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Figure I.1 Price Chart of Corning

the way up to $110. Then it started its decline. For a while I didn’t
budge, as I still had a sizable gain. Of course, it never went straight
down. It fluctuated. And these fluctuations gave me hope. It will come
back, I kept telling myself. Then, in 2001, as the bad news about the
telecom industry flooded in, the falling accelerated. By mid-2001,
I had lost half of my investment in the stock. I continued to ride the
rollercoaster all the way to the bottom.

My Oplink stock fared worse. I bought at the IPO, thinking it
would double in three months, as Wall Street predicted. It never did.
The price ofOplink almost never went above its IPOprice. Of course,
it, too, fluctuated and gave me hope.

It was painful to look at the balance of my brokerage account, so I
stopped checking. Instead, I started reading Peter Lynch’s Beating the
Street.1 I gradually realized that those fiber optics stocks were terrible
investments for me to make, so in the fourth quarter of 2002, I threw
in the towel and sold everything atmore than a 90 percent loss—right
when the prices bottomed and they actually became much better
investments, as I will explain in Chapter 2.

It took some 15 years for the Nasdaq index to return to where it
had been at its 2000 peak. As of June 2016, and even after so many
years, the Dow Jones U.S. Telecommunications Index is just above
50 percent of its 2000 apex.
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unsurprisingly, Lynch prefers companies with higher margins to
those with lower margins.6

“Companies That Have No Debt Can’t Go Bankrupt”

If earnings, earnings, earnings are the measure of a company’s
profitability, the above quote from Lynch references the financial
strength of a company, which is reflected on the company’s balance
sheet.

A company’s debt level is the most important factor when mea-
suring its financial strength. A company goes bankrupt if it cannot
service or repay its debt, even if it may have a lot of valuable assets.
A company’s debt level is closely related to the nature of the business
and its operations. For businesses that don’t need a lot of capital to
grow, the chance of accumulating a large debt load is small. One such
company is Moody’s. The credit rating agency is a favorite holding of
Buffett. Some companies need a lot of capital investment in their
operations and are therefore considered capital-intensive and asset
heavy, such as mining companies and utilities.

According to the debt loads of different companies, we can cate-
gorize them into four levels (A–D):

A. No debt

This type of company has no debt or minimal debt. One example is
ChipotleMexicanGrill. Chipotle has grown its earnings at 30 percent
a year without incurring any debt. These are the related balance sheet
items of Chipotle over the past five years (all numbers in millions):

Fiscal Period Dec2011 Dec2012 Dec2013 Dec2014 Dec2015

Cash, Cash Equivalents,
Marketable Securities

456 472 578 758 663

Current Portion of
Long-Term Debt

0.133 0 0 0 0

Long-Term Debt 3.5 0 0 0 0
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A large portion of Chipotle’s growth is from expanding into new
markets. A major risk for fast growers like Chipotle is expanding too
fast and then needing to borrow money to fund the growth. This
clearly wasn’t the case for Chipotle. If bought at a reasonable price,
which I will discuss in Chapter 5, this stock’s investment risk is low.

B. Some debt, but easily serviced by existing cash or operating cash flow

Most companies have some level of debt on their balance sheet.
A company may have a debt level that is less than its cash level and
can be paid off easily, for instance, Agilent Technologies, the maker
of test and measurement equipment. These are the related items
from its balance sheet and income statement; again, all numbers are
in millions:

Fiscal Year 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Cash 2262 1826 1429 2493 2649 3527 2351 2675 2218 2003
Current Portion
of Long-Term
Debt

0 0 0 1 1501 253 250 0 0 0

Long-Term Debt 1500 2087 2125 2904 2190 1932 2112 2699 1663 1655
Revenue 4973 5420 5774 4481 5444 6615 6858 6782 6981 4038
Operating
Income

464 584 795 47 566 1071 1119 951 831 522

Net Interest
Income

109 81 –10 –59 –76 –72 –92 –100 –104 –59

Agilent does have debt. In fact, as of October 2015, it had $1.65
billion of debt. But it also has more than $2 billion in cash. In prin-
ciple, it can pay off all its debt outright with the cash in the bank.
The company’s past operating results further confirm that it is in a
strong financial position. We can see that even during the economic
recession in 2008 and 2009, the company could easily service its debt
with its operating income. An investor should feel comfortable that
the company can manage its debt in the future.



Trim Size: 6in x 9in Tian c01.tex V1 - 03/07/2017 6:31am Page 6�

� �

�

6 Invest Like a Guru

Some companies may not have enough cash to pay off their debt
outright, but their operating cash flow can service their debt very
comfortably. An example of such a company is AutoZone:

Fiscal Year 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Cash 92 87 242 93 98 98 103 142 124 175
Current Portion
of Long-Term
Debt

0 16 0 0 48 34 80 206 217 41

Long-Term Debt 1857 1936 2250 2727 2882 3318 3718 4013 4142 4625
Revenue 5948 6170 6523 6817 7363 8073 8604 9148 9475 10187
Operating
Income

1010 1055 1124 1176 1319 1495 1629 1773 1830 1953

Net Interest
Income

–108 –119 –117 –142 –159 –171 –176 –185 –168 –150

AutoZone has always had much more debt than cash, but the
company could easily service its debt, as its operating income is many
times higher than the interest payment on its debt, during good times
and bad. Although it is not a balance sheet that an investor should
aim to have, it seems unnecessary to worry about the financial stability
of the company.

Closer examination reveals that the company has been using
the cash flow generated from operations to buy back shares, which
reduced the company’s cash balance.

C. Low interest coverage

While I like to eat Dunkin’ Donuts, I don’t like the company’s bal-
ance sheet. The company has far more debt than cash. Although the
same is true for AutoZone, Dunkin’s interest payment on its debt is
a much higher percentage of its operating income. During difficult
times like in 2009, the interest payment consumed more than half of
its operating income.
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These are related items fromDunkin’s balance sheet and income
statement:

Fiscal Year 2009 2010 2011 2012 2013 2014 2015

Cash 0 134 247 253 257 208 260
Current Portion of
Long-Term Debt

0 13 15 27 5 4 26

Long-Term Debt 0 1852 1458 1831 1826 1803 2428
Revenue 538 577 628 658 714 749 811
Operating Income 185 194 205 239 305 339 320
Net Interest Income –115 –113 –104 –73 –80 –68 –96

For starters, a company’s interest coverage is defined as the
ratio of its operating income over its interest expense on its debt. In
Dunkin’s case, for fiscal year 2015, it had $320 million in operating
income, but $96 million in interest expense. Therefore, the interest
coverage is 320/96 = 3.3.

A cautious investor should not feel comfortable holding the stock
of companies with this kind of balance sheet. An interest coverage
higher than 10 means that the operating income is more than ten
times the interest payment on the debt, which indicates that the com-
pany can easily service its debt. If another recession hits or if interest
rates go up, at least one of which will occur sooner or later, the earn-
ings of Dunkin’ will dramatically decrease. In the worst case, the
company may even have a hard time servicing its debt.

Dunkin’ Donuts is an example of a company with a weak balance
sheet and relatively poor financial strength.

D. Cannot service its debt

Companies with even worse balance sheets cannot pass the test of
bad times and are on their way to bankruptcy or have already gone
bankrupt. An example of such a company is SandRidge Energy. The
company always had a full load of debt on its balance sheet and far
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less cash. This is a similar situation to AutoZone, but SandRidge
Energy barely generated enough operating income to service its
interest payment for its debt even during good times, when the oil
price was at an all-time high. After oil prices collapsed in 2015, the
company was losing a major amount of money with operations and
had no way to service its debt. It filed for bankruptcy in May 2016.

Fiscal Year 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Cash 39 63 1 8 6 208 310 815 181 436
Current Portion
of Long-Term
Debt

26 15 17 12 7 1 0 0 0 0

Long-Term Debt 1041 1052 2359 2581 2902 2826 4301 3195 3195 3632
Revenue 388 677 1182 591 932 1415 2731 1983 1559 769
Operating
Income

37 187 –1338 –1605 –7 429 325 –169 590 –4643

Net Interest
Income

–16 –112 –143 –185 –247 –237 –303 –270 –244 –321

Investors should always avoid companies that have too much
debt. SandRidge was a company with $12 billion of market cap at its
peak, but SandRidge shareholders could have avoided their losses if
they had taken a look at its balance sheet and its earnings, earnings,
and earnings! I only feel comfortable investing in a company if its
operating income covers at least ten times the interest payment on
its debt, through good times and bad.

Again, as Lynch said, companies that have no debt can’t go
bankrupt. Oplink, the little fiber optics company whose stock I
bought during the tech bubble, lost money nine out of the first ten
years after it went public (2000–2009). The company went through
two recessions but survived both and did so simply because it didn’t
have debt. Oplink was later acquired by Koch Optics for $445
million. At the time of acquisition, the company had $40 million in
cash and no debt. The revenue had grown to $207 million a year,
but the company was still barely profitable. The bigger players in the
telecom market, such as Nortel, WorldCom, and Global Crossing,
are long gone and forgotten. Too much debt!
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is $100 – $60 = $40. The retailer has to pay business expenses such
as rent, salary, and Internet, which costs him $15. His operating
margin will be $40 – $15 = $25. So, the operating margin will be
$25/$100 = 25%. Operating margin is a good indication of how
profitable a business is.

Here are the operating margins (%) of Apple, Google, and
Moody’s:

Fiscal Year 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Apple 13% 18% 19% 27% 28% 31% 35% 29% 29% 30%
Google 33% 31% 30% 35% 35% 31% 25% 23% 25% 26%
Moody’s 62% 50% 43% 38% 38% 39% 39% 42% 43% 42%

Moody’s, over the past decade, has consistently had much higher
operating margins.

2. Low capex requirement and high returns on invested capital
An indication of companies that have low capital requirement is

that they have high capital turnover and can generate high returns
on invested capital. As a result, only a small portion of earnings has
to be reinvested in the business.

See’s Candy was earning $4 million a year in 1972. But by 2015
it had earned $1.9 billion, pretax. Better yet, its growth has required
added investment of only $40million.Overmore than 40 years under
the ownership of Berkshire Hathaway, See’s needed only $40 million
in capital expenditure and has earned Berkshire $1.9 billion. This
results in a ratio of capex/pretax income of just over 2 percent.

I have calculated the ratio of capex/pretax income of Moody’s,
Apple, and Google; the result:

Fiscal Year 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Apple 23% 20% 17% 10% 11% 22% 17% 18% 18% 16%
Google 47% 42% 40% 10% 37% 28% 24% 51% 63% 50%
Moody’s 2% 16% 12% 14% 11% 8% 4% 4% 5% 6%
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Clearly, Moody’s needs much less capital expenditure for its
growth than Apple and Google. The company only needs to buy
more furniture and computers for its growth. Capital spending
accounted for a mere 6 percent of its net income in 2015; the
remaining 94 percent can be used for rewarding shareholders in
dividends and share buybacks after paying tax.

