—and increases the per-share earnings of the
company, which eventually makes the stock price go up.

Let's look at an example: If the company earned $10 mil-
lion and has one million shares outstanding, it would have
earnings of $10 a share. If we increase the number of shares
outstanding to two million, the per-share earnings will drop to
£5 a share. Likewise, if we decrease the number of shares out-
standing to 500,000, we will increase the per-share earnings to
$20 a share. More shares outstanding means lower per-share
earnings, and lower shares outstanding means higher per-

share earnings. Thus if the company buys back its own shares
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it can increase its per-share earnings figure even though actual
net earnings don’t increase. The best part is that there is an
increase in the shareholders’ wealth thar they don’t have o
pay taxes on until they sell their stock. Think of it as the gift
that keeps on giving.

Warren is such a big fan of this bit of financial engineering
that he pushes the board of directors of all the excellent com-
panies he invests in to buy back shares instead of increasing
the dividend. He used it with GEICO, and he srill is using it
with The Washington Post Company.

To find out if a company is buying back its shares, go to
the cash flow statement and look under Cash from Investing
Activities. There you will ind a heading titled *Issuance
i Retirement) of Stock, Net.” This entry nets out the selling and
buying back of the company’s shares. If the company is buy-
ing back its shares year after year, it is a good bet that it is a
durable competitive advanrage that is generating all the extra
cash that allows it to do so.

In other words, one of the indicators of the presence of a
durable competitive advantage is a *history™ of the company

repurchasing or retiring its shares,
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VALUING THE COMPANY
WITH A DURABLE
COMPETITIVE ADVANTAGE

“I look for busingsses in which I think I can predict
what they're going to look like in ten to fifteen years’
time. Take Wrigley's chewing gum. I don't think the

Internet is going ta change how people chew gum.”

—Warren BurrerT






CHAPTER 513

WARREN's REvoLuTiONARY IDEA
ofF THE EqQuiTty BonD AnD How IT Has

Mape HiM SUPERRICH

In the late 1980s, Warren pgave a talk at Columbia Univer-
sitv about how companies with a durable competitive advan-
tage show such grear strength and predicrability in earnings
growth that growth turns their shares into a kind of equity
bond, with an ever-increasing coupon or interest pavment. The
“bond™ is the company’s sharesfequity, and the “couponfinter-
est payment” is the company’s pretax earnings. Not the divi-
dends that the company pays out, but the actual pretax
earnings of the business.

This is how Warren buys an entire business: He looks at
its pretax earnings and asks if the purchase is a good deal rel-
ative to the economic strength of the company’s underlying
economics and the price being asked for the business. He uses
the same reasoning when he is buying a partial interest in a

company via the stock market.
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What attracts Warren to the conceptual conversion of a com-
pany’s shares into equity/bonds is that the durable competitive
advantage of the business creates underlying economics thar are
so strong they cause a continuing increase in the company’s earn-
ings. With this increase in earnings comes an eventual increase in
the price of the company’s shares as the stock market acknowl-
edges the increase in the underlying value of the company.

Thus, at the risk of being repetitive, to Warren the shares
of a company with a durable competitive advantage are the
equivalent of equity/bonds, and the company’s pretax earn-
ings are the equivalent of a normal bond’s coupon or interest
pavment. But instead of the bond's coupon or interest rate
being fixed, it keeps increasing year after year, which naturally
increases the equity/bond’s value yvear after year.

This is what happens when Warren buys into a company
with a durable competitive advantage. The per-share earnings
continue to rise over ime—either through increased business,
expansion of operations, the purchase of new businesses, or
the repurchase of shares with money that accumulates in the
company's coffers. With the rise in earnings comes a corre-
sponding increase in the return that Warren is getting on his
original investment in the equity bond.

Let’s look at an example to see how his theory works.

In the late 1980s, Warren started buying shares in Coca-
Cola for an average price of $6.50 a share against pretax earn-

ings of $.70 a share, which equates to after-tax earnings of
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$.46 a share. Historically, Coca-Cola'’s earnings had been
growing at an annual rate of around 15%. Seeing this, War-
ren could argue that he just bought a Coca-Cola equity bond
that is paying an initial pretax interest rate of 10.7% on his
$6.50 investment. He could also argue that that vield would
increase over time at a projected annual rate of 15%.

