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Executive Summary
In the world of investing, it is nearly impossible to make a name for yourself.  Heroes come and go.  Money is made and lost every second.  But in the mix of the Wall Street buzz, a man emerged as an icon of investment prestige.  This man turned a mere $105,000 in 1957 into an excess of $20 billion and has become the second richest man in the world.  The man we speak of is Warren Buffett.  In order to understand the genius of his success, it is important to understand the background of his life and the basis of his thinking.  He is an amazing individual with impressive wisdom and an eccentric lifestyle and a knack for business sense has been with him since an early age.

Warren has showed a gift of business genius since an early age.  He excelled through school at an amazing rate and began his investment career by creating Buffett Associates, Ltd. in 1956.  Through this partnership, Warren turned $105,000 into $300,000 in one year, and had a return of 1,156% after 10 years.  Warren liquidated his partnership with the coming of the Vietnam War, and maintained holdings in Berkshire Hathaway, a position that he still holds today.  Warren has had many triumphs in the business world, which include leading Berkshire Hathaway to a stock price high of $80,000 a share, saving Solomon Brothers from bankruptcy, and becoming the second richest man in the world.

Warren’s style of investing is called value investing, also known as investing from a business perspective.  With this lie of thinking, Warren believes that “investment is most intelligent when it is most business like.”  Warren looks to identify the intrinsic value of a target business and then looks for a bargain price for that business.  The real secret lies in determining where to find a target business.

In the following paper, we look to inform our audience on the history of Warren Buffett as well as educate on how his investment strategy works.  We begin our explanations with a qualitative look at Warren’s wisdom, describing the tenets behind his strategy.  We then introduce the quantitative end of his approach to finance, giving real life examples of his work.

A History of Warren Buffett

Warren Edward Buffett was born on August 30, 1930 to his father Howard, a stockbroker-turned-Congressman.  He was one of three children, and displayed an amazing aptitude for money and business at an early age.  While most little boys played cowboys and Indians, Warren was buying 6-packs of Coca-Cola bottles at 25 cents and selling the each for a nickel.  At the age of eleven, Warren purchased his first shares of stock, buying three shares of Cities Service Preferred.  He sold his shares before their true value was realized, and Warren learned one of his most important financial lessons: patience is a virtue.

Warren graduated from high school at the age of seventeen, and attended the Wharton Business School.  After two years, Warren complained he knew more than his professors and returned home to Omaha to attend the University of Nebraska.  While working full time, he finished his undergraduate degree in three years.  He applied to Harvard Business School for graduate work, but was denied admittance because of his young age.  He then decided to attend Columbia, where he met a professor that would forever change his life.

The professor was Benjamin Graham, a famed investor who was the author of “Security Analysis”, one of the greatest works ever written on the stock market.  He introduced Warren to the idea of Value Investing, also known as Investing with Business Sense.  He taught Warren that the real value in investing is not in the capital gains made in a day, but rather measuring the intrinsic value of a company and finding a bargain price for its shares.  His investment strategy is more complex than this, but this idea is one of his founding tenets.  Warren completed his graduate studies quickly, and is the only student at Columbia to receive an A+ in one of Graham’s classes.

After college, Warren offered to work for the Graham partnership for free, but was turned down by Graham (who only offered spots to Jews).  Warren returned to Omaha to work for his father where he met Susie Thompson, whom he married in April of 1952.  He lived in a three-room apartment for $65 a month and his daughter slept in a dresser drawer.  After a few years, Graham contacted Warren and offered him a position in New York City, and Warren’s career was on its way.

On May 1, 1956, Warren rounded up several limited partners (including his sister and Aunt), raising $105,000.  He put in $100 of his own money and created the Buffett Associates, Ltd.  By the end of the year, the amount grew to $300,000, and Warren began to manage the pool of money from the bedroom of his $31,500 home.  By this time in his life, Warren had three children.  

Ten years after it’s founding, the Buffett Partnership’s assets were up 1,156%.  But as the Vietnam War raged on, Warren decided to liquidate the partnership and only maintain his holdings in Berkshire Hathaway and Diversified Retailing.  On May 10, 1965, after accumulating 49% of the common stock, Warren named himself the Director of Berkshire Hathaway, a position he still holds today.

Over the years, Berkshire has made many business deals, acquiring Graham’s company, GEICO, and See’s Candy to name a few.  Warren steered the company through some rough times, and has lead the stock to a price of $80,000 per share.  On top of acquiring companies through Berkshire Hathaway, Warren also made massive amounts of money through Coca-Cola stock.

He has established himself so well in the market that everyone mirrors any of his movements.  Due to the high volume of following, Warren’s actions have the ability to change the price of a stock in one day.  Because of his high prestige, Warren has been called upon to act on behalf of companies to help them out of situations.  Perhaps the most well known example is his relationship with Solomon Brothers.

During the market-cornering debacle with Paul Mozer, Salomon Brothers was in serious trouble with the Federal Reserve.  The company lost credibility and was in jeopardy of going bankrupt.  During this trying time, Warren was flown to New York and was named CEO of the company on the same day.  As CEO, Warren worked with the Treasury Department to permit Solomon to continue trading and effectively keep the company in business.  During the talks, Warren allowed the senior executives to choose his successor.  After the market-corning issues were settled, Warren stepped down from the position.  

As was mentioned earlier, Warren is an eccentric individual.  Though he is the second richest man in the world, he spends little of his money in acquiring material items.  Perhaps this is due to his incredible interest in the time value of money.  To Warren, a $20,000 automobile will be worth less than nothing in 10 years.  But Warren knows he can invest that money and get a 23% compounding rate or return and turn that $20,000 into $9,958,257 in 30 years.  He then looks at buying a car as wasting those millions of dollars.  In addition to driving a VW Beetle, Warren lives in his $31,500 home and eats the same meal everyday.  To his devastation, Warren’s wife decided to live on her own in an apartment in San Francisco, but remained married to him.  She encouraged several women in the Omaha area to go to dinner and a movie with her husband, and finally set him up with Astrid Menks, a waitress.  She moved in with Warren within a year and Susie, hi wife, gave her blessing.