Here are the returns on invested capital for these three
companies:

Fiscal Year 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Apple 192% 92% 70% 59% 38% 35% 40%
Google 76% 53% 46% 54% 62% 57% 44% 37% 34% 33%
Moody’s 11,770% 639% 267% 307% 219% 253% 280% 195% 158%

Though both Apple and Google had very high returns on
invested capital, Moody’s has been higher.

For starters, return on invested capital (ROIC)measures howwell
a company generates cash flow relative to the capital it has invested
in its business. The invested capital is the total of the shareholders’
equity and the debt less the cash it has. The higher ROIC is, the more
efficient the business is with its capital.

Moody’s is better than both Apple and Google in terms of eco-
nomic moat and capital requirement. But this doesn’t guarantee bet-
ter stock performance, even in the long term, because another factor
plays an important role. This constitutes the third characteristic for
wonderful companies: growth.

3. Profitable growth
This table represents the year-over-year earnings-per-share

growth rate (%) of the three companies. The last column is the
average growth rate over the past ten years.

Fiscal Year 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 Average

Apple 45% 73% 37% 69% 67% 83% 60% –10% 14% 43% 55%
Google 98% 34% 0% 53% 29% 13% 9% 18% 10% 9% 27%
Moody’s 40% 0% –28% –10% 27% 16% 22% 18% 28% 0% 19%
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investing.3 Deep-value investors try to buy the stock of a company
for a price that is discounted from the assessed value of the assets,
then wait for the gap between the price and the value to close.
Deep-value investors require a minimum gap between the price and
the assessed value in order to buy. This minimum gap is called the
margin of safety, which is important to protect investors from errors
occurring during the assessment of the value.

The idea is illustrated in Figure 2.1.
Over time, the gap between the price and the value may shrink,

and deep-value investors can profit from selling the stock at a higher
price, which might be closer to the value of the stock.

BenjaminGraham andWalter Schloss were deep-value investors.4

Graham said in his classic book, The Intelligent Investor, that to avoid
errors and ignorance, it is safer to have a diversified portfolio, which
may consist of more than a hundred companies.5 In assessing what
the stock is worth, or its value, deep-value investors focus on the bal-
ance sheet of the company and have no interest in its operations.
There are four ways to estimate the company’s value, depending on
how conservatively investors want to go with the valuation.

Tangible Book Value

In this approach, the company is only worth the value of its tangible
assets, such as cash, receivables, inventories, buildings, and equip-
ment after paying all the debt and other liabilities. Its intangible
assets, such as goodwill, patents, trademarks, brands, and business

price

margin
of 

safety

time

value

Figure 2.1 Value Investing and Margin of Safety
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nothing and the liabilities are paid in full. This is assuming that in a
fire-sale the value of the company is what is left for shareholders.

Net Cash

In the net cash valuation, only the cash and short-term investments
of the company are used for the calculation. Everything else is con-
sidered worth nothing:

Net-cash per share

= (Cash and short-term investments − Total liabilities

− Preferred stock)∕Shares outstanding

It seems inconceivable that anyone would sell a portion of a com-
pany at a price that is far below its liquidation value, but this does hap-
pen, especially during market panics. Even as of July 2016, the stock
market has reached an all-time high, yet some stocks are still sold at a
price far below their liquidation value. In the table below, I list some
of them. All numbers are per-share numbers for July 19, 2016.

Tangible
Book
Value NCAV

Net-Net
Working
Capital Net-Cash Price

Emerson Radio Corp. $ 1.99 $ 1.93 $ 1.75 $ 1.75 $ 0.68
Adverum Biotechnologies Inc. $ 8.92 $ 8.78 $ 8.73 $ 8.70 $ 3.07
Carbylan Therapeutics Inc. $ 1.64 $ 1.63 $ 1.59 $ 1.59 $ 0.59

The numbers are decreasing from tangible book to NCAV to
net-net working capital to net cash, as they are more conservative
in calculation in that order.

These numbers are taken from GuruFocus.com, where you
can find all these numbers, for every stock, as both current and
historical values. You can also screen stocks that are sold below their
liquidation values with GuruFocus’s All-In-One Screener6 and Ben
Graham’s Net-Net Screener.7

It seems obvious that investors are not in a position to lose money
if they buy stocks at far below their liquidation values, which is what
Graham did. He wrote in The Intelligent Investor:8
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writing,2163.Theperformancesof the20stocks throughJuly2011are
displayed here:

December 2008 Net-Net Working Capital Portfolio (S&P 500 = 872)

Symbol

Price on
Dec. 26,
2008

Prices as
of July 13,
2011 Change % Comment

Heelys Inc. 2.52 2.24 –11%
Valpey Fisher Corp. 1.45 2.7 86%
Solta Medical, Inc. 1.35 2.6 93%
Emerson Radio Corp. 0.51 1.97 286%
Orbotech Ltd. 4.06 12.35 204%
Silicon Graphics
International Corp.

3.76 15.87 322%

NUCRYST Pharmaceuticals
Corporation

0.85 1.77 108% Acquired

PECO II Inc. 2.1 5.86 179% Acquired
Dataram Corp. 1.15 1.59 38%
Mattson Technology Inc. 1.2 1.94 62%
ACS Motion Control Ltd. 0.91 1.4 54%
Avanex Corp. 1.04 3.256 213% Acquired
LinkTone 1.13 0.9701 –14%
PDI Inc. 3.39 7.72 128%
Actions Semiconductor Co.
Ltd.

1.6 2.15 34%

Soapstone Networks Inc. 2.46 0.01 –100%
Transcept Pharmaceuticals
Inc.

5.45 8.59 58%

ValueVision Media Inc. 0.29 8.29 2759%
Allianz SE 10.14 12.82 26%
GSI Group Inc. 1.65 11.99 627%

Average 257.6%

Among these stocks, a complete loss occurred with only one
company, Soapstone Networks Inc. Three companies were acquired
at premiums and gains were all more than 100 percent. As a group,
these 20 stocks have averaged a gain of 257 percent. By comparison,
for the same period, the S&P 500 gained 48.5 percent and the
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Nasdaq index gained 82 percent. Seventeen of the 20 stocks had
positive returns, the greatest being ValueVision Media Inc., which
gained more than 2,700 percent over a period of two-and-a-half
years. GSI Group Inc. gained more than 600 percent; Silicon Graph-
ics International Corp. gained more than 300 percent; Emerson
Radio Corp. gained more than 280 percent. (All numbers exclude
dividends.) The net-current-asset value bargains did extremely well,
especially during the 12 months when the gain was more than
150 percent.

As the market ticked higher, the number of these bargains
decreased. By October 2009, the S&P 500 recovered some of the
losses caused by the financial crisis in 2008 and moved back above
1000; we found 12 of these bargains, which are reflected here:

October 2009 Net-Net Working Capital Portfolio
(S&P 500 = 1020)

Company Price($)

The9 Ltd. 7.57
Orsus Xelent Technologies Inc. 9.36
Heelys Inc. 2.15
eLong Inc. 9.74
TSR Inc. 4.1
Netlist Inc. 0.69
Forward Industries Inc. 1.72
United American Healthcare Corp. 0.99
Optibase Ltd. 6.35
magicJack VocalTec Ltd. 4.88
American Learning Corp. 0.52
MGT Capital Investments Inc. 15

Following are the performances of the portfolio over the next
four years:

Year Bargain Portfolio SP 500 Nasdaq

Oct. 2009–Sept. 2010 50.00% 9.75% 13.38%
Oct. 2010–Sept. 2011 –17.00% –1.29% 1.88%
Oct. 2011–Sept. 2012 –2.00% 24.68% 25.69%
Oct. 2012–Sept. 2013 –28.00% 17.43% 24.23%
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In the first year, this bargain portfolio delivered a very strong
performance and investors would have benefited tremendously from
selling it after 12 months, but if the holding time grew longer, the
gain would have gradually diminished.

However, as we continued to watch the performance of these
net-current-asset bargains, the portfolios we generated after 2011 did
not perform well. As a group, they often underperformed the S&P
500 by significant margins.

Listed here is an NCAV bargain portfolio generated in April
2011, when the S&P 500 was above 1300.

April 2011 Net-Net Working Capital Portfolio (S&P 500 = 1332)

Company Price($)

China TechFaith Wireless Comm Tech Ltd. 21.6
Blucora Inc. 8.79
China-biotics Inc. 8.38
Jiangbo Pharmaceuticals Inc. 4.43
Noah Education Holdings Ltd. 2.16
eLong Inc. 14.25
Gencor Industries Inc. 7.85
Vicon Industries Inc. 4.75
TSR Inc. 4.99
Maxygen Inc. 5.21
Comarco Inc. 0.31
Actions Semiconductor Co Ltd. 2.44
Meade Instruments Corp. 3.66
BroadVision Inc. 14.45
Qualstar Corp. 10.74
Merus Labs International Inc. 1.62
Peerless Systems Corp. 3.16
Cytokinetics Inc. 9.06

Reflected here is the performance of April 2011’s NCAV bargain
portfolio during the 12-month periods afterward:

Bargain Portfolio April 2011 Bargain Portfolio S&P 500 Nasdaq

April 2011–March 2012 –10% 7.21% 12.70%
April 2012–March 2013 –20% 11.41% 5.69%
April 2013–March 2014 11% 18.38% 27.18
April 2014–March 2015 –30% 10.51% 18.5
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There are several problems with this approach:

Erosion of Value Over Time

Mediocre businesses do not create value for their shareholders;
instead, they destroy business value over time. So, the relationship
between value and price is not what it looks like in Figure 2.1 and is
closer to what is represented in Figure 2.2.

Therefore, the value of the business can decline and the initial
margin of safety may gradually shrink, even if the stock price doesn’t
go up. Investors need to be lucky enough to have the stock prices rise
in time and sell before prices drop again following the intrinsic value
of the business.

Just as Buffett wrote in his 1989 shareholder letter: “Time is the
friend of the wonderful business, the enemy of the mediocre.”10

Because he paid dear prices for buying unpromising businesses,
Buffett learned his lessons. He considered his buying of the control
of Berkshire Hathaway his biggest mistake, which eventually cost
Buffett and his partners $100 billion.11 The stock was sold at a
discount to its net-net working capital and less than half of its book
value, but because of Berkshire Hathaway’s operating loss and share
repurchasing of stocks, its net worth had fallen from $55 million
in 1964 to $22 million in 1967. At the time, Buffett also bought a
well-managed retailer at a substantial discount from book value, but
three years later he “was lucky” to sell it at the same price.12

This can also be seen from the October 2009 net-net working
capital bargain portfolio shown above. In the first 12 months, the
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Figure 2.2 Price vs. Value for Mediocre Business
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Figure 3.1 Price vs. Value for Good Businesses

need to do these 16 things right: (1) Don’t lose your tempers at the
same time. (2) Don’t yell unless it is an emergency. (3) When getting
into an argument, let your spouse win. (4) Don’t let an argument
last overnight. (5) Always be ready to apologize . . .” After reading
these, some laughed and some sighed. The counselor then showed
his fourth slide, which said: “If you still cannot follow 16 rules, now
you need to do these 256 things right . . .”