Understand that, unlike the Graham-based value investors,
Warren is not saying that Coca-Cola is worth $60 and is trading
at $40 a share; therefore it is “undervalued.” What he is saving
is that at $6.50 a share, he was being offered a relactvely risk-free
initial pretax rate of return of 10.7%, which he expected to
increase over the next twenty vears at an annual rate of approx-
imately 15%. Then he asked himself if that was an attractive
investment given the rate of risk and return on other investments.

To the Graham-based value investors, a pretax 10.7% rate
of return growing at 15% a year would not be interesting since
they are only interested in the stock’s market price and, regard-
less of what happens to the business, have no intention of
holding the investment for more than a couple of years. Bur to
Warren, who plans on owning the equity bond for twenty or
more years, it is his dream investment.

Why is it his dream investment? Because with each vear
that passes, his return on his inital investment actually
increases, and in the later years the numbers really start to
pyramid. Consider this: Warren's initial investment in The
Washington Post Company cost him $6.36 a share. Thirty-four
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years later, in 2007, the media company is earning a pretax $54
a share, which equates to an after-tax return of $34 a share.
This gives Warren's Washington Post equity bonds a current
pretax yield of 849%, which equates to an after-tax yield of
534%. {And you were wondering how Warren got so rich!)

So how did Warren do with his Coca-Cola equity bonds?

By 2007 Coca-Cola’s pretax earnings had grown at an
annual rate of approximately 9.35% to $3.96 a share, which
equates to an afrer-tax $2.57 a share. This means that Warren
can argue that his Coke equity bonds are now paying him a
pretax return of $3.96 a share on his original investment of
$6.50 a share, which equates to a current pretax yield of 60%
and a current after-tax yield of 40%.

The stock market, seeing this return, over time, will even-
tually revalue Warren's equity bonds to reflect this increase in
value.

Consider this: With long-term corporate interest rates at
approximately 6.5% in 2007, Warren's Washington Post
equity bonds/shares, with a pretax $34 earnings/interest pay-
ment, were worth approximately $830 per equity bond/share
that year (§54 + .065 = $830). During 2007, Warren’s Wash-
ington Post equity bonds/shares traded in a range of berween
§726 and $885 a share, which is right about in line with the
equity bond’s capitalized value of $830 a share.

We can witness the same stock market revaluing phenom-
enon with Warren's Coca-Cola equity bonds. In 2007 they
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earned a pretax $3.96 per equity bond/share, which equates to
an after-tax $2.57 per equity bond/share. Capitalized at the
corporate interest rate of 6.5%, Coke's pretax earnings of
$3.96 are worth approximately $60 per equity bond/share
{$3.96 + .065 = $60). During 2007, the stock market valued
Coca-Cola berween $45 and 564 a share.

One of the reasons that the stock market eventually tracks
the increase in these companies’ underlyving values is that their
earnings are s0 consistent, they are an open invitation to a
leveraged buyout. If a company carries little debt and has a
strong earnings history, and its stock price falls low enough,
another company will come in and buy it, financing the pur-
chase with the acquired company’s earnings. Thus when inter-
est rates drop, the company’s earnings are worth more, because
they will support more debt, which makes the company’s
shares worth more. And when interest rates rise, the earnings
are worth less, because they will support less debt. This makes
the company’s stock worth less.

What Warren has learned is that if he buys a company
with a durable competitive advantage, the stock market, over
time, will price the company's equity bonds/shares at a level
that reflects the value of its earnings relative to the yield on
long-term corporate bonds. Yes, some days the stock market
is pessimistic and on others is full of wild optimism, but in the
end it is long-term interest rates thatr determine the economic

reality of what long-term investments are worth.
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CHAPTER 54

THE EvEr-INncrEAsSING YIELD
CREATED BY THE DURABLE

COMPETITIVE ADVANTAGE

I belabor the point, because it is definitely worth belabor-
ing, let’s look at a couple of Warren's other favorite durable
competitive advantage companies to see if the yields on their
equity bonds/shares have increased over time:

In 1998 Moody's’ reported after-tax earnings of $.41 per
share. By 2007 Moody’s after-tax earnings had grown to
$2.58 a share. Warren paid $10.38 a share for his Moody's
equity bonds, and today they are earning an after-tax yield of
24%, which equates to a pretax yield of 38%.