In addition to his eccentric ways, Warren has amazing wisdom and valuable tenets that have earned him the nickname of the Oracle of Omaha.  Warren believes that owning a stock solely in hopes that it will go up in price next week is the stupidest thing you can do.  He believes that no one should evaluate common stock based on the expectation of a $25 percent return in the next six months.  He looks for business that will generate an annual compounding rate of 15% or better over the next 10 or 15 years.  Warren believes that diversification is something people do to protect themselves from their own stupidity.  Warren also believes that stockbrokers may be wildly optimistic but are not very intelligent in matters of finance.  In addition to these ideas, Warren has some commonly referred to sayings that encapsulate his business thinking.  These sayings include:

· “Lethargy, bordering on sloth, should remain the cornerstone of an investment style.

· “An investor should act as though he had a lifetime decision card with just twenty punches on it.”

· “Never invest in a business you cannot understand.”

Perhaps his greatest tenet is with respect to business-like investing.  

Investing From a Business Perspective

“Investment is most intelligent when it is most businesslike.”  This is the key idea Warren holds when investing. It means that one stops thinking of the stock market as an end unto itself and begins thinking about the economics of ownership of those businesses that the common stock represents. Warren’s chief idea is to buy excellent businesses at a price that makes business sense. Thus, listening to your stockbroker say that he thinks XYZ stock is a timely buy and that in the last week it has moved up three points, is a total folly. Your stockbroker is only trying to entrap you in the enthusiasm of the horse race of numbers found every morning in the Wall Street Journal. So what makes business sense? Warren thinks it is to invest in businesses with the highest predictable annual compounding rate of return with the least amount of risk. Warren does this better then anyone because he knows that the ownership of the powers of production of the right business is of greater value over the long term then the short term profits usually promoted by Wall Street professionals.

In order to understand Warren’s view of investing from the business perspective, one must first understand his unorthodox view of corporate earnings. Warren considers, for example that if a company earns $5 a share and that if he owns one hundred shares of the company, he has just earned $500 ($5 x 100 =$500). He also believes that the company has the choice of either paying the $500 out to him via a dividend, or retaining those earnings and reinvesting them for him, thus increasing the underlying value of the company. Warren believes that the stock market will see this increase in the underlying value of the company, causing the stock’s price to rise. This view differs from most Wall Street professionals, as they don’t consider earnings theirs until the earnings are paid out in the form of dividends. To Warren, this is plain stupidity as he thinks earning should be retained if the company can profitably employ them at a rate of return that is better than the investor could. Warren also believes that since dividends are taxed as personal income, there is a tax incentive in letting the corporation retain all its earnings. Furthermore, dividend payment would put the earnings in the hands of the investor, which would burden him with the problem of reallocating the capital to new investments. 

The rate of return is the actual figure you will be making as an earning from your investment (a number Warren likes to pay close attention to). Warren also pays close attention to the price you pay for a stock, as it is one major factor that will determine your rate of return. In order to calculate the rate of return, another number needed is the yearly per share earning. This is a figure you will not know at the time of purchase, but a figure you will have to predict, or guess. For the obvious reason, Warren likes to invest in companies with reasonably predictable earnings. 

To wrap this up, the three variables you will constantly be addressing when using Warren’s system of analysis are:

1. The annual per share earnings figure

2. Its predictability

3. The market price of the security.

Following the three variables system, you will only have to answer two questions when trying to make an investment: What to buy (companies with predictable earnings per share), and at what price?


This seems simple enough, but there are many Wall Street professionals who go against this analysis. The problem is that many Wall Street investment bankers and brokers function basically as salesmen working for a commission.  For obvious reasons, they want to get the highest price possible for the goods they are selling.  Thus the buyer will most likely not get a bargain.  New issues are priced at the maximum to allow issuing companies to get the most money for its shares and the investment banks to receive the highest commissions.  The stockbrokers on the phone are only interested in selling the priciest item that they can. When a stockbroker is selling you a new issue, you should know immediately that the stock has been fully priced by the investment bank and that you are not getting a bargain.  If a stockbroker is trying to sell you a stock on the prospects of the stock price rising, you must see through that he does not care about what price he sells it to you at all, which is as dumb as you can get in this game.  There is never a stockbroker who will call and say, “ XYZ is an excellent company but its price is too high.”

Understanding this common folly stock brokers and investment bankers try to push us into, when Warren picks and buys stocks, it is as though he goes to a store and determines what he wants to buy, then waits for it to go on sale.  Thus when buying a security, he already knows what companies he would like to own.  All he is waiting for is the right price. For Warren, the “what to buy” question is separate from the “at what price” question. He answers the “what to buy” question first, and then determines if it is the right selling price. 

Compounding Rate Of Return

Before going on any further, it is important to explain how the magic of compounding sum of money fits into Warren’s investment philosophy, as his real trick in investing is to get a high annual compounding rate of return. 

As you may know, compounding works in a way that if you invested $100,000 in the following way, your return would look like the following. 

	
	5%
	10%
	15%
	20%

	10 years
	 $     162,889 
	 $        259,374 
	 $        404,555 
	 $          619,173 

	20 years
	 $     265,329 
	 $        672,749 
	 $     1,636,653 
	 $       3,833,759 

	30 years
	 $     432,194 
	 $     1,744,940 
	 $     6,621,177 
	 $     23,737,631 


As seen, the huge difference in returns with just a few percentage point differences over a long period of time is simply amazing. Here is a quick example using compounding. 