So, life is much easier if you can find companies that are growing
their value. The following offer some of the advantages of buying
good companies:

No Worries About Timing

Unlike buyingmediocre businesses, where investors are forced to sell
if the price is getting close to the value and they need to sell before
the value erosion hurts the stock price, you only need to buy the stock
at a reasonable price, and you don’t have to worry about selling. You
can indeed hold the stock forever because its value keeps going up.
Of course, stock prices fluctuate, but they always follow the direction
of value over the course of time.

More Forgiving with Purchase Price

A good company deserves a higher valuation. It is possible that you
paid a slightly higher price than you wanted to pay for the stock,
which lowers your overall rate of return, but time is on your side and
your long holding time minimizes the impact of the higher purchase
price to your overall return. Also, you will always find the opportunity
to add to your position at lower valuations, though not necessarily at
lower prices.
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of the stocks over the past ten years. The fourth and fifth columns
are the number and percentage of stocks that are still losing money
after ten years.

Years of
Profitability
(2006–2015)

# of
Companies

Average
Annualized
Gain %

# of
Stock
Losers

% of
Stock
Losers

10 291 11.1 6 2%
9 88 7.1 15 17%
8 32 6.6 9 28%
7 20 4.4 7 35%
6 12 0.8 4 33%
5 8 4.5 3 38%
4 1 42.8 0 0%
3 0
2 1 –0.6 1 100%
1 1 4.2 0 0%

From the table above, we can clearly discern a correlation
between the company’s profitability and its stock performance. Out
of the 454 companies that were traded for the last ten years, 291 or
64 percent were profitable every fiscal year from 2006 to 2015. On
average, they delivered an annualized return of 11.1 percent a year
over the ten-year period. The next group, which was profitable nine
out of the ten years, had an average annualized gain of 7.1 percent,
which underperformed the first group by a significant 4 percent
a year. At the same time, only six stocks, or 2 percent in the first
group, had a negative return through the ten years, while 17 percent
of stocks in the second group lost money for those who held it for
ten years. The next group included those that were profitable eight
out of the past ten years and had an annualized average gain of
6.6 percent; 28 percent of the stocks lost money during the ten-year
holding period. Again, it underperformed the second group and
had more losses. The trend continues.

Therefore, if investors stick to companies that consistently make
money, the chance of losing money is greatly diminished. The aver-
age gain is much higher.
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One may wonder why the gain in the table above is higher than
the gain of the S&P 500 Index over the past ten years. There are
several deviations for this study from the Index itself:

• The constituent companies of the S&P 500 changed many
times over the ten years while in the calculation they do not.

• No rebalance is involved in the calculation.
• All the stocks are initially equal weighted.

I have performed an additional calculation for all the U.S. com-
panies that have been traded in the U.S. market over the past ten
years. The results are represented in the table below:

Years of
Profitability
(2006–2015)

# of
Companies

Average
Annualized
Gain %

# of
Stock
Losers

% of
Stock
Losers

10 1045 8.5 61 6%
9 466 4.2 96 21%
8 331 2.7 100 30%
7 285 0.8 91 32%
6 288 –1.4 99 34%
5 306 –0.7 88 29%
4 256 –3.3 83 32%
3 208 –2.9 68 33%
2 188 –4.2 55 29%
1 204 –7 79 39%

The conclusion is essentially the same as for the S&P 500 compa-
nies. There have been 3,577 companies traded continuously over the
past ten years. Among these 3,577 stocks, 1,045 or 29 percent were
able to make money every year. Collectively they averaged an annu-
alized gain of 8.5 percent a year, doubling the gain of 4.2 percent
generated by the second group, which were profitable in nine of the
ten years. For the companies that were profitable six or fewer years
over the past ten, the average gain is negative, even if held for ten
years. Overall, the companies that are in the S&P 500 list did better
than the average. The overall trend is highlighted in Figure 3.2.
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Figure 3.2 S&P 500 Gain vs. Years of Profitability

The possibility of losing money with any stock is greatly dimin-
ished for a company that is consistently profitable. The companies
that were profitable over the ten years had a 6 percent chance of los-
ing investors’ money while the companies that were profitable nine
out of the ten years had a 21 percent incidence of losing money. The
trend continues, as is evident in Figure 3.3.

One may question whether the study is survival-biased because
it only considers the companies that were traded ten years ago and
are still traded today. Yes, it is survival-biased, but it is also heavily
biased toward the companies that have been losing money. Those
that continued to lose money and went bankrupt are not included.
If they had been, the gain for the companies that lost money would
be even smaller and the percentage of the companies that lost money
would be even greater. As an example, SandRidge Energy, the com-
pany mentioned in Chapter 1, lost money in six out of the past ten
years and has gone bankrupt and therefore has been delisted, but
it is not counted toward the loss in the above table. The ones that
kept making money but are no longer traded are delisted, mostly as
a result of being acquired at a premium to the market price. Again,
it proves that time is a friend of the good business and an enemy of
the mediocre.
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Figure 3.3 S&P 500 Loss vs. Years of Profitability

By simply investing only in the companies that are always prof-
itable, investors can avoid losses and achieve above-average returns.
But we cannot predict the future. Even if a company has always been
profitable, that doesn’t mean it will continue to be, which is why we
want to invest in those that consistently have above-average profit
margins. If a company can maintain a higher profit margin over
the long term, it most likely has an economic moat that protects its
pricing power from competition. A higher profit margin also leaves
room for the business to stay profitable during bad times, when a
low and unstable profit-margin business may fall into loss, which
usually results in major punishment to its stock price.

A good question is what kind of profit margin is considered high.
Figure 3.4 reflects the distribution of the operating margins (trailing
12 months of June 2016) of the 3,577 companies referenced earlier.

Many companies have an operating margin between 3 and
8 percent. The median is 10 percent. Roughly 29 percent of compa-
nies have an operating margin higher than 20 percent; 16 percent of
companies have a profit margin of 30 percent or higher; 12 percent
of companies have been profitable and have a 10-year median
operating margin higher than 20 percent over the past ten years.

Therefore, if we apply our requirement of consistent profitability
with a 10-year operatingmarginof 20percent, only 429, or 12percent,
of the companies in the United States qualify. That is actually quite a
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Figure 3.4 Profit Margin Distribution

few. We will ask more questions about these companies and thereby
eliminate many of them.

Interestingly, as long as a company was consistently profitable
over the ten years, the absolute value of the operating margin didn’t
make a statistical difference on its stock performance over the past
decade. As shown in Figure 3.5, for the 1,045 companies that were
consistently profitable over the past ten years, there is no clear cor-
relation between the average annualized gain of the stock and the
median operating margin over the same ten-year period.

The consistency of the operating margin is more important than
its absolute number. But we still prefer those with higher margins
because a lower profit margin leaves less room for error.

As an example, the table below gives the ten-year history of oper-
ating margins of Apple, Costco Wholesale, and Alcoa:

Fiscal Year 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Apple, Inc. 13 18 19 27 28 31 35 29 29 30
Costco
Wholesale

2.70 2.50 2.72 2.49 2.66 2.74 2.78 2.90 2.86 3.12

Alcoa, Inc. 11.93 9.69 2.94 –8.12 2.61 6.01 2.00 –6.03 4.25 3.32
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few. We will ask more questions about these companies and thereby
eliminate many of them.

Interestingly, as long as a company was consistently profitable
over the ten years, the absolute value of the operating margin didn’t
make a statistical difference on its stock performance over the past
decade. As shown in Figure 3.5, for the 1,045 companies that were
consistently profitable over the past ten years, there is no clear cor-
relation between the average annualized gain of the stock and the
median operating margin over the same ten-year period.

The consistency of the operating margin is more important than
its absolute number. But we still prefer those with higher margins
because a lower profit margin leaves less room for error.

As an example, the table below gives the ten-year history of oper-
ating margins of Apple, Costco Wholesale, and Alcoa:

Fiscal Year 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Apple, Inc. 13 18 19 27 28 31 35 29 29 30
Costco
Wholesale

2.70 2.50 2.72 2.49 2.66 2.74 2.78 2.90 2.86 3.12

Alcoa, Inc. 11.93 9.69 2.94 –8.12 2.61 6.01 2.00 –6.03 4.25 3.32
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Figure 3.5 Gain vs. Profit Margin

Clearly, Apple has a much higher profit margin than Costco and
Alcoa. Though Costco’s profit margin is below 3 percent, its margin
has been very stable. Its stock averaged more than 13 percent a year
over the past ten. Alcoa fell into operating loss in the recessions of
2009 and 2013. After paying interest on its debt, Alcoa lost money in
four out of the past ten years. The stock lost 64 percent over the past
decade.

Therefore, to determine whether a business is good, consistent
profitability is the first and foremost question to answer. Always
remember Lynch’s earnings, earnings, earnings—businesses are set
up to make money. Only those making money can be sustainable.
Being able to make money consistently is an essential requirement
for a company to qualify as a wonderful business. Isn’t this obvious
and just common sense?

2. Is this an asset-light business with a high return on investment capital?

If you’ve ever run a business, you will know how hard it is to run an
asset-heavy and capital-intensive business. Starting up is harder, and
once the business is running, you continually have to invest a large
portion of your earnings into accounts receivable, inventories, and
hard assets such as equipment and buildings. You are always tight
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Figure 3.6 ROIC vs. Capex Out of Cashflow

Over the past ten years, very few companies achieved return on
invested capital of more than 20 percent, even among companies
that are consistently profitable. Figure 3.7 reflects the distribution of
the median ROIC over the past ten years for the 1,045 companies
that were profitable every single year.
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Over the past ten years, very few companies achieved return on
invested capital of more than 20 percent, even among companies
that are consistently profitable. Figure 3.7 reflects the distribution of
the median ROIC over the past ten years for the 1,045 companies
that were profitable every single year.
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The majority of companies have the ten-year median ROIC
of less than 15 percent. The peak is at 6 percent. Investors who
look for companies that can consistently achieve ROIC of more
than 20 percent are searching for diamonds in the rough. Just over
20 percent of the 1,045 companies that were profitable every single
year over the past ten years have achieved ROIC over 20 percent.

Not surprisingly, there is a strong correlation between the stock
performance and the return on invested capital of companies, even
without considering factors such as stock valuation. The relationship
of the average gains and the ten-year median ROIC of the 1,045 con-
sistently profitable companies is shown in Figure 3.8.