In 1998 American Express had after-tax earnings of $1.54
a share, By 2008 its afrer-tax earnings had increased ro $3.39
a share. Warren paid $8.48 a share for his American Express
equity bonds, which means they are currently yielding an
after-tax 40% rate of return, which equates o a 61% pretax

rate of return.
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Long-time Warren favorite Procter & Gamble earned an
after-tax $1.28 a share in 1998, By 2007 it had after-tax earn-
ings of $3.31 a share. Warren paid $10.15 a share for his
Procter & Gamble equity bonds, which are now vielding an
after-tax 32%, which equates to a pretax return of 49%.

With See’s Candy Warren bought the whole company for
$25 million back in 1972, In 2007 it had pretax earnings of
$82 million, which means his Sees equity bonds are now
producing an annual pretax yield of 328% on his original
investment.

With all these companies, their durable competitive advan-
tage caused their earnings to increase vear after vear, which, in
turn, increased the underlying value of the business. Yes, the
stock market may rake its own sweet time acknowledging this
increase, but it will eventually happen, and Warren has banked

on that “happening™ many, many times.



CHAPTER 55

More WAys To VALUE A
CoMPANY WITH A DURABLE

COMPETITIVE ADVANTAGE

As stated earlier, in 1987 Warren started buying shares in
Coca-Cola for an average price of $6.50 a share against pre-
tax earnings of $.70 a share; this equates to afrer-tax earnings
of §.46 a share. Historically, Coca-Cola's earnings had been
growing at an annual rate of around 10%.

Seeing this, Warren could argue that he had just bought a
Coca-Cola equity bond paying an initial pretax interest rate of
10.7% on his $6.50 investment. He could also argue that that
pretax vield would increase over time at a projected annual
rate of 10% (Coca-Cola’s average annual rate of earnings
growth for the ten years prior to 1987).

If, in 1987, he had projected out the earnings growth of
10% forward, he could have argued that by 2007 Coca-Cola
would have pretax per-share earnings of $4.35 and after-tax
earnings of $2.82 a share. This would mean that by 2007 his
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pretax return on his Coca-Cola equity bonds would grow to
66 %, which equates to an after-tax return of 43%.

So what was a pretax 66% return on a $6.50 equity bond
in 2007 worth in 19877 It depends on the discount rate that
we use. If we use 7%, which is right aboutr what long-term
rates were back then, we get a discounted back value of
approximately 17%. Multply 17% by the $6.50 a share he
was paving for and we would get §1.10 a share. Multiply
$1.10 by Coca-Cola’s 1987 F/E of 14 and we ger $15.40 per
share. Thus Warren could have argued in 1987 that he was
buying an equity bond for $6.50 a share, and that if he held
it for twenty years, its 1987 intrinsic value really would be
§15.40 a share.

By 2007 Coca-Cola’s pretax earnings had grown at an
annual rate of 9.35% to $3.96 a share, which equates to an
after-tax $2.57 a share. This means that Warren can argue that
his Coca-Cola equity bonds are now paying him a pretax
return of $3.96 a share on his original investment of $6.50 a
share, which equates to a current pretax vield of 60% and an
after-tax yield of 40%.

The stock market in 2007 valued Warren’s equity bonds at
between $435 and $64 a share. In 2007 Coca-Cola earned a
pretax $3.96 per equity bond/share, which equated to an after-
tax $2.57 per equity bond/share. Capitalized at the 2007 cor-
porate interest rate of 6.5%, Coca-Cola’s pretax earnings of

$3.96 a share are worth approximately 560 per equity
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bond/share ($3.96 + .065 = §60). This is in line with the 2007
stock market value at between 845 and $64 a share.

With the market valuing Warren's Coca-Cola equity bonds
at $64 a share in 2007, Warren could calculate that he has
been earning a tax-deferred annual compounding rate of
return of 12.11% on his original investment. Think of it as a
bond that paid an annual rate of return of 12.11% without
tax on the interest earned. Not only that: You got to reinvest
all those interest payments in more bonds that were paying
12.11%. Yes, someday vou will have to pay taxes when vou
sell yvour equity bonds, but if you don’t sell them you just keep
on earning 12.11% free of taxes vear after year after year. .. .

Don't believe it? Consider this: Warren has approximately
$64 billion in capital gains on his Berkshire stock and has yert
to pay a penny in taxes on it. The greatest accumulation of
private wealth in the history of the world and not a penny paid
to the taxman.