Let’s say a bond investor puts in $1,000 to General Motors for 5 years at a fixed rate of 8%. The investor receives $80 for five years and at the end of five years will get $1,000 back from GM. The investor would have received $400 in interest. From a tax standpoint, every time the investor receives his $80 from GM, the IRS will consider this as an income tax, lets say around 31%, which means the investor’s after tax yearly return will be $55.20. So after tax, the investor would earn $276 in interest for the five-year period. But this would completely change, if GM, instead of paying out the 8% to the investor and subjecting it to personal income taxes, automatically added it to the principle amount the investor originally loaned the company. In this case, the interest earned will look like the following. 

	Year
	Amount Invested
	Interest Earned and Retained

	1
	$ 1,000.00
	$  80.00

	2
	1,080.00
	86.40

	3
	1,166.40
	93.31

	4
	1,259.71
	100.77

	5
	1,360.48
	108.83

	
	TOTAL
	$  469.31


The investor then would be taxed 31%, making his after tax earning into $323.83, which sounds great. However, the IRS also knows about this great trick and will not let you get away with this. But for Warren the IRS missed one very important point, that when buying company equity, (which to Warren is like an bond, only without fixed payments) returns will not be subject to personal income tax unless it is paid out as a dividend to the investor. Going back to the subject of companies retaining earnings, Warren is protected from personal taxes as long as the company does not pay its earnings out as dividends. The earnings that are retained by the company will compound at the effective rate of return, which the company can profitably reinvest. 

A little follow up on how serious Warren takes the power of compounding:  Warren is famous for driving older-model cars. In the early days he drove a VW Beetle. If the automobile cost $20,000 today, to the normal people it would be worth almost nothing in ten years. But to Warren, who thinks he can get, say, a 23% annual compounding return on investment, means that the $20,000 invested today will be worth $1,256,412 in ten years, and in thirty years, $9,958,257. To Warren, $9,958,257 is just way too much money to throw away on a new car. 

Types of Businesses to Invest In

Taking all this in to account, we will start looking at the kinds of business Warren likes to invest in.  Warren thinks that knowing the kind of business to invest in is the most important aspect of investing. He thinks it is even more important than the price to buy it at. Warren always followed his mentor Graham’s philosophies but later on he adopted the philosophies of Philip Fisher and Charles Munger of investing in companies. Their philosophies were to invest in businesses that have superior economics working in their favor and are selling for the right price. Warren began to follow this. Graham on the other hand thought that all businesses were possible candidates for investments as long as they were selling at a bargain price. Warren saw the problem with Graham’s theory of the realization of value problem. Warren said that if Graham believed the share was worth $62.50 but was selling at $50 then the stock was undervalued by $12.50. If Graham invested in the company at $50 and the stock rose to $62.50 then he would make 25% return on his investment on the first year. But if it dropped then he would lose money. Thus if it keeps dropping, then he loses money and has no returns. This is the realization of the value problem that Warren saw and decided to adopt the principles of Philip Fisher and Charles Munger. Warren felt that the methods of Graham lacked uncertainty and he held holdings that never performed. Some examples of his downward trends based on Graham’s philosophies were Vornado, Sperry & Hutchinson, and Dempster Mill Manufacturing. In some cases however Graham’s theories worked and it gave positive returns but taxes would erode his profit.
Warren began to follow Fisher and Munger’s theories, which was to invest in companies with good economics of business. They said that even though a company sold continuously below its intrinsic value, if the profitability of the company kept improving, eventually the price of the stock would rise to reflect the improved economics of the business. Warren was a true believer of this. A good example of this was when Warren started buying the stock of General Foods, the EPS started increasing as the earnings rose, and the intrinsic value of the company rose as well. With this the stock price rose as well. Under Graham’s theory, Warren might have sold the stock as soon as it started seeing an increase in earnings and then the stock price. But he did not because he considered General Foods is the kind of business that has an expanding value. Even though at times the stock was selling below its intrinsic value, the market price continued to rise. Warren was confident that the market price would rise eventually because the economics of the business would allow the company to experience long-term economic growth, which would be seen in the increasing per share earnings. Warren earned a return of at least 13% and often near 20%.

Warren found that mediocre businesses didn’t have predictable earnings. Even though in the short term the company may have periods of hopeful results, the competitiveness in the business world would rule out any profitability. He found that even though the market did close the gap between market price and the projected intrinsic value, his returns were dull because the gain was limited to the difference between the spread of the intrinsic value and the market price and capital gains tax would also eat his returns. Thus Warren always bought an excellent business with expanding value as opposed to a mediocre business with static value. With an excellent business Warren could hold his investment indefinitely, rather than to get out of it early. By holding it, Warren avoided the capital gains tax to some far of date and enjoyed compounding retained earnings. Here are some examples of his investing in excellent businesses. 

The Washington Post is a good example of this. Warren bought 1,727,765 shares in 1973 for $9,731,000 and still has it with him. Today it is worth $600 million, giving him a compounding return of about 18.7%. GEICO is another example of this. He bought $45,713,000 worth of shares in 1972. In 1995, it was worth $1,759,594,000 giving him a compounding rate of 17.2%.

Warren regarded mediocre businesses as commodity type business that produced inferior results with price being the most important motivating factor in the consumer’s buying decision. Some examples are textile manufacturers, steel producers, gas and oil companies, and paper manufacturers. A good example is Company A making improvements in its manufacturing process, which lowers it’s cost of production, which increases its profit margins. Company A then lowers its price of product to gain market share. Companies B, C, D start to lose business and they also do the same thing that Company A did. Thus destroying any profits made by company A. Warren regards commodity type businesses offer the least for future growth of shareholder value. Profits are low because prices are kept low so the money is not there to expand and even if they did make money then the money is spent in upgrading plant and equipment. Identifying a commodity type business is not hard. Warrant regards these characteristics – low profit margins, low returns on equity, difficulty with brand name loyalty, presence of multiple producers, and erratic profits. 