A similar correlation is found between the performance of stocks
and the ten-year median ROE. Figure 3.9 highlights the distribution
of the ten-year ROE of the 1,045 companies.

The ROE distribution reflects the same trend as that for ROIC.
Very few companies can achieve long-term average ROE of more
than 15 percent. Those that did rewarded their shareholders with
far above-average returns, as shown in Figure 3.10.

Clearly, if we as investors simply invest in good companies that are
consistently profitable and deliver high ROIC and ROE, we would
achieve above-average returns. We could achieve this just by buying
good companies, and we haven’t even mentioned stock valuation.

Back in 2006, the stock market was close to its October 2007 peak
for the preceding decade. Today the stock market as a whole is at a
similar valuation, as measured by the cycle-adjusted Shiller P/E, and
is probably close to another peak. The ten-year period from 2006 to
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Figure 3.8 Gain vs. ROIC
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Figure 3.9 ROE Distributions
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Figure 3.10 Gain vs. ROE

the present is close to a complete market cycle. The outperformance
of good companies therefore constitutes convincing evidence that
buying good companies will generate above-average returns.

One may argue that this is like looking in the rearview mirror.
The fact that the stock of the companies that were consistently
profitable and achieved higher returns on invested capital did well
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Figure 3.11 Growth Distribution

There is a positive correlation between the rate of EPS growth
and the stock performance of the companies. Those that were prof-
itable over the past ten years but had declining EPS did the worst. The
stock of the companies that grew 20 percent a year outperformed
those that grew 5 percent a year by more than 6 percent on average.
The advantage in investing in faster-growing companies is significant.
As a group, the faster-growing companies represent a better place to
look for better-performing stocks.

Here’s an interesting observation from the chart: If the stock
of two companies had the same price-to-earnings (P/E) ratio ten
years ago, but Company A grows at 5 percent per year and Company
B grows at 20 percent per year, and their stock still has the same
P/E today, Company B’s stock would have outperformed by exactly
the same outperformance in the growth of the earnings, which is
15 percent per year. But the 15 percent outperformance in earnings
was translated to only about half of that in outperformance of stocks,
as is evident in the chart in Figure 3.12.The difference is caused
by the shrinkage of P/E for faster-growing companies over the ten
years. Very few companies can keep growing at a 20 percent rate for
decades. P/E shrinkage is usually what a fast-growing company faces
when its growth prospect gets bleaker.
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Figure 3.12 Gain vs. Growth

In addition to the growth rate, the consistency of the growth itself
plays into the performance of the stock. In 2008, GuruFocus con-
ducted a study and found that if a company could grow its earnings
more consistently, its stock did better. Based on the consistency of the
revenue and earnings growth, GuruFocus assigned each company a
predictability ranking. We repeated the study today and found sim-
ilar results. The results of the two studies are shown in Figure 3.13.
Those with more consistent revenue and earnings growth can out-
perform those with less consistent growth by as much as 5 percent
per year over the ten-year period. Therefore, it is more rewarding to
buy companies that can grow consistently and at a faster rate.

■ ■ ■

Now we return to the three fundamental questions. The answers
should echo the example I offer ahead for a company to qualify as a
good company that we want to buy:

Question 1. Is the company consistently profitable at decent and
stable profit margins, through good times and bad?

Answer: Yes. The company has been profitable every single year
of the past ten. Its operating margin has been quite stable at double
digits, even during the recession and throughout the last industry
slowdown.
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Figure 3.13 Gain vs. Predictability

Question 2. Is this an asset-light business that has a high return
on investment capital?

Answer: Yes. This is a capital-light business that on average uses
only 30 percent of its operating cash flow for capital expenditure. It
is also a high-return business with ROIC of more than 20 percent and
ROE of more than 15 percent.

Question 3. Is the company continuously growing its revenue and
earnings?

Answer: Yes. The company has been growing its EPS at double
digits per year over the past ten years and its growth was consistent,
even during recessions and an industry slowdown.

Now we have yes answers to all three questions. We have found
a company that has demonstrated great past business performance.
Before we invest in the company, however, we still need to answer a
fourth, more important question about the nature of the business:

4. What is in the nature of the business that has made the company do
well in the past?

Will the business continue to do as well as before? The investment
returns for those who buy the stock today are much more related
to how the company will do in the future than in the past. Baseball
Hall of Famer Yogi Berra once said, “It’s tough to make predictions,
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An individual investor and minor shareholder rarely has the
resources to intimately know the management of a company.
The results of operations are mostly decided by the nature of the
business rather than management. Buffett likened a poor business
to a leaking boat, or a broken car, or a lame horse. It will not do well
no matter who rows it, drives it, or rides it. He wrote:

My conclusion from my own experiences and from much
observation of other businesses is that a good managerial record
(measured by economic returns) is far more a function of what
business boat you get into than it is of how effectively you row
(though intelligence and effort help considerably, of course, in
any business, good or bad).7

I cannot agree more.

Financial Strength

Robust financial strength is of course essential for a company’s
long-term survivability. Investors may incur permanent loss of
capital with those that have weak financial strength. A consistently
profitable company with high returns usually generates a lot more
cash flow than it needs to grow and doesn’t need to borrow money.
Naturally it has great financial strength.

You can see this from Figures 3.14 and 3.15. Each point on these
charts represents a company, showing where the company is on the
map of interest coverage ratio vs. ten-year median return on invested
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Figure 3.15 Interest Coverage Profitable 7/8y

capital. Figure 3.14 is for the companies that were consistently
profitable over the ten years while Figure 3.15 is for the companies
that were profitable seven or eight years out of the ten. Clearly, a
smaller percentage of the companies on Figure 3.14 has an interest
coverage ratio less than 5. Many of the companies on Figure 3.14
have little debt or no debt, and their interest coverage ratio went off
the chart and as such they are not displayed. The same isn’t true for
the companies on Figure 3.15.

For both charts, if the ten-year median ROIC is higher than
15 percent, very few companies have an interest coverage of less
than 5. A consistently profitable company with high returns
automatically has a strong balance sheet and financial strength.

Valuation

Valuation is of course extremely important to the overall investment
return of investors. The portion you overpay for the stock directly
reduces your return by the same amount. But buying a consistently
profitable and high-return company and holding it for the long
term is more forgiving to your initial valuation. An initial overpay of
20 percent is translated to 1.8 percent a year in underperformance
if the holding time is ten years, and 6.2 percent a year if the holding
time is three years.

A consistently profitable and high-return company also deserves
a higher valuation than others because it can grow its intrinsic value
faster. Assume we have two companies that both had intrinsic values
of $100 per share ten years ago. Company A grows its intrinsic value at
10 percent per year while Company B grows at 18 percent per year.



Trim Size: 6in x 9in Tian c04.tex V1 - 03/07/2017 8:23am Page 67�

� �

�

Again, Buy Only Good Companies—and Know Where to Find Them 67

–1

0

1

2

3

4

5

6

7

8

9

1990 1995 2000 2005 2010 2015

N
et

 In
co

m
e 

($
B

ill
io

n
)

CVS Net_Income NYSE:DOW Net_Income

Recession Recession Recession

Figure 4.1 CVS DOW Net Income

net income dropped from above $4 billion a year to less than
$1 billion—meanwhile, CVS’s net income was barely affected by the
recessions.

Clearly Dow Chemical is a cyclical business while CVS is not.
Holding cyclicals long term is not very rewarding. Holding leveraged
cyclicals can be extremely dangerous. Many cyclicals can’t outlast
recessions, and they go bankrupt. Think of how many bankruptcies
we have heard about for carmakers, airlines, mining companies,
and oil explorers. By definition, they cannot meet the requirement
of long-term and consistent profitability that we have established for
good companies. Avoid cyclicals.

Slow Growers

Slow growers are mature companies that have lost their growth
steam. Their revenue base is too expansive for them to find new
markets for growth. Therefore, their revenue is not growing much
faster than the economy. Think of Wal-Mart, Microsoft, Procter &
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Figure 4.2 Basic Materials Revenue
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Figure 4.3 Basic Materials Net Income

percent most of the time because even in the good years, 1999,
2006, and 2010, the sector had an average profit margin of just
above 6 percent. The insignificant few percent of decline in revenue
resulted in dramatic collapses in the total profit of the sector, as is
evident in Figure 4.3.
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During the years 1992 and 2002, the basic materials sector fell
into deep loss. In the years 2008 and 2015, the sector gave up more
than 80 percent of profits in relation to previous years and was barely
profitable as a whole. The capital- and asset-intensive nature of the
sector makes it hard to quickly adjust cost as demand slows. The
products in the business are usually commodities, making it hard
for businesses to raise prices to compensate for the loss in demand.
These factors make the basic materials businesses highly cyclical.

Shareholders in this sector usually find that their companies
swing wildly between profit and loss every several years. Many
companies cannot pass the test of bad times and go bankrupt. As
Buffett said, “In a business selling a commodity-type product, it’s
impossible to be a lot smarter than your dumbest competitor.”9 So
companies must compete on prices, and they have similar patterns
of profit and loss. They just cannot generate consistent earnings
over a long period.

Therefore, companies producing agricultural products, building
materials, chemicals, coal, forest products, and metals are not good
businesses. Lynch once said that companies selling commodity-like
products should come with a warning label: “Competition may prove
hazardous to human wealth.” Avoid them!

Similar behavior is observed in the energy and consumer cycli-
cal sectors. Their profits are reflected in Figures 4.4 and 4.5. As we
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Figure 4.4 Energy Net Income
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Figure 4.5 Consumer Cyclical Net Income

can see, the consumer cyclicals sector is indeed cyclical. This sec-
tor includes industries such as auto, entertainment, manufacturing,
travel and leisure, and luxury goods. These always experience deep
losses during recessions. It is hard to build consistently profitable
companies in these industries.

For the technology sector, the behaviors of hardware and soft-
ware businesses are quite different. The hardware producers, such as
telecom equipment and computer companies, are more asset-heavy
and capital-intensive. Thus, these are more susceptible to economic
cycles. Because of the continuous changes in technology, it is difficult
for a hardware business to stay competitive over the long term.

But some software companies have developed products and
services in areas that don’t change as fast. For example, Microsoft
and Google have built their economic moats and have become great
companies with consistent earnings power and a high return on
invested capital and growth. A company called Ansys Inc. makes
simulation software that is widely used in industries from aerospace,
defense, auto, and construction to healthcare, energy, and almost
everything else. The software needs to be tested and verified
repeatedly in the real production world. Once the software is found
reliable, no customer will want to risk changing to new software
from another company; thus, Ansys has established its moat.