Does it get any better?
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CHAPTER 56

How WARREN DETERMINES THE RIGHT

Time To Buy A FanTasTic BusinEgss

In Warren's world the price you pay directly affects the
return on vour investment. Since he is looking at a company
with a durable competitive advantage as being a kind of
equity bond, the higher the price he pays, the lower his ini-
tial rate of return and the lower the rate of return on the
company’s earnings in ten years. Let’s look at an example: In
the late 1980s, Warren started buying Coca-Cola for an
average price of $6.50 a share against earnings of a 5.46 a
share, which in Warren's world equates to an initial rate of
return of 7%. By 2007 Coca-Cola was earning $2.57 a
share. This means that Warren can argue that his Coca-Cola
equity bond was now paying him $2.57 a share on his orig-
inal investment of $6.50, which equates to a return of
39.9%. But if he had paid $21 a share for his Coca-Cola
stock back in the late 1980s, his inidal rate of return would
have been 2.2%. By 2007 this would have grown only to
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12% ($2.57 + $21 = 12%), which is definitely not as attrac-
tive a number as 39.9%.

Thus the lower the price you pay for a company with a
durable competitive advantage, the better you are going to do
over the long-term, and Warren is all about the long-term.
However, these companies seldom, if ever, sell at a bargain
price from an old-school Grahamian perspective. This is why
investment managers who follow the value doctrine that Gra-
ham preached never own super businesses, because to them
these businesses are too expensive.

So when do you buy in to them? In bear markets for
starters. Though they mighe still seem high priced compared
with other “bear market bargains,” in the long run they are
actually the better deal. And occasionally even a company
with a durable competitive advantage can screw up and do
something stupid, which will send its stock price downward
over the short-term. Think New Coke. Warren has said thata
wonderful buying opportunity can present itself when a great
business confronts a one-time solvable problem. The key here
is that the problem is solvable.

When do you want to stay away from these super busi-
nesses? At the height of bull markets, when these super busi-
nesses trade at historically high price-to-earnings ratios. Even
a company that benefits from having a durable competitive
advantage can’t unmoor itself from producing mediocre
results for investors if they pay too steep a price for admission.
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CHAPTER 5§57

How WaARREN DeETERMINES IT IS

TiMmE TO SELL

In Warren's world vou would never sell one of these wonder-
ful businesses as long as it maintained its durable competitive
advantage. The simple reason is that the longer vou hold on
to them, the better vou do. Also, if at any time you sold one
these great investments, you would be inviting the taxman to
the party. Inviting the taxman to your party too many times
makes it very hard to get superrich. Consider this: Warren's
company has about $36 billion in capital gains from his
investments in companies that have durable competitive
advantages. This is wealth he hasn't yet paid a dime of tax on,
and if he has it his wav, he never will.

Still, there are times thar it is advantageous to sell one of
these wonderful businesses. The first is when you need money
to make an investment in an even better company at a better
price, which occasionally happens.

The second is when the company looks like it is going to
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lose its durable competitive advantage. This happens periodi-
cally, as with newspapers and television stations. Both of them
used to be fantastic businesses. But the Interner came along
and suddenly the durability of their competitive advantage
was called into question. A questionable competitive advan-
tage is not where you want to keep vour money long-term.
The third is during bull markets when the stock market,
in an insane buying frenzy, sends the prices on these fantas-
tic businesses through the ceiling. In these cases, the current
selling price of the company's stock far exceeds the long-
term economic realities of the business. And the long-term
economic realities of a business are like gravity when stock
prices climb up into the outer limits. Eventually they will
pull the stock price back down to earth. If they climb too
high, the economics of selling and putting the proceeds into
another investment may outweigh the benefits afforded by
continued ownership of the business. Think of it this way: If
we can project that the business we own will earn $10 mil-
lion over the next twenty years, and someone today offers
us $5 million for the entire company, do we take it? If we
can only invest the $5 million at a 2% annual compounding
rate of return, probably not, since the $3 million invested
today at a 2% compounding annual rate of return would be
warth only §7.4 million by year twenty. Not a great deal for
us. Bur if we could get an annual compounding rate of

return of 8%, our $5 million would have grown to $23 mil-
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lion by vear twenty. Suddenly, selling out looks like a real
sweet deal.