The 8 Key Questions In Determining a Consumer Monopoly

Warren regards the excellent business a consumer monopoly. He would invest his money only in this. Warren has 8 key questions that he asks to determine if it is a consumer monopoly, exceptional business economics, and shareholder-oriented management.

1) Does the business have an identifiable consumer monopoly?
By this Warren means that if you go to some convenience store or supermarket and if they carry a brand name, then the chances are that it is a consumer monopoly. Some examples are USA Today, Coca-Cola, and Marlboro cigarettes.

2) Are the earnings of the company strong and showing an upward trend?
Warren is looking for annual per share earnings that are strong and show an upward trend.

3) Is the company conservatively financed?
Warren likes companies that are conservatively financed. He thinks that if a company has a consumer monopoly then it is spinning off tons of cash and is no need of a long-term debt burden. Some examples are Wrigley and UST. In some cases Warren says that if long-term debt is used by a company to acquire another company then you have to figure out whether the acquisition is a consumer monopoly. The rules he uses are that if both companies merge then the debt that was used can be written off very early if the company is very profitable. If a commodity company is acquired then the company uses the cash flow to acquire a consumer monopoly type business and then the management jettisons the cash hungry commodity type business.

4) Does the business consistently earn a high rate of return on shareholders equity?

Warren has figured that high returns on shareholders equity can produce great wealth for shareholders. Thus he invests in companies that consistently earn high returns on shareholders equity. He is looking for a return that is 15% and higher. He thinks that this is a good indication that the management not only can make money from the existing business but also can profitably employ retained earnings to make more money for the shareholders.

Some examples are General Foods with 16%, Hershey Foods with 16.7% and Philip Morris with 30.5%. 

5) Does the business get to retain its earnings?
Warren said that he wants to invest in businesses that can retain their earnings and haven’t committed to themselves to paying out a high percentage of their profits as dividends. This way the shareholders can benefit from the full effects of compounding.

6) How much money does the business have to spend on maintaining the current operations?

Warren wants a business that seldom requires to replace plant and equipment and does not require an on going expensive research and development. He wants a company to produce a product that never goes obsolete and is simple to produce and with little or not competition.

7) How good is the management at reinvesting retained earnings, earnings in business opportunities and expansion of operations?

Warren believes that if a company can employ its retained earnings at above the average rates of return then it is better to keep the earnings in the business. Warren wants to invest in cash cows that are highly profitable businesses with little research and development.

8) Is the company free to adjust prices to inflation?

Warren thinks that a consumer monopoly is free to increase the prices of its products right along with inflation, without it experiencing a decline in demand. Thus profits remain fat, no matter how inflated the economy gets.

Actual Examples of Consumer Monopoly Businesses

Using the 8 Key questions, Warren identified 3 excellent businesses –

1) Businesses that make products that wear out fast or are used up quickly, that have brand appeal, and that merchants have to carry or use to stay in business

Some examples that Warren says are perfect are Coca-Cola, Hershey Foods chocolate, Wrigley gum, and Doritos. These companies no doubt are excellent businesses because almost every convenient store has these products. For clothing Fruit of the Loom, Nike, Hanes and Levi’s are all good.

2) Communications businesses that provide repetitive services manufacturers must use to persuade the public to buy their products

Warren initially invested a great deal of money in Capital Cities and then ABC. These were the only major networks present when he invested in them. Same with newspapers and Warren invested in the Buffalo Evening News.

3) Businesses that provide repetitive consumer services that people and businesses are consistently in need of

Service Master, Rollins, and H & R Block are all good companies that Warren invests in because they provide repetitive services to consumers in times of needs. American Express and Dean Witter Discover were also the ones he invested in. All these companies require very little capital expenditure or a highly paid educated workforce and these is no such thing as product obsolescence. As long as termites keep eating, locusts keep coming, shoppers use credit cards these companies will make money.

Warren thinks that it is hard for inept managers to foul up the economics of the business. He is interested in investing in businesses whose inherent economics are so strong that even fools can run them profitably. Warren identifies these qualities in a manager – 

1) Profitably allocating capital

2) Keeping the return on equity as high as possible

3) Paying out retained earnings or spending them on the repurchase of a company’s stock if no investment opportunities present themselves

When to Buy 

Now that we understand what companies to look at, we must answer the second question, at what price, or when to buy.  Warren sometimes has a philosophy of investing in companies when their prospects seem the bleakest. Warren thinks that if you have identified the companies that have excellent management or a great consumer monopoly or both, it is possible to predict that they will most certainly survive a recession and more than likely come out of it in a better position than before. Recessions are hard on the weak but they clean the field for the strong to take an even larger share when things improve. A good example of this is when Warren bought stocks of Wells Fargo bank. Wells Fargo had set aside loan losses of about $1.3 billion or $25 a share of its $55 a share in net worth. In 1991 the losses wiped out most of Wells Fargo’s earnings but they still had a small net profit. Wall Street reacted and the share price dropped from $81 to $41.3. They lost most of their share market price. Warren then bought 10% of the company – 5 million shares for a price of $57.8 a share. He saw that it was one of the best-managed money center banks. In 1997, the share price of Wells Fargo was $270. Warren ended up with a pretax annual compounding rate of return of 24.6%. Hence Warren says that an unfortunate recession can create an opportunity for the business perspective investor who has an eye in the long run.
Warren believes that the technical mechanics of the stock market can create situations that will whipsaw security prices regardless of the underlying economics of the businesses. He believes his irrational behavior can create situations that present excellent buying opportunities for the practitioner of business perspective investing. The stock market phenomenon is different from the short term perspective profit seeking. Instead it is a quirk in the stock market infrastructure that occurs because of the ways and methods that securities are bought and sold. Also portfolio insurance and index arbitrage are two strategies that try to exploit that price movement of the whole stock market. The panic of 1987 caused a liquidity crisis among market makers.