Banking didn’t display much sensitivity to cycles and recessions
for almost two decades as the industry rode on the tailwind of
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Figure 4.6 Healthcare Net Income
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Figure 4.7 Consumer Defensive Net Income

Retailing is a tough business. During my investment career,
I have watched a large number of retailers enjoy terrific growth
and superb returns on equity for a period, and then suddenly
nosedive, often all the way into bankruptcy. This shooting-star
phenomenon is far more common in retailing than it is in
manufacturing or service businesses. In part, this is because
a retailer must stay smart, day after day. Your competitor is
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Table 5.1 Dependence of Value on the Growth Rate

Growth Rate Growth Value Terminal Value Total Value

10% 7.9 3.8 11.7
11% 8.3 4.2 12.5
12% 8.7 4.6 13.3
13% 9.1 5.0 14.1
14% 9.5 5.5 15.0
15% 10.0 6.0 16.0
16% 10.5 6.5 17.0
17% 11.0 7.1 18.1
18% 11.6 7.8 19.3
19% 12.1 8.4 20.6
20% 12.7 9.2 21.9
21% 13.4 10.0 23.3
22% 14.0 10.8 24.9
23% 14.7 11.7 26.5
24% 15.5 12.7 28.2
25% 16.3 13.8 30.1

The effect of the growth rate on the value of the business is illus-
trated in Table 5.1. We assume that the company is earning $1 per
share now. Its terminal growth rate is 4 percent. The discount rate
is 15 percent. The duration of both the growth period and terminal
period is 10. At different growth rates, as reflected in the first column
of the table, the value is displayed in the last column.

Obviously, at a higher growth rate, the stock is worth more. If a
company grows at 25 percent per year for the first ten years, then
grows 4 percent for the next ten, its stock is worth about 30 times
its earnings, as we can see from the table. This coincides with Peter
Lynch’s rule of thumb that a fair P/E ratio for a company is roughly
its growth rate. Of course, the fair value calculation result is affected
by the discount rate. If the discount rate is 12 percent instead of
15 percent, the values move higher and Lynch’s rule of thumb would
seem conservative. During Lynch’s years at Fidelity, the interest rate
was in double digits. The higher discount rate was justified.

Number of Years for Growth and Terminal Stage

The number of years in the growth and terminal stages that are
used for calculation can also vastly affect the calculation results. The
reasonable assumption for the number of years varies from business
to business. If you have teenaged children, like I do, you have
surely noticed how they liked Aeropostale T-shirts. The adolescent
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Table 5.2 See’s Candy Earnings and Discounted Earnings

Year Pre-tax Earnings ($M) Discounted Earnings ($) Cumulative Earnings ($M)

1972 4.2 4.2 4.2
1973 6.0 4.8 9.0
1974 7.8 5.0 14.0
1975 9.5 4.9 18.9
1976 11.0 4.5 23.4
1977 12.8 4.2 27.6
1978 12.5 3.3 30.8
1979 12.8 2.7 33.5
1980 15.0 2.5 36.0
1981 21.9 2.9 39.0
1982 23.9 2.6 41.5
1983 27.4 2.4 43.9
1984 26.6 1.8 45.7
1985 29.0 1.6 47.3
1986 30.4 1.3 48.7
1987 31.7 1.1 49.8
1988 32.5 0.9 50.7
1989 34.2 0.8 51.5
1990 39.6 0.7 52.2
1991 42.4 0.6 52.8
1992 42.4 0.5 53.3
1993 41.2 0.4 53.7
1994 47.5 0.4 54.0
1995 50.2 0.3 54.3
1996 51.9 0.2 54.5
1997 59.0 0.2 54.8
1998 62.0 0.2 55.0
1999 74.0 0.2 55.1

The reason I used a steep 25 percent discount rate is that Buffett
was concurrently growing the book value of Berkshire Hathaway
at 25 percent a year. Therefore, by 1999, which is the last year that
Berkshire reported See’s revenue and earnings separately, See’s had
generated $55 million of pretax earnings in 1972 dollars. If I used
a more generous 15 percent discount rate, for Buffett the earnings
would be worth $114 million in 1972 dollars. If the discount rate
is 12 percent, the cash flow is worth $154 million in 1972 dollars.
After paying tax, it is still worth around $100 million. Thus, the
$25 million Buffett paid for See’s Candy in 1972, which he thought
was expensive, was really less than 70 cents on the dollar after
the tax payment. It was a bargain, considering the quality of See’s
business.
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Nevertheless, See’s life didn’t stop in 1999. Just ask the Berkshire
shareholders, who stood in long lines to buy the candies during
shareholder meetings. To be honest, I find See’s chocolates too
sweet; I like the nuts and chews better. And those candies are expen-
sive. I wouldn’t buy them if I weren’t a Berkshire shareholder. Yet
See’s continues to prosper. In the 15 years from 2000 through 2014,
it generated more than $1 billion in pretax earnings for Berkshire
Hathaway.4 The earnings are worth more than $500 million if
discounted to year-2000 dollars with a discount rate of 12 percent.
Buffett could still sell See’s for $500 million in 2000, after generating
all the cash flow and originally paying only $25 million. See’s life
didn’t stop in 2014, either. Cash continues to flood in.

I have emphasized the application of the DCF model to
Coca-Cola and See’s Candy. The point is that the life expectancy of
the business is a vital factor when considering buying a company.
The companies that have the luxury of changing slowly can stay in
business longer and are more valuable to their shareholders.

Is this why the turtle lives so long? I wonder, between the rabbit
and the turtle, which one covers more distance during its lifetime.

The effect of the number of terminal years on the intrinsic value
is reflected in the table below. Again, we assume that the company is
earning $1 now. The discount rate is 12 percent. The growth stage
lasted ten years and the growth rate was 12 percent. The terminal
growth rate was 4 percent.

# of Terminal Years Growth Value Terminal Value Total Value

10 10.0 6.8 16.8
15 10.0 8.7 18.7
20 10.0 10.0 20.0

We can see that if we increase the number of terminal year growth
from 10 to 20, the value of the stock is increased by about 20 percent.
Further increase in the number of terminal years will not increase the
value by much because of the discount, but a business with a longer
life is definitely more valuable.

Discount Rate

I mentioned the effect of the discount rate briefly in the See’s Candy
calculation. Table 5.3 lists the discounted values for the $859 million
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Table 5.3 See’s Candy Pretax Earnings as Discounted
to the Year 1972 at Different Discount Rates

Discount Rate
Earnings Discounted
to Year 1972 ($million)

25% 55.1
23% 62.1
20% 75.8
17% 95.6
15% 114
12% 153
10% 192

pretax earnings that See’s Candy earned from 1972 through 1999 at
different discount rates if discounted to the year 1972, when Buffett
bought See’s. Clearly, the discount rate can also wildly affect the
intrinsic value calculation.

So, what is a reasonable discount rate that an investor should
use in the calculation of the intrinsic value of a stock? Academically,
one should use the weighted average cost of capital (WACC) for the
discount rate. But the reasonable discount rate is the rate of return
you can achieve if you invest the money somewhere else. If you plan
to invest in stocks, the discount rate should be the expected rate
of return from a passive investment such as an index fund or ETF.
That is why we used a 25 percent discount rate in the calculation for
See’s Candy—it is the rate of return Buffett was achieving with the
book value of Berkshire Hathaway at the time. He could have put
that $25 million somewhere else to achieve that kind of return.

If you also consider other options such as bonds, real estate, and
so forth, the discount rate should be the rate of return you can expect
from those investments plus a risk premium for investing in stocks.
For instance, if you can get a risk-free return of 3 percent from a
savings account, you should at least use a discount rate of 9 percent,
with the additional 6 percent as the equity risk premium.

Therefore, the reasonable discount rate is highly dependent
on the rate of return you can achieve from alternative investment
options. In the current zero-interest environment, the possible
returns from everything from bonds to real estate have declined.
The discount rate should be reduced, too. Therefore, the values of
stocks have increased. Stocks are traded at high valuations relative
to historical levels, but this is probably justified by the current
historically low interest rate.
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For the example discussed in the previous section, the effect of
the discount rate is illustrated in the table below. Both the growth and
terminal stages lasted ten years and the growth rate was 12 percent.
The terminal growth rate was 4 percent.

Discount Rate Growth Value Terminal Value Total Value

18% 7.59 3.16 10.75
16% 8.29 4.05 12.34
14% 9.08 5.23 14.31
12% 10 6.8 16.8
10% 11.06 8.91 19.97

This is the effect of the interest rate on the discount rate. Buffett
calls the interest rate gravity. When the gravity is lower, everything
flies higher.

Excess Cash

When Buffett bought See’s Candy, the price he paid was actually
$35 million instead of $25 million. But See’s had $10 million in cash
that it did not need in its operations. Buffett did not count that
cash into his cost. In estimating the intrinsic value of businesses, any
excess cash should be added to the discounted earnings. These days,
companies like Microsoft and Apple have a tremendous amount of
cash that they don’t need for their operations. This cash should be
added to the total of future earnings to get amore accurate valuation.

GuruFocus’s fair-value calculator has an item called “Tangible
Book Value.” You can add portions or all of that to the calculation
to compensate for the excess cash the company may have.

Earnings vs. FCF

If you look at the intrinsic value equation:

Intrinsic Value = E(0) × (1–xn)∕(1–x) + E(0) xny(1–ym)∕(1–y)

other than the growth rate and discount rate, intrinsic value is pro-
portional to E(0), which is the earnings for the past year. I haven’t dis-
tinguished between earnings and free cash flow. The formula applies
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Figure 5.1 CHD EPS vs. FCF

to both. Just replace E(0)with the earnings per share or free cash flow
per share, whichever is preferred.

In GuruFocus’s DCF calculator, we use earnings instead of free
cash flow because our study found that historically the stock perfor-
mance was more correlated to the earnings than to free cash flow.
This finding was a little surprising because free cash flow is the real
cash a business generates from its operations. But the free cash in
any given year can be affected by the company’s spending on prop-
erty, plant, and equipment (PPE). For a company that is in steady
operation, where the DCFmodel is applicable, the effect of the more
random capital spending is smoothed out in earnings through the
estimates of depreciation, depletion, and amortization (DDA).

An example is a company called Church & Dwight, which pro-
duces Arm & Hammer baking soda and Trojan condoms. Its EPS
has been rising steadily, but its free cash flow is doing anything but.
In some years, its free cash flow was negative because the company
spent more cash on PPE those years. (See Figure 5.1.) Similar behav-
ior was observed with Wal-Mart, which also has steady operations and
earnings but fluctuating free cash flow.

In deciding which parameter to use for E(0), be aware of
the impact of the onetime effect. Earnings can be distorted by a
onetime boost from selling businesses or a tax rebate, or a onetime
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The Warning Signs checkup covers these areas:

• Financial strength

Financial strength of the company is ranked according to its debt
burden as measured by interest coverage, debt-to-revenue ratio, and
Altman Z-Score, and is ranked from one to ten. A rating of eight
or above reflects strong financial strength. More on Altman Z-Score
later in the list.