A simple rule is that when we see F/E ratios of 40 or more
on these super companies, and it does occasionally happen, it
just might be time to sell. But if we do sell into a raging bull
market, then we shouldn't go out and buy something else trad-
ing at 40 times earnings. Instead, we should take a break, put
our money into U.S, Treasuries and wait for the next bear
market. Because there is always another bear marker right
around the corner, just waiting to give us the golden opportu-
nity to buy into one or more of these amazing durable com-
petitive advantage businesses that will, over the long-term,
make us super superrich.

Just like Warren Buffert.
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APPENDIX

Model Balance Sheet of a Company with a
Dwrable Competitive Advantage

{§ in millions}

Assets

Cash & Short-Term Investments - 54,208
Total Inventory 1230
Tistal Receivablas, MNet 3317
Prepaid Expenses 21260
Othier okt i, Toal o
Tistal Currant Assets 12,005
Proparty/Plant/Equipment 5,493
Coodwill, Met 4246
Intangibles, Met 7,863
Long-Term Investments Frr
Other Long-Term Assets 21575
Oither Assets o
Tostal Assets £43.059

Liahilities

Accounts Payable 51,380
Accrued Expenses 5,535
Short-Term Debt 5,919
Long-Term Debt Due 133
Orther Current Liahilities 258
Tostal Current Liabilities 13,225
Long-Term Debt 3277
Deferred Income Tax 1,850
Minoricy Interest o
Other Liabilities 3,133
Total Liabilities £21,525
Sharcholders” Equity

Preferred Stock o
Common Stock 880
Additional Paid in Capital 7,378
Retained Earnings 36,235
Treasury Stock, Common  — 23,375
Oither Equity 626
Total Shareholders’ Equity 21,744
Tirtal Liakilities &

Shareholders Equity $43,269
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Model Balance Sheet of a Mediocre Company
without a Durable Competitive Advantage

{5 in millions)
Asscts Liahilities
Cash & Short-Term Investments 828,000 | Accounts Payahle £22 468
Ttal Inventory 10,190 | Accrued Expenses 5,758
Tostal Receivables, Mat 69787 | Short-Term Debt 32919
Prepaid Expenses 260 | Long-Term Debt Due 20
Orther Current Assats, Total 5 | Other Current Liabilities 238
Tostal Currant Assets 106,242 | Total Current Liabilities 62,323
Property/Plant/Equipment 40,012 | Long-Term Dieht 133,277
Goodwill, Mat 736 | Deferred Income Tax 5450
Intangibles, MNes 333 | Minority Interest o
Long-Term Investments 43,778 | Other Liabilities 3,133
Orther Long-Term Assets 22675 | Total Liabilities $204,623
Oithar Assets 5,076
Total Assets $220,852 | Sharcholders’ Equity
Preferred Stock 5130
Commaon Stock 480
Additional Paid in Capital 7,378
Retained Earnings 8,235
Treasury Stock, Common o
Oother Equity —414
Total Shareholders® Equity 16,229
Total Lizbilites &
Shareholders” Equity $220,352
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Model Income Statement of a Company
with a Durable Competitive Advantage

(5 in millions)

Revenue 528,857
Cost of Goods Sold 10,406
Gross Profit 18,451
Operating Expenses
Selling, General & Administration 10,200
Research & Development a
Depreciation 1,107
Operating Profit 7144
Interest Expense 456
Gain (Loss) 5ale Assers 1,275
Other 50
Income Before Tax 7913
Income Taxes Paid 2,769
Met Earnings $5,144
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Model Income Statement of a Company
without a Durable Competitive Advantage

(5 in millions)

Revenue £172,455
Cost of Goods Sold 142 587
Gross Profit 29 868
Operating Expenses
Selling, General & Administration 20,170
Research & Development 5,020
Depreciation &, 800
Operating Profit (Loss) (12,123)
Interest Expense 10,200
Gain (Loss) 5ale Assets 402
Other 5
Income Before Tax (Loss) {11,955}
Income Taxes Paid 0
Met Earnings 111,255}
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SELECT GLOSSARY OF TERMS

AAA rating: The highest rating that Standard & Poor's gives toa
company for its financial soundness.

It doesn't get any better than this. The company is golden if
it gets this rating.

accounts receivable: Money owed to the company for goods sold
that haven't been paid for yet.