Warren would like to invest and own 100% of a business. But this is not possible. So he has other alternatives, which are long term fixed income securities, medium term fixed income securities, short-term cash equivalents, and Short-term arbitrage commitments.  However these are not his favorites nor do they bring him largest profits. But they do offer a profitable use of assets while he waits for a chance either to buy an entire business or to make a long-term common stock commitment.

Long term fixed income securities – Warren will never invest in long term fixed income securities (long term bonds) because they require long-term commitment of capital to an investment that offers a low rate of return. He also sees that inflation is very important part of this and could easily strip away the value of any investment in long term fixed securities. The only exception is when the market offers a unique circumstance that carries an acceptable amount of risk and an adequate rate of return. Warren’s investment in Washington Public Power Supply system bonds is a good example of this.

Warren purchased $139 million in WPPS bonds when they had just defaulted on $2.2 billion in bonds. His investment would give him a tax-free annual interest payment of $22.7 million. This was equal to an annual tax rate of return of 16%. Warren will invest only in bond situations that offer him an absolutely better opportunity to profit than other business ventures might.

Medium term fixed income securities – Warren always regarded medium term fixed income securities as a viable option to cash equivalents. Warren purchased $700 million in tax-exempt bonds most with a maturity of between 8 to 12 years. They were the best options to keep his assets in cash equivalents such as treasuries. He bought them with the intention of selling them, as he needs the capital for other investments. He could thus show a loss if he sells them after interest rates have risen. He thinks that any loss he makes can be offset by a good business he buys such as Coca-Cola.

Short-term cash equivalents – Warren will periodically hold large amounts of cash in short-term notes of the government, other select businesses and certain municipalities. None of them should have a maturity of over a year. Not very profitable but better than stuffing the money under the mattress at home.  Short-term arbitrage commitments – This is one of the most important tools in his arsenal.

When buying securities, a common method is to use portfolio theory, which is to diversify your stock holdings. It seems to be a very popular way to invest as it is mathematically proven to lower your risk without lowering your returns as well. However to Warren, diversification is a way to invest for people who do not know what they are doing. To Warren if people understood the business perspective of the stocks they were investing in, there would be no need for investors to put their money in randomly selected stocks. Thus Warren has adopted the concentrated portfolio approach, which means holding a small number of investments he really understands and intends of holding for a long period of time. So, to Warren, it becomes a very serious issue of what to invest in, and at what price that would decrease the risk. Warren has often said that a person would make fewer bad investment decisions if he were limited to making just ten in his lifetime.

When To Sell

Warren originally followed Graham’s approach to selling, which was selling when the security reached its intrinsic value. However, there was the problem that the longer it took for the stock to reach its intrinsic value, the lower the annual compounding rate would be. There also was the problem of certain stock never reaching its intrinsic value. Graham decided that if the security did not reach its intrinsic value in two to three years, it was simply best to sell the stock and find a new investment. 


Warren at first followed this strategy, but found that more often then not, he was left holding on to a dog that never rose to its intrinsic value. Furthermore, even if he did buy a security that rose to its intrinsic value, the IRS would charge him capital gains tax as soon as he sold them. Thus, he followed another strategy by Munger and Fisher, who argued that once an excellent business was bought with excellent growth and management functioned with shareholders financial gain as their primary concern, the time to sell was never. Munger and Fisher believed that superior result could be achieved if investors could fully benefit the compounding effect of the business profitably employing its retained earnings. 

In order to implement this technique, Warren based his investment strategy on the economic nature of the business. The excellent business with high rates of return on equity, identifiable consumer monopoly and shareholder oriented management became his primary investment targets. Price still dictated whether the stock would be bought and what Warren’s annual compounding rates of return would be. But once the purchase was made it would be held for many years as long as the economics of the business didn’t change dramatically for the worse. A good example of this is the Washington Post and GEICO giving good rates of returns of 17% or better for the last twenty years. 

Warren also does not believe in the bear/bull market and ignores it. He can do this because he buys into a business on the basis of price. If the price is too high, the investment won’t offer a sufficient rate of return and he won’t buy in. Warren does not follow the market at all. He is aware that great buys can show up even in a raging bull market but he also has found that a bear market where lots of companies are being sold cheap offer him his greatest opportunity to find a really good deal. A good example is the stock market crash of 1987 when all the market went crazy, Warren hung in there waiting for a good business to come in and it was Coca-Cola that came up and he jumped in to buy the shares. He bought the stock when other saw fear in it. Thus we can see that Warren is interested in a long-term perspective and ownership. Warren wants the compounding to go on as long as possible. Sure over the short term he could sell and make a handsome profit, but he is after an outrageous profit, the kind that makes you one of the richest in the world. To get rich Warren gets capital to compound at a high annual rate of return for a long time.

Quantitative Analysis

The price you pay will determine your rate of return.  This is a key idea for Warren.  Management’s ability to grow per share earnings of a company is key to growth of the shareholder’s value in the company.  The increase in per share earnings will, over a period of time, increase the market valuation for the company’s stock.

Three Tests to Determine the Rate of Return

Warren performs three tests in order to determine if the company he invests in will yield him a desirable rate of return.

Test #1:  Predictability of Earnings

The first test is to determine at a glance the predictability of earnings.

Look at and compare the reported per share earnings for a number of years.  Check to see if they are consistent or inconsistent, and if they trend upward or do they jet up and down like a roller coaster?