The distribution of the financial strength of U.S. companies is
represented in Figure 6.1. Not surprisingly, most of the companies
have an average financial strength. The companies that have a finan-
cial strength rating of seven or higher are considered financially
strong.

If a company has a financial strength of four or less, investors
need to watch out for an associated bankruptcy risk. A warning sign
is triggered.

• Profitability rank

A company’s profitability is ranked based on its operating mar-
gin, Piotroski F-Score, the trend of the operating margin, and the
consistency of the profitability. More on Piotroski F-Score later in
this list.
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Figure 6.1 Financial Strength Distribution
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Figure 6.2 Profitability Distribution

The distribution of the profitability ranking of U.S. companies is
depicted in Figure 6.2. A company with the profitability ranking of
four or less gets a warning on profitability.

• Revenue, earnings growth rate of ten-year, five-year, three-year, and
one-year periods

This checks if the revenue or profit of the company is declining
in any given period. If it is, a warning sign is triggered.

• Operating losses

This checks if the company has experienced operating loss over
the past ten years. If so, a warning sign is triggered.

• Gross margin growth, operating margin growth

This checks if the gross margin and/or the operating margin of
the company are declining. If any of the margins are, a warning sign
is triggered.

• Asset growth faster than revenue growth

If a company’s asset growth grows faster than its revenue growth,
it means the company is becoming less efficient, especially if its asset
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Transaction
Date

Market
Price ($)

Strike
Price ($)

Shares
Sold

Date
Exercisable

Option
Price ($)

Share Cost
After Option
Exercised

Price on
Date of
Exercise ($)

Money Saved
per Share ($)

Total Saved
Relative to
Buying Stocks
on Traction
Date ($)

10/6/2008 84.98 80 1,309,524 12/8/2008 7.02 72.98 76.55 12 15,714,288
10/8/2008 81.44 80 1,190,476 12/9/2008 7.03 72.97 75.2 8.47 10,083,332
10/8/2008 81.44 77 761,111 12/9/2008 5.78 71.22 75.2 10.22 7,778,554
10/10/2008 80.16 75 1,217,500 12/12/2008 7.09 67.91 74.68 12.25 14,914,375
10/16/2008 80.47 76 1,000,000 12/19/2008 6.2 69.8 74.68 10.67 10,670,000
12/3/2008 75.5 75 2,325,000 1/30/2009 6.35 68.65 66.25 6.85 15,926,250

Total Saved: 75,086,799
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continuously, regardless of how the stock market is doing. You also
need to be constantly fully invested. If so, over the long term, you will
do very well. You can do even better if you invest in a basket of good
companies at reasonable prices and take advantage of the benefits
of long-term higher business returns of these good companies.

A Basket of Good Companies

In Chapter 3, I highlighted that if we focus our investing on the
good companies that are consistently profitable and have high
investment returns, we can lower the chance of losing money and
achieve above-average overall returns. If we buy them at reasonable
valuations, the returns should be even better. Those who do not
have the time or interest to study the details of each company can
instead simply buy a basket of these good companies, which should
do better than index investing over time.

GuruFocus began tracking a portfolio of these companies in
2009. The portfolio consists of 25 companies that were constantly
profitable during the prior ten years and were undervalued as
measured by the discounted cash flow model. Following are the per-
formances of the portfolio from January 2009 to September 2016:

Year S&P 500

25 Undervalued
Predictable
Companies

2009 23.45% 55.72%
2010 12.78% 20.17%
2011 0 –3.32%
2012 13.41% 5.29%
2013 29.6% 24.81%
2014 11.39% 11.38%
2015 –0.73% –0.17%
2016 9.54% 21.08%
Cumulative Gain 148% 220%
Annualized 12.0% 15.7%

The portfolio is rebalanced annually on the first trading day of
each year. The portfolio value is calculated daily. During the year, we
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do nothing to the portfolio. If any of the positions are acquired, they
will be converted to cash or the shares of the acquiring company,
depending on the structure of the acquisition deal. Since inception
on January 2, 2009, the portfolio has achieved an annualized gain of
15.7 percent. During the same period, the S&P 500 gained 12 percent
a year. Therefore, the portfolio of consistently profitable companies
outperformed the market by 3.7 percent per year since 2009. All
numbers do not include dividends.

In January 2010, we started two other portfolios of these
consistently profitable companies that are sold at close to the ten-
year-price/sales low and ten-year-price/book low ratios. The
performances until September 2016 are reflected below:

Year S&P 500

Top 25 Historical
Low P/S Ratio
Companies

Top 25 Historical
Low P/B Ratio
Companies

2010 12.78% 19.05% 16.39%
2011 0 –2.01% –1.87%
2012 13.41% 17.79% 17.62%
2013 29.6% 29.60% 33.18%
2014 11.39% 15.09% 20.01%
2015 –0.73% –3.75% –4.63%
2016 9.54% 19.55% 16.6%
Cumulative Gain 101% 136% 139%
Annualized 10.5% 13.0% 13.2%

Since inception, these portfolios outperformed the market by
about 2.5 percent a year.

I should point out that none of these portfolios outperformed
the market every year, but over time they outperformed the market
average by decent margins. The performances listed above were
achieved by initially investing 4 percent of the portfolio in each
position. The portfolio was rebalanced once a year. At the time of
rebalancing, we ran the screeners again. We do not make changes to
the stocks that remain in the screen. We sell the stocks that are out
of the screen and buy the new stocks in equal weight. The turnover
of the portfolio was about 25 percent per year.



Trim Size: 6in x 9in Tian c08.tex V1 - 03/07/2017 6:32am Page 135�

� �

�

Passive Portfolios, Cash Level, and Performance 135

Compared with the Magic Formula invented by hedge fund
manager Joel Greenblatt,3 the GuruFocus approach considers the
long-term performance of the businesses instead of just the lat-
est performance as with the Magic Formula. The quality of the
companies in the GuruFocus approach is higher than the quality
of the stocks that passed Greenblatt’s Magic Formula screen. I expect
the portfolio will also perform relatively better during downmarkets.

Nevertheless, these three portfolios have not been tested in
down cycles. Among the model portfolios tracked on GuruFocus is
the portfolio of Gurus’ Broadest Owned Portfolio that did well in
both up and down markets. This is a portfolio of the 25 most broadly
owned stocks among a selected group of investors. The portfolio is
also rebalanced once a year. You can view the latest portfolio and per-
formance at this link: http://www.gurufocus.com/model_portfolio
.php?mp=largecap. The annual performance of the portfolio is
listed below. It outperformed the S&P 500 index by about 2.4 per-
cent a year on average. Since inception in January 2006 to the end
of 2016, the portfolio outperformed the S&P 500 index in 9 out of
the 11 years.

Year S&P 500
Most Broadly Held
Guru Portfolio

2006 13.62% 15.18%
2007 3.53% –5.47%
2008 –38.49% –29.98%
2009 23.45% 30.70%
2010 12.78% 14.63%
2011 0 0.54%
2012 13.41% 16.99%
2013 29.6% 30.85%
2014 11.39% 12.30%
2015 –0.73% 6.07%
2016 9.54% 0.38%
Cumulative Gain 79% 129%
Annualized 5.5% 7.8%

We can see that over the past 11 years, the portfolio has
outperformed the index by a cumulative 50 percent. This is
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Figure 9.1 WMT P/E

Because P/E ratio measures how long it takes to earn back the
price the investor paid, P/E ratio can be used to compare the valua-
tion of the stocks across businesses from different industries. That is
why it is the most important and widely used indicator for the valua-
tion of stocks.

P/E ratio can be affected by nonrecurring items such as the sale
of a part of the business, a onetime assets write-down, and so on. This
may dramatically affect the reported earnings for the current year or
quarter. But it does not repeat. Investors need to pay attention to this
when using P/E to value companies.

Investors also need to be aware that P/E ratio can be mislead-
ing when the underlying business is cyclical and unpredictable. P/E
ratio works best for the companies with steady earnings. Cyclical busi-
nesses have higher profit margins at the peaks of business cycles and
lower margins or even losses at the bottoms of business cycles. Their
earnings are high at the peaks of the cycles and their stock P/E ratios
are artificially low. A good example is Southwest Airlines, the sec-
ond largest airline by market cap. Its P/E ratio from 1998 to 2016 is
reflected in Figure 9.2.
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Figure 9.2 LUV P/E

Apparently Southwest Airlines’ P/E ratio was the highest during
the cycle troughs of 2003 and 2009, though its stock had lost
50 percent from its previous peaks. It seemed cheap as of September
2016, as the stock was traded at the P/E ratio of under 10. But its
recent earnings are pumped up by both low oil prices and the decent
economy, and may not be sustainable if oil prices go up or the econ-
omy slows down. Its historical earnings per share are shown in
Figure 9.3.

Clearly the earnings have dramatically deviated from the histori-
cal trend since 2014, when oil prices started to drop. The unusually
high earnings havemade the P/E of the stock low, although the stock
price is close to an all-time high. The better ratio for evaluating cycli-
cal businesses is price/sales ratio.

EV/EBIT and EV/EBITDA are the variations of P/E, where EV
stands for enterprise value, EBIT stands for earnings before interest
and tax, and EBITDA stands for earnings before interest, tax, depre-
ciation and amortization. Arguably, they are better valuation ratios
than P/E because enterprise value is the true price the investor pays,
given that as a shareholder, he or she owns the cash but is liable for
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Figure 9.3 LUV EPS

the debt of the company. Furthermore, the earnings before interest
and tax are less susceptible to the manipulations of the company’s
accounting practices.

Peter Lynch Earnings Line

Related to P/E ratio, Lynch likes to superpose the price chart with a
line that is at 15 times trailing-12-month earnings and compare the
relative positions of the two lines. He called this line the earnings
line, which is now better known as the Peter Lynch Earnings Line. The
chart with the price line and the earnings line is now known as the
Peter Lynch Chart, as popularized by GuruFocus.com. In his excellent
book, One Up on Wall Street, Lynch used many of these charts to illus-
trate the valuation of stocks. He wrote:

A quick way to tell if a stock is overpriced is to compare the
price line to the earnings line. If you bought familiar growth
companies—such as Shoney’s, The Limited, or Marriott—when
the stock price fell well below the earnings line, and sold them
when the stock price rose dramatically above it, the chances are
you’d do pretty well.3

An example of the Peter Lynch Chart is illustrated in Figure 9.4
for General Dynamics Corp. (GD).
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Figure 9.4 GD Peter Lynch Chart

We can see that historically when GD’s stock prices fell below the
earnings line, it always came back to cross it and go above it. Just
as Lynch said, an investor could do pretty well by buying GD stock
when its price dropped below the earnings line and selling when it
rose above. This technique can be applied to many stocks, especially
those with a steady long-term earnings trend.