Having lots of acconnts receivable is a good thing, but hav-
ing lots of cash is even better,

accumulated depreciation: The total of all depreciation, or
decreases in value, that has been charged against an asset.

Accowntants like to keep track of everything, including how
much things depreciate. Think of accumulated depreciation as a
very large trash can you can check fo find how much the com-
pany’s assets have depreciated.

amortization: Basically, the same as depreciation, but it applies to
intangible assets such as goodwill and patents.

Depreciation applics to tangible assets such as a manufactur-
ing plant. The problem with patents, for example, is that they
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don't really depreciate, so the cost of the patent is spread out

(mmortized) over a momber of years as a cost.

asset: Something that is owned by the business and is expected to
be used to generate future income.

Having lots of assets is a good thing. Having lots of assets
that produce lots of money is an even better thing.

balance sheet: A summary of a company’s assets, liabilities, and
ownership equity as of a specific date, such as the end of its fiscal
vear.

A balance sheet is often described as a snapshot of a com-
pany’s financial condition on a single day within the year. There
is no such thing as a balance sheet for a longer period of time. A
balance sheet tells you bow much you have and how much you
otwe. Subtract one from the other and you get how much you are
worth.

bond: A security that represents long-term debr.

Companies with durable competitive advantages don’t have
a lot of bonds because they wswally don’t bave a lot of debt. And
not having a lot of debt is a good thing.

book value: All of the company’s assets minus all of the company’s
liabilities. Divide this by the number of common shares ourstand-
ing, and vou get the per-share book value of the company.

Increasing book value is a good thing: decreasing book value
is @ bad thing.
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capital expenditures: The amount the company spends every year
on building new or upgrading old infrastructure.
Companies with a durable competitive advantage tend to

bave low capital expenditures.

cash flow: The amount of cash generated by the company during
a specific period. Cash flow for a company is tracked on the cash

flow statement.

common stock: Securities thar represent ownership in the busi-
ness. Holders of common stock are entitled to elect a board of
directors, receive dividends, and collect all the proceeds from the
sale of a company after all of its debts have been paid.

Warren got rich by buying the common stock of comparnies.

competitive advantage: An edge over competitors that allows the
company to make more money.

The more cash a company can generate, the happier its share-
holders. Warren is only interested in conpanies that bave a com-
petitive advantage that can be maintained over a long period of

time.

cost of goods sold: The cost of inventory sold during a specific
period. Or the cost of obtaining raw goods and making finished
products,

Low cost of goods sold relative to revenwe is a good thing,

high costs are a bad thing.



current assets: Assers—ihings of valwe—that are cash or are
expected to be converted into cash within a vear. These assets are
found on the balance sheet and include cash, cash equivalents,
accounts receivable, inventory, and prepaid expenses.

current liabilities: Money owed within a year.

current ratio: The ratio of current assets to current liabilities.
Current ratio is of little wse in the search for the company
with a durable competitive advantage.

depreciation: Tangible assets wear out as they are used. As they
wear out, a depreciation charge is taken againsr the asset.

durable competitive advantage: A competitive advantage over a
company’s competitors that it can maintain for a long period of
time.

This is the secret to Warren's success and the reason that you
are reading this book.

EBITDA: Earnings before interest, taxes, depreciation, and
amortization.

Comparnies that don’t make money love EBITDA. Warren
thinks that EBITDA is stupid. Whenever you hear management
talking in terms of EBITDA, it means that they don't have a
durable competitive advantage.

financial statement: The balance sheet, income statement, and

cash flow statement.
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This shows where all the poodies are kept, but you need to
see them from a mumber of years if you really want to tell what

i5 going of.

goodwill: The value of an asset in excess of the value that is car-
ried on the books.

The company has a per-share book valuwe of $10 and a selling
price of §15 a share. The 85 in excess of the book value is booked
as goodwill if the company was bought by another company.

gross margin: The ratio of toral profit to sales.
The higher the better. Companies with a durable competitive
advantage tend to bave bigh gross margins,

gross profit: Proceeds on product sales. Sales minus cost of goods
sold equals gross profit.
It’s good to bownce other numbers off the gross profit.

income statement: The statement that shows a company’s income
and expenses for a specific period.