Warren typically invests in companies that have predictable earnings, which means that the earnings are consistent and are increasing every year.  Strong earnings and earnings with an upward trend are important factors in determining which company to invest in.

	Company 1
	
	Company 2
	

	Year
	EPS ($)
	Year
	EPS ($)

	1983
	1.07
	1983
	1.57

	1984
	1.16
	1984
	0.16

	1985
	1.28
	1985
	0.28

	1986
	1.42
	1986
	0.42

	1987
	1.64
	1987
	(0.23)

	1988
	1.60
	1988
	0.6

	1989
	1.90
	1989
	1.90

	1990
	2.39
	1990
	2.39

	1991
	2.43
	1991
	(0.43)

	1992
	2.69
	1992
	0.69


Look for 2 things: 

(1) Is the company strong?  

Looking at Company 1’s per share earnings, it seems strong and consistent.  Company 2’s on the other hand are very volatile and unpredictable.  

(2) Does the company’s EPS have an upward trend?

For company 1, the EPS has increased every year except for 1988, when it dropped slightly.  For company 2, the EPS are inconsistent and fluctuate.  

In the case of these two companies, Warren would invest in the first one because of strong and steady earnings, which would enable him to predict future earnings.

Application of Test #1 - Coca-Cola

Looking at the table, the earnings per share for this ten-year period of Coca-Cola’s, Warren determined that the earnings are consistent, strong, and growing at a steady rate.  Thus, on August 8, 1994, Warren purchased 257,640 shares of Coca Cola’s common stock for $21.95 a share.  

Table of Earnings

	Year
	Earnings

	1983
	0.17

	1984
	0.20

	1985
	0.22

	1986
	0.26

	1987
	0.30

	1988
	0.46

	1989
	0.42

	1990
	0.51

	1991
	0.61

	1992
	0.72

	1993
	0.84

	1994
	0.98  (est.)


Test #2:  Determining the Initial Rate of Return

The second test is to determine your initial rate of return.

This is calculated by taking the earnings per share for a given year and dividing by the stock price for that year.  For example in 1979 the stock of Capital Cities was trading a $3.80 a share against estimated earnings for the year of $.46 a share.  (.46 / 3.80 = 12.1%).  

Application of Test #2 - Coca-Cola

In 1994, Coca-Cola was trading at $21.95 a share against 1994 earnings of $0.98 a share.  The initial rate of return is 4.5%  ($0.98 / $21.95 = 4.5%).  Warren combines this initial rate of return with the estimated earning growth figure in order to determine his total return on his investment.

From this, Warren theorizes that the price you pay in effect determines your rate of return.  Therefore, the higher the price, the lower the rate of return, and vice versa.

Test #3:  Determining the Per Share Growth Rate

The third test is to determine the per share earnings growth rate.  In order to determine the per share growth rate, you look at the past per share earnings for a 5-10 year time period and calculate the rate of growth using present and future value equations.

Future Value = Present Value (1 + r)T
Application of Test #3 - Coca-Cola

Looking at the table, we see Coca-Cola’s earnings for the 10-year period from 1983 to 1994.  Using the future value equation, we can plug in the values for the future value, present value, and time, giving us the annual per share growth rate of 17.2% from 1984 to 1994.  

Warren reasoned that in 1994, if he paid $21.95 for a share of Coca-cola stock that had per share earnings of $0.98 a share, he would in effect be getting an initial after-corporate-tax return on his investment of 4.5%.  And this rate of return would expand because Coca-Cola’s per share earnings were growing at an annual compounding rate of 17.2% to 18.4% a year.

Future Value = Present Value (1 + r)T
Future Value = 0.98

Present Value = 0.20

T = 10 years

0.98 = 0.20 ( 1 + r ) 10
      r = 17.2%

Table
	Year
	Earnings

	1983
	0.17

	1984
	0.20

	1985
	0.22

	1986
	0.26

	1987
	0.30

	1988
	0.46

	1989
	0.42

	1990
	0.51

	1991
	0.61

	1992
	0.72

	1993
	0.84

	1994
	0.98  (est.)


Determining the Value of a Company Relative to Government Bonds

In order to establish the value of a company relative to government bonds, divide the current per share earnings by the current rate of return for government bonds.  For example in 1979 Capital Cities was earning $.47 a share.  Divide these earnings by the 10% return on government bonds and you get a stock price of $4.70.  This means that if you paid $4.70 for Capital Cities stock you would be getting a return equal to that of the government bond.  In 1970 Capital Cities stock was trading in the price range of $3.60 and $4.70.  This means that you could have bought stock at a price lower than its relative value to government bonds and thus enable you to earn a return greater than 10%.  Warren calculated that from 1970 to 1979 Capital Cities earnings were growing at a rate of 21% per year.  Herein lies the reason for purchasing the Capital Cities stock as opposed to the government bond.  By purchasing the stock you are earning a return of 10% or more with a per share earnings growth rate of 21%.  

Companies with High Rates of Return on Equity

Warren has a preference of investing in companies that have high returns on equity.  Companies can have the same capital structure, which is the same amount of assets and liabilities, however they can have different earnings figures.  As a result, the different earnings will yield different returns on equity.  One of the keys to understanding Warren is that he is not very interested in what a company will be earning next year but rather what the earnings will be in ten years.  In Warren’s opinion Wall Street focuses on the next year, whereas Warren realizes that for compounding to work he has to focus on predicting the future.  For example, if a certain company’s ROE is 33% and if management can keep this up, then retained earnings will earn 33% as well.  As a result, shareholder’s equity grows as well and it is the growing equity and the earnings that go with it that interest Warren.

Application - Coca-Cola

Looking at the table, in the six years prior to 1994, Coca-Cola’s annual return on equity was greater than 33%.  This is significantly greater than the 12% average for most business.  Therefore, Coca-Cola passed Warren’s requirement that a company must show consistently above-average annual rates of return on equity and he purchased 257,640 shares in 1994.

Determining the Projected Annual Compounding Rate of Return

One of the most important lessons to learn from Warren is that he is not interested in immediate returns or what a company will be earning next year.  What he is interested in is what the company will be earning in the next ten years, or the long-term.  It is the prospects of long term growth that determine Warren’s interest in a company.  Because Warren is investing in the long term he takes into consideration the annual compounding rate of return.

Warren figures out approximately what the equity value of the company will be at a future date, usually ten years, and then he multiplies the per share equity value by the projected future rate of return on equity ten years out, which gives him the projected future per share earnings of the company.  Using these earnings he is able to project the future trading value of the company’s stock.  Using the price he paid for the stock as the present value, he can then calculate his estimated annual compounding rate of return.  This rate is then compared to other rates being offered in the market and Warren then determines what his needs are in order to keep ahead of inflation.

In 1986 Berkshire Hathaway had stockholder’s equity of $2,073 a share.  For the past 20 years the ROE was 23.3% compounded annually.  To project the per share equity figures for 1996 you take $2,073 as the PV, 23.3% as the growth rate, 10 as the number of years and you obtain a FV of $16,835.  Before you determine how much you would be willed to pay in 1986 for the right to earn $16,835 you must first determine the return you are looking to get.  Taking 15% as the minimum return you expect on an investment you calculate that you can pay up to $4,161.  At that time Berkshire was trading for approximately $2700 per share and if that is the price you paid than you’re annual return could jump from the 15% you wanted to 20%.  By 1996, Berkshire ending up growing its per share equity value at a compounding annual rate of approximately 24.8%, which means that in 1996 the value of the equity base was $19,011.  In 1996 Berkshire was trading at $38,000 a share, which means that if you paid $2,700 in 1986 for a share of Berkshire and sold it in 1996 for $38,000, you would have an annual compounding rate of return of 30.2% for the ten-year period.  The reasoning behind the compounding rate of return is that by investing with a long-term perspective in a company that has a high return on equity, as a stockholder you are benefiting from the company’s retained earnings, which are also growing at a high rate of return.

The Equity/Bond with an Expanding Coupon

Warren believes that what you pay for a stock determines your rate of return.  There is another key advantage point in the return on equity and retained earnings.  Even though you may pay a steep price to make the initial stock purchase, it’s the expanding coupon, or the annual compounding rate of return, that will ultimately pay out.

Application of Equity/Bond with an Expanding Coupon - Coca-Cola

Looking at Table 1, shares of Coca-Cola sell for $5.22 a share in 1998 and earnings are $0.36 a share.  This would equate to a 6.89% initial rate of return ($0.36 / $5.22 = 6.89%).  Although a 6.89% rate of return isn’t great, Coca-Cola’s per share earnings would increase in the next 10 years to produce ample profits.

In 1988, $0.36 a share is earned on the initial investment of $5.22, which equates to a 6.89% rate of return.  Coca-Cola retains approximately 58% of that $0.36, or $0.21 ($0.36 * 58% = $0.21) and reinvests that $0.21 back into the company.  (The other 42% is paid out as a dividend.)

So at the beginning of 1989, the investment in Coca-Cola includes the original 1988 investment of $5.22 a share plus 1998’s retained earnings of $0.21 a share for a total investment of $5.42 a share ($5.22 + $0.21 = $5.43).

Looking at Table 2, we can project that in 1989 the original $5.22 portion of the $5.43 invested will still earn a rate or return of 6.89% or $0.36.  If Coca-Cola can maintain a 33.6% rate of return on equity, we can project that in 1989 the $0.21 of retained earnings from 1988 will earn the same rate of return.  So $0.21 a share in retaining earnings will produce $0.07 a share in new earnings in 1989  ($0.21 * 33.6% = $0.07).  This means project 1989 earnings will be $0.43 a share ($0.36 + $0.07 = $0.43), which will give us a 7.9% rate of return on our initial investment plus retained earnings of $5.43 a share  ($0.43 / $5.43 = 7.9%).

The same analysis can be run for 1990 as well.  Looking at Table 3, Coca-Cola will retain 58% of the $0.43 per share earnings from 1989, or approximately $0.25.  This will add $0.25 to the $5.43 already invested in Coca-Cola.  So your investment in Coca-Cola stock at the beginning of 1990 will be the original 1988 investment of $5.22, plus the retaining earnings from 1988, $0.21, plus the retained earnings from 1989, $0.25, for a total of $5.68 ($5.22 + $0.21 + $0.25 = $5.68).

Looking at Table 4, we can project that your original investment of $5.22 a share will earn 6.89% or $0.36 a share, but the retaining earnings from 1988, $0.21 a share, and from 1989, $0.25 a share, will each earn the current rate of return on equity, which is projected to be 33.6%.  This $0.46 a share ($0.21 + $0.25 = $0.46) in retained earnings from 1988 and 1989 will produce earnings of $0.15 a share in 1990 ($0.46 * 33.6% = $0.15).  Thus, total earnings for 1990 are projected to be $0.51 a share ($0.36 + $0.15 = $0.51).  This equates to an 8.9% rate of return on your initial investment plus retaining earnings from 1988 and 1989  ($0.51 / $5.68 = 8.9%).