The Peter Lynch Chart does have limitations due to its earn-
ings lines being drawn at fixed P/E = 15, which does not fit even
for blue-chip stocks like CVS Health Corp., PepsiCo Inc., Johnson &
Johnson, and Procter & Gamble. A better earnings line is the one
drawn at its historical median P/E ratio instead of at the fixed num-
ber of 15. This historical median P/E can be different for different
stocks. For example, in the case of CVS, the better earnings line is
drawn at P/E= 18.6. The earnings line with P/E= 15 is almost always
below the price line. (See Figure 9.5.)

The reason the appropriate earnings line is higher is probably
because the interest rate in the past decade has been much lower
than it was during Lynch’s time at Fidelity. The lower interest rate
lifted the nominal valuations of all stocks.
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In addition to the earnings line drawn at fair P/E, we can also
draw earnings lines at both the lowest and the highest P/E within
its history. For instance, the next chart is again for CVS, with the
earnings line drawn at its lowest P/E of 10.4 and the highest P/E
of 27 since 2004. Clearly, if one buys when the price line is close to
the lowest P/E earnings line, and sells when the price line is close
to the highest P/E earnings line, one can do extremely well. (See
Figure 9.6.)

By the way, you can find all the historical P/E, earnings per share,
and Peter Lynch Charts, as well as many others, by using the Interac-
tive Chart feature at GuruFocus’s website, GuruFocus.com.

Again, the Peter Lynch Chart and the variation with earnings
line at median P/E ratio work well for the companies with steady
growth and earnings trends, or the stalwarts, as coined by Lynch.4

These companies tend to be found in sectors such as consumer sta-
ples, healthcare, and utilities, where the consumption of the product
or service is relatively independent of economic conditions.

The Peter Lynch Chart does not work well with the sectors that
are cyclical: industrials, chemicals, durable goods, and so forth.
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In the example of Southwest Airlines, it seems that the stock price
has room to go up because its current all-time-high price is far below
the earnings line drawn at historical median P/E of 23.25, as shown
in Figure 9.7. But its earnings line may come down quickly if either
the oil price goes up or travel slows down. For cyclical companies,
price/sales ratio paints a more accurate picture in terms of historical
valuations.

Price/Sales Ratio

P/S ratio is an excellent valuation indicator if you want to compare
a stock with its historical valuations or with other stocks in the same
industry. It does not measure how long it takes for investors to get
paid back like P/E ratio does; it gives only a relative valuation. P/S
ratio is a great tool for evaluating cyclical businesses where P/E ratio
works poorly. It works better for cyclical companies when, over time,
the company’s profit margin reverts to the mean. Again, in the
example of Southwest Airlines, although its earnings have had many
ups and downs, like a rollercoaster, the company’s revenue has been
going up relatively steadily. If we replace the median P/E earnings
line with the median P/S earnings line in the Peter Lynch Chart,
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Figure 9.7 LUV Median P/E Chart

the chart clearly shows when it is a good time to buy the stock and
when it is a good time to get out, as shown in Figure 9.8. In the early
2000s, the stock was traded at far above the median sales line. It took
more than 14 years for those who bought in 2000 to break even.
Those who bought when the stock prices were far below the median
sales line in 2009 and 2011 were rewarded with outsized gains over
the next 5 years. The previous chart drawn with the median P/E
earnings line isn’t able to provide such clear direction. Currently,
Southwest Airlines looks fair valued as measured against its historical
median price/sales ratio.

Similar to what we do with the earnings line, we can draw the sales
lines at the highest P/S ratio and the lowest P/S ratio within certain
historical periods. These lines form a band of the historical P/S ratios
and can give direction to investors regarding when the stock is at a
low valuation and it is a good time to buy.

This P/S bands approach works for both steadily performing
companies and cyclical companies. The two charts in Figures 9.9
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and 9.10 show the P/S bands for Johnson & Johnson and Amazon.
Drugmaker Johnson & Johnson’s stock price has been fluctuating at
about 3.5 times its revenue per share; online retailer Amazon’s stock
price has been traded at about 2.25 times its revenue per share.

The P/S bands approach does not work for companies that are
in permanent decline and may see their P/S ratios fall all the way
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to zero. And it does not work for commodity producers such as oil
companies, steelmakers, goldminers, and so on, which I will discuss
later in this chapter.

When P/S ratio is applied to the entire stock market, it can
be used to evaluate the broad market valuation and the projected
returns. In this case, the price is the total market cap of all the stocks
that are traded, and sales are the GDP of the country. This is how
Warren Buffett estimates the broad market valuation and projects
future returns. I will explain in more detail in the next chapter.

Price/Book Ratio

Unlike the valuation ratios P/E and P/S, which are the price relative
to the earnings power, P/B ratio measures the valuation of the stock
relative to the equity of the company. It does not suggest anything
about the operation of the company. Instead, it compares the price
and the underlying assets of the company.

Benjamin Graham liked to compare the stock price with
the book value of the shares and buy the ones that were sold at below
book value, that is, P/B < 1. P/B ratio works well for the companies
that are asset heavy and whose earnings power comes mainly from
the business’s tangible assets.
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Therefore, the book value is a rather accurate measure of net
worth for financial companies. That is why the change of per-share
book value is always the first thing Buffett writes about in his annual
shareholder letters. Especially in Berkshire Hathaway’s earlier years,
its insurance operation was a much larger segment of the company,
and Buffett thought the book value was a good proxy of the intrinsic
value of the shares. As Berkshire acquired more large non-insurance
operations such as Burlington Northern Santa Fe, Iscar, Mid-
American Energy, and so on, its intrinsic value deviatedmore from its
book value. Figure 9.11 shows the stock price of Berkshire Hathaway
relative to its historical P/B bands formed by prices at maximum,
median, and minimum P/B ratios. The chart gives a clear indication
of the valuation of the stock and when is a good time to buy.

When evaluating financial companies with their book values,
be wary about the quality of the book. Although book value comes
mostly from the current market values of the assets, the market can
be drastically wrong with the prices of the underlying assets. When
bank loans start to default more than expected, or insurance losses
come higher than anticipated at underwriting, the market prices of
their assets can go down quickly. That was what happened during
the 2008 financial crisis and how Dr. Michael Burry made a killing
betting against mortgage-backed securities.
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Figure 9.11 BRK P/B Bands
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Street analysts have 18 different price targets on the stock of United
States Steel, ranging for a high of $37 to a low of $7 while the stock
was traded at $16, according to Barron’s.5

An alternative measure of the valuation of commodity producers
is to look at the Shiller P/E ratio of the stocks. Shiller P/E ratio
was developed by Yale professor Robert Shiller for measuring the
valuation of the S&P 500 index.6 We have adopted the methodology
to individual stocks. It is calculated by adjusting the earnings over the
past ten years to the current year for inflation and taking the aver-
age of the adjusted earnings and dividing the stock price by the
average. It smoothes out the commodity price and profit margin
fluctuations across the cycle and gives amore real picture of the stock
valuation.

P/B is also a relatively better indicator for commodity company
stocks when compared with the historical valuations. The reason is,
unlike revenue and profit, the book value is relatively stable. In gen-
eral, commodity prices over the long term are driven by market
supply and demand. Commodity producers do not view temporarily
low prices or margins as a trigger for conducting impairment tests,
which will affect the book value of the company shares.

An example of P/E, P/B, and Shiller P/E for Chevron is shown
in Figure 9.13. Chevron’s stock cannot be evaluated with regular P/E
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as its earnings are now negative. The ratio went to 150 before that
because its earnings declined drastically from 2015. This clearly does
not make sense with valuation. P/B and Shiller P/E give a correct
measure on the historical valuation of the stock.

A generally better time to buy commodity companies is when the
P/B and Shiller P/E ratios are at their lower ends for the recent
cycles. The better companies to buy are those that have stronger bal-
ance sheets, have higher profitmargins, care to reserve enough funds
for rainy days, and are traded at lower historical P/B. Very few com-
modity companies are good for long-term holdings. A better time to
sell them is when P/B and Shiller P/E are at the high end of the
recent cycle, which is usually also when the commodity prices are at
the high end of the cycle.

That was what Buffett did with PetroChina, the giant Chinese
oil producer. He bought the stock in 2002 when the oil price was
at $20 a barrel and P/B of PetroChina stock was around 1. Then
he sold the stock in 2007 when the oil price climbed to above $70
and P/B ratio was at an all-time high of 4. As of September 2016,
P/B of PetroChina stock was about 0.7. He had a perfect timing for
selling the stock. But then Buffett used some of the profits to buy
U.S. oil producer ConocoPhillips in 2008 when the oil price was at
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probably worth, at a maximum, the liquidation value of the assets. If
a business generates profit, no rational business owner would sell it
at its liquidation value. Its capability of generating cash flow is where
the value is.

We can get a taste of these approaches with the valuations on
some household names. The values were calculated in September
2016. The discount rate for DCF is 12 percent while for EPV it is
9 percent. The results are shown below:

Company Price
Book
Value

Graham
Number EPV DCF

Lynch
Fair Value

Median
P/S Value

Apple Inc. 112 23 65 69 244 171 136
Amazon.com Inc. 829 35 49 30 43 101 508
General Dynamics
Corp.

156 36 0 81 101 107 111

Alphabet Inc. 775 180 292 259 709 269 736
Microsoft Corp. 57 9 17 32 24 0 43
Netflix Inc. 97 6 6 9 0 0 44
Wal-Mart Stores Inc. 71 25 45 83 55 0 79
Wells Fargo & Co. 44 35 50 –8 0 0 44

As discussed in the previous section, book value is a reasonable
valuation for banks and insurance companies. Among these compa-
nies, only Wells Fargo, one of the biggest banks in the United States,
is traded not far from its book value. All other companies are traded
far above their book values, as they should be. Graham Number and
EPV both use the combination of assets and earnings power,
and neither takes growth factor into the calculation. They both
underestimate the value of fast-growing companies like Apple and
Alphabet or asset-light companies like Microsoft. General Dynamics
has a negative tangible book value and its Graham Number cannot
be calculated.

DCF can only be applied to the companies that will grow consis-
tently into the foreseeable future. Among these companies, Apple,
Alphabet, and General Dynamics have demonstrated consistent
growth. Apple seems to be undervalued with DCF calculation.
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Alphabet, General Dynamics, and Wal-Mart are overvalued with the
DCF model.

None of these valuation methods can justify the stock prices
of Amazon and Netflix. Even median P/S value, which is based
on where the stock was traded in the past, understated where they
should be traded.