A single year’s income statement tells us very little. We need
to check out five-to-ten years” worth of income statements if we
are really serions about finding out if the company has a durable

competitive advantage.

intangible assets: Assets such as patents and copyrights, which
can’t be physically touched, but can generate income.
Think of these as monopolies protected by law, which is a
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kind of durable competitive advantage. The only problens with
patents is that they eventually expire, or lose their protection.
When this bappens, any and every company in the world can
prodiece the product and the company loses the competitive
advantage the patent once provided. This is the reason why
Warren has historically stayed away from the drug manufac-

turers.

interest expense: The amount of money a company pays in inter-
est on both its long- and short-term debt.

Companies without a durable competitive advantage tend to
bave a lot of interest expense becanse they have a lot of debt.
Companies with a durable competitive advantage tend not to

bave any debt so they have little or no interest expense.

inventory: A company’s products that are either completed or in
some stage of completion and that will be sold to the company’s
CUSLOMETS,

If sales are decreasing and inventory is rising, watch out.

leverage: The amount of debt the company has in relation to the
shareholders’ equity.

The presence of a large amount of leverage over a long period
of time usnally means that the company doesn’t have a durable

campetitive advantage.

liabilities: The obligations the company has 1o pay others.
Liabilities are listed on the company’s balance sheet. They are
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not @ good thing to bave. A company should strive to have as few

as possible.,

long-term debt: Debt that has a maturity date of longer than one
year
Companies with a durable competitive advantage tend to

bave little or no long-term debt.

mediocre business: A company that doesn’t have a durable
competitive advantage and suffers the intense pressures of
competition.

This is the kind of company that will make you poor over the
fong run.

net income: The company’s profit after all costs, expenses, and
taxes are deducted from revenue.

The more net income, the better, The more consistent the net
income, the more likely the company bas a durable competitive
advantage.

operating expenses: Costs of running the business that are not
tied directly to the production costs of the company’s products.

Lowwer is better.

operating profit: The company’s earnings from ongoing opera-
tions. This is equal to earnings before deductions for interest pay-
ments and income taxes. Also called EBIT (earnings before

interest and taxes) or operating income.
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outstanding shares: Common stock held by investors. Does not
include treasury shares, but does include restricted shares owned
by corporate officers and insiders.

A dramatic increase in the number of shares outstanding over
a mumber of years without an increase in the company’s earnings
usrally means that the company is selling new shares to increase
its capital base to wmake up for the fact that it is a mediocre busi-

ness. Warren stays awway from mediocre businesses.

preferred stoclk: Capital stock that provides a specific dividend
and grants no voting rights.
Companies with a durable competitive advantage tend not

to have any preferred stock.

prepaid expense: A current asset that represents an expense that
was paid before or at the beginning of the accounting period in

which the benefit of the expense will be received.

research and development expense: The amount of money a com-
pany spends in a given period of time on producing and improv-
ing new products.

Companies with a durable competitive advantage tend to

have little or no research and development expenses.

retained earnings: Accumulated net earnings of the business that
have not been paid out as a dividend.
A solid long-term growth in retained earmings is one of the

marks of a company with a durable competitive advantage.
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return on equity: A company’s net income divided by its share-
holders’ equity.

This is one of the ways that Warren tells if the company has
a durable competitive advantage. The higher the better.

revenues: Money received or that is due from the sale of the com-
pany’s products or services.

Revenue is where it all starts, but it should never be used as
the only way to value a business, unless you work on Wall Street
and are trying to sell the public on a company that doesn't earn

aRY IORECY.

SGA costs: Selling, general, and administrative expenses, which
report the company’s costs for direct and indirect selling expenses
and all general and administrative expenses that were incurred
during the accounting period. This includes management salaries,
advertising, travel costs, legal fees, commissions, all payroll costs,

and the like.

Lower is better.

shareholders’ equity: The net worth of the business. Total assets
minus total liabilities equals shareholders’ equity.

treasury shares: What is known as treasury stock in the United
States is referred to as treasury shares in the United Kingdom.,

treasury stock: The company’s common stock that has been

repurchased by the company. Treasury stock grants no voting
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rights or the right to receive dividends and should not be included
in the outstanding shares calculations.

Having treasury stock tells us that the company just might
bave a durable competitive advantage.

undervalued company: A company that is selling in the stock
market at a price below its long-term worth as a business.

Benjamin Grabam bought undervalued companies and made
millions. Warren bought companies with a durable competitive
advantage and made billions.
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