	Table 1

	Total Per Share Investment in Coca-Cola at the Beginning of 1990

	Original 1988 investment
	5.22
	

	RE for 1988
	0.21
	

	1989 total per share investment
	5.43
	

	
	
	

	Table 2
	
	

	Projected Per Share Return on Invested and Retained Capital for 1989

	Original 1988 investment
	5.22 * 6.89% =
	0.36

	RE for 1988
	0.21 * 33.6% =
	0.07

	1989 total per share investment
	5.43 Earnings per share
	0.43

	
	
	

	Table 3
	
	

	Total Per Share Investment in Coca-Cola at the Beginning of 1990

	Original 1988 investment
	5.22
	

	RE for 1988 and 1989
	0.46
	

	1990 total per share investment 
	5.68
	

	
	
	

	Table 4
	
	

	Projected Per Share Return on Invested and Retained Capital for 1990

	Original 1988 investment
	5.22 * 6.89% = 
	0.36

	RE for 1988 and 1989
	+ 0.46 * 33.6% = 
	0.15

	1989 total per share investment
	5.68 Earnings per share
	0.51


This is why Warren’s original investment in Coca-Cola at a fixed rate of return 6.89% is great – the retained earnings are free to earn the full 33.6% annual compounding.  You pay a steep price to get in the door, but once you get in, it’s bliss.

Using the Per Share Earnings Annual Growth Rate to Project a Stock’s Future Value

It is possible to project the future price of a company’s stock by using the company’s per share earnings annual growth rate.  Then using this growth rate we can project a future year’s per share earnings and then project the stock’s price.  In turn, given the stock’s projected future price, the price we paid for it, and the number of years the investment is held, we can project the annual compounding rate of return the investment will give us.

Application - Capital Cities

Part I: To Project Capital Cities’ Future Per Share Earnings for 1990
From 1970 to 1980, Capital Cities’ per share net income grew from $0.08 to $0.53, or at an annual compounding rate of approximately 20%.  If we project the per share earnings from 1980 to 1990 based on this rate of growth, we would get a project per share earnings of $3.28 for 1990.

Part II: To Project the Market Price of Capital Cities Stock in 1990

Looking at Capital Cities price-to-earnings (P/E) ratio from 1970 to 1980 indicates that the stock traded at anywhere from nine to twenty-five earnings.  We will use the low end of the P/E range to be conservative to value Capital Cities’ 1990 projected per share earnings.  Thus, Capital Cities projected 1990 market price for the stock is $29.52  ($3.28 * 9 = $29.52).

Part III: To Project the Annual Compounding Rate of Return from 1980 to 1990

By looking at Capital Cities’ actual 1980 stock price, we see that it was sold for about $5 a share.  Use the future value equation to calculate the annual compounding rate of return from 1980 to 1990 based on a $29.52 future value, and you get 19.4% as the growth rate.  So if we invested from 1980 for $5 a share to 1990, we would receive an annual compounding rate of return of approximately 19.4% based on our calculation.

Now let’s see what really happened to the $35 a share investment we made in 1980.  Looking at the actual earnings of Capital Cities’, the company had 1990 earnings of $2.77 a share, compared to our estimate of $3.28 a share.  The stock traded in a price range between $38 to $63 a share in 1990, compared to our conservative estimate of $29.52 a share.


At the least, if you had sold your stock at $38 a share in 1990, your pre-capital-gains-tax annual compounding rate of return would be 22.4% from 1980 to 1990.  Conversely, if you had sold your stock at $63 a share in 1990, your annual compounding rate of return would be 28.8%.  For example, if you had invested $100,000 in Capital Cities at $5 a share back in 1980, it would have compounded annually at 22.4% and grown to be worth approximately $754,769.21 by 1990.

By functioning in this manner, Warren can buy a stock and not care if he ever sees what Wall Street is valuing it at. Warren knows approximately what his long-term annual compounding rate of return is going to be.  He also knows that over the long-term the market will value the company to reflect this in crease in the company’s net worth.

Increasing Shareholders’ Fortunes by Buying Back the Company’s Stock

From 1984 to 1993, Coca-Cola has been consuming about $5.8 billion of its equity buying back its common stock, managing to decrease its number of outstanding shares from approximately 3.174 billion to 2.604 billion.  This represents a reduction of approximately 570 million common shares, or 21% of all the outstanding common stock in 1984.  Why did Coca-Cola do this?

In 1984, Coca-Cola spent $5.8 billion of its shareholders’ money over the next nine years on share repurchases, which equates to $1.82 a share  ($5.8 billion / 3.174 billion share outstanding in 1984 = $1.82 a share).  Then in 1993, Coca-Cola posted a total net income of approximately 2.176 billion, which equates to a $0.84 per share earnings  ($2.176 billion / 2.604 billion outstanding shares = $0.84 a share).

Now lets take a look at two examples which will elucidate the benefits of share repurchases assuming a 1993 P/E ratio of 25:

In 1993 without share repurchases:


1993 total net earnings / 1993 outstanding shares = per share earnings


$2.176 billion / 3.174 billion = $0.68 earnings per share

per share earnings * price-to-earnings ratio = per share market price


$0.68 * 25 = $17.00

 In 1993 with share repurchases:


$2.176 billion / 2.176 billion = $0.84 earnings per share

$0.84 * 25 = $21.00

This is a $4.00 difference ($21.00 - $17.00 = $4.00)!  The $1.82 a share of shareholders’ money spent produced a $0.16 increase in per share earnings ($0.84 - $0.68 = $0.16), which produced a $4.00 increase in Coca-Cola’s per share market price.  By spending its equity base to retire its common stock, Coca-Cola effectively shrunk both its equity base and the number of outstanding shares.  Though this doesn’t affect total net earnings, it does increase per share earnings because the number of shares has decreased.  The pie remains the same size; the pieces have just gotten bigger because there are fewer slices.  Also the return on equity (ROE) will increase because the equity base has decreases.

Basically it all boils down to whether you as the investor would prefer to have the $1.82 a share in your pocket or if you want Coca-Cola to spend it on increasing the size of your portion of the Coca-Cola pie.   If you let Coca-Cola