To further understand these valuation approaches, we can
take another look at the prices Buffett paid for three public
companies Berkshire Hathaway acquired after 2009. Berkshire
acquired Burlington Northern Santa Fe in 2010, Lubrizol in 2012,
and Precision Castparts in 2016. The prices Buffett paid and the
valuations calculated from different approaches around the times
of announcement are included in the table below. If we assume
that Buffett paid fair value for the acquisitions, book value, Graham
Number, and EPV are too conservative; the stocks of good compa-
nies cannot be bought at those prices. DCF calculation and Peter
Lynch Fair Value both give quite reasonable estimates of the fair
value of these companies, as shown in the table below:

Company Date
Acquisition

Price
Book
Value

Graham
Number EPV DCF

Lynch
Fair
Value

Median
P/S
Value

Burlington
Northern
Santa Fe

Sept.,
2009

100 35 68 17 91 103 69

Lubrizol Corp. Sept.,
2011

135 34 65 52 114 142 64

Precision
Castparts Corp

Dec.,
2015

250 81 31 79 249 169 210

Keep in mind that, before the announcements of the acquisi-
tions, the stocks of these companies were traded roughly 30 to 40
percent lower. That is the margin of safety we should rely on when we
look at the stock price relative to the results from the DCF model. If
we apply this thinking to the companies in the previous table, none
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of the stocks offer the margin of safety relative to the DCF model,
except Apple.

The table below summarizes the calculation and applications of
these intrinsic value calculation methods:

Valuation
Methods Assets

Earnings
Power Combined

Growth
Considered

Where
to Apply

Net cash x No Fire sale,
money-losing
companies

Net-net working
capital

x No

Net current asset
value

x No

Book value x No Banks, insurance
Discounted cash
flow (earnings)

x Yes Predictable revenue
and earnings

Graham Number x No Asset-heavy
companies

Earnings power
value

x No Asset-heavy
companies

Peter Lynch Fair
Value

x Yes Fast growers

Median P/S value N/A Stable average
margin over cycles

Rate of Return

Rate of return–based valuation, as suggested by its name, looks at the
potential rate of return on the capital that is invested. Though not
as popular as valuation ratios or intrinsic value–based valuation, rate
of returns gives a straightforward indication of the returns that an
investor can expect from this investment.

Rate of return–based valuation focuses on the earnings power of
the investment. Its main advantage is that it can be used to compare
the returns on alternative investments, such as CDs, money market
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Normalized free cash is the average of the free cash flow from
the company over the previous market cycle. The growth rate is how
fast the free cash flow will grow in the future. A stock has a higher
forward rate of return if its price is low or the company’s growth rate
is high.

■ ■ ■

If we apply the calculations to U.S. retailers, we get:

Company
Earnings
Yield (%)

Earnings Yield
(EBIT/EV) (%)

Forward Rate
of Return (%)

Costco Wholesale Corp. 3.5 5.6 11.5
Dollar General Corp. 6.1 10.4 15.3
Dollar Tree Inc. 3.9 6.0 19.1
Target Corp. 7.8 10.2 6.0
Wal-Mart Stores Inc. 6.5 9.0 7.8

With all three calculations, Dollar General seems more promis-
ing than the others because of its higher earnings yield and higher
forward rate of return.

Both earnings yield and forward rate of return calculations can
also be applied to the overall stockmarket. The results can be used to
compare it with the returns on CDs, moneymarket funds, and bonds.
An equity risk premium over risk-free rate from short-term govern-
ment bonds is usually required by investors because of the volatility
and uncertainty of stock investments. This is also how the interest
rate affects the attractiveness of the stock market from the aspect of
the potential rate of return. I will discuss market valuation in detail
in the next chapter.

■ ■ ■

As I conclude this chapter, I want to point out that investors
should not be obsessed with the valuation calculations. All calcu-
lations involve assumptions. They are valid only if the underlying
businesses perform as expected. Over the long term, investment
return is more a function of business performance than the valua-
tion, unless the valuation goes extreme. More effort should be put
into identifying good businesses and buying them at reasonable
valuations.
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It Will Be Cyclical

Though the market will assuredly be higher in the future, the ride
won’t be smooth. It will always go through cycles of extreme roller-
coaster ups and downs, except this ride will end at gradually higher
levels. People tend to forget that the sun will come out again during
times that seem endlessly dark; they also forget that bright daylight
doesn’t last forever during good times. It is cyclical.

HowardMarks likens the stock market to a pendulum that swings
between the extremes of euphoria and depression, or overpriced and
undervalued.1 Just like a physical pendulum, the market spends the
least amount of time in the middle. Since the end of World War II,
there have been ten bear markets—defined as declines of 20 percent
or more in the S&P 500 Index. Additionally, the market has had
24 corrections—defined as declines of 10 percent or more in the
S&P 500 Index. It has gone through just as many bull markets, with
periods during which the S&P 500 doubled without correction.

The main reason the stock market is cyclical is that the under-
lying economy is cyclical, driven by human behavior. Figure 10.1
shows the S&P 500 Index, the historical U.S. corporate after-tax
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Figure 10.1 Profit Margin and SP500
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gives different absolute values from the total market value over GNP
calculation, but when compared with its own historical values, this
ratio should give a similar picture and conclusion if the total market
cap of all U.S. companies is used.

Figure 10.2 shows the ratio of total market cap over GDP since
1971. We can see that during the past four decades, this ratio has var-
ied within a very wide range. The lowest point was about 35 percent
in the previous deep recession of 1982, while the highest point was
148 percent during the tech bubble in 2000. The market went from
extremely undervalued in 1982 to extremely overvalued in 2000. The
historical mean is 78 percent. As of October 2016, the ratio stands at
above 120 percent, which is about 55 percent higher than the histor-
ical mean. It is higher than it was before the market crash in 2007.
Only the year 2000 peak was higher.

Both Shiller P/E and the ratio of total-market-value/GDP suggest
that the market is significantly overvalued as of February 2017. But
the tricky part is the interest rate. The interest rate has never been
this low; if it continues to stay this low, the market may not be as
overvalued as it seems.

Both the trend of profit margins and market valuations suggest
that we are currently at the late stage of this cycle, though this
does not tell us when the downturn is coming. At this stage of the
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Figure 10.2 TMC/GDP
Source: Downloaded from http://www.GuruFocus.com on 10/18/2016



Trim Size: 6in x 9in Tian c10.tex V1 - 03/07/2017 6:32am Page 176�

� �

�

176 Invest Like a Guru

–5

0

5

10

15

20

25

30

1968 1973 1979 1984 1990 1995 2001 2006 2012 2017

%
Actual Return

Expected Return

Figure 10.3 Projected Return vs. Actual Return
Source: Downloaded from http://www.GuruFocus.com on 10/7/2016

Starting in the mid-1990s, the long-term interest rate as measured by
the ten-year yield went below 6 percent. The actual return followed
the projected return very closely.

As of February 2017, the calculation shows that the stock market
is likely to return −0.5 percent per year, including dividends, in the
next eight years. This paints a very pale picture for future market
returns. Only at the peak of the tech bubble in 2000 was the projected
return this low.

It is possible that the calculation is too conservative, as I assume
the valuation ratio will revert to its mean at 78 percent since 1970,
although the comparison between the actual return and the pro-
jected return does not indicate so. If interest continues to stay this
low, the valuation ratio may continue to stay at higher levels. If the
ratio of the total market value over GDP is at its current level of
120 percent in eight years, the expected return is a much higher
5 percent a year. If the ratio is midway between the historical mean
and what it is now, the projected return is a little above 2 percent,
which implies a flat market in the next eight years if the dividend
contribution is subtracted from the calculation.
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Figure 10.4 Insider Sales

The data over the past decade demonstrates that the behavior of
insiders has not changed from 30 years ago. Insiders don’t join the
crowd in market selloffs. Figure 10.4 shows the aggregated monthly
number of total insider sales since 2004. Only the open market sells
of insiders are counted. No weight was given in the data to the num-
bers of shares sold or the dollar amount.

The S&P 500 Index is also shown in the chart for comparison
purposes. Interestingly, the envelope of insider sells chart has a very
similar shape to the S&P 500 Index. Insiders sold the most at the
market high of 2007. They sold the least at the market lows during
the worst period of the financial crisis from September 2008 to April
2009, the U.S. government shutdown threat in August 2011, and the
market correction from late 2015 to early 2016.

Not only do insiders tend not to sell at the market lows, they also
buy more as the market declines, just the opposite of what the broad
market does. Figure 10.5 shows the monthly number of open market
insider buys from 2004. The buying activities picked up as the mar-
ket started to decline in late 2007 and reached a peak exactly when
they sold the least during the financial crisis. Similar behavior was
observed during the crisis of the U.S. government shutdown in 2011
and the correction from late 2015 to early 2016.

This clearly illustrates that when the market panicked and was
selling indiscriminately, insiders as a whole were doing exactly the
opposite. They remained confident regarding their companies and
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Figure 10.5 Insider Buys
Data source: S&P500 and Wilshire 5000

purchased many more shares than they normally did. These pur-
chases were rewarded greatly in the years that followed.

When we draw the ratio of the aggregated monthly number of
insider buys over insider sells, we get Figure 10.6. Much of the time,
the ratio stays at less than 0.5, which means that insider buying activ-
ities are less than 50 percent of selling activities. However, as the
market declined, the ratio picked up in 2008; by October 2008, it was
at 1; it peaked in November 2008 at 2.4; and it peaked again at 1.9 in
March 2009 when the stockmarket hit bottom. Two other peaks were
observed in August 2011 and August 2015 through January 2016.
Every one of the peaks happened after the market declined consid-
erably. The higher the decline was, the more buys the insiders made.

This data shows that insiders as a group acted rationally during
market crashes. Their aggregated buying/selling activities ratio can
serve as another good indicator of the attractiveness of the stock val-
uation during downcycles.

By the way, all the data mentioned in this chapter, market valu-
ations, the projected returns, and insider activity ratios are available
on GuruFocus.com and are updated daily.

■ ■ ■

Understanding the economic cycles and market valuation will
not help anyone predict the direction of the market in the short
term or even in midterms like a year or two. But it keeps investors
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Figure 10.6 Insider Buy/Sell Ratio
Data source: S&P500 and Wilshire 5000

from looking in the rearview mirror. They will have a clearer view of
the future and be able to stay rational when themarket gets euphoric
or sinks into fear again.

For analyzing individual companies, having a good knowledge
of business cycles and the likely future market returns can be
useful in evaluating management’s capital allocation decisions, their
aggressiveness in accounting, and the quality of earnings related to
pension-fund return assumptions.

Buffett calls himself a bottom-up value investor and rarely talks
about the generalmarket. But he has a tremendous understanding of
business cycles, the role of interest rates, market valuations, and the
likely future returns and risks. A good book to read about this topic
is Marks’s The Most Important Thing, 5 which I strongly recommend.

Over the long term, we should always be optimistic. At the cur-
rent late stage of the business cycle, investors should stay defensive
and be prepared for the next downcycle. They should focus their
investments on the quality companies that not only can pass the test
of bad times, but also can come out stronger.

Now, more than any other time in the past decade, it is vital to
invest only in good companies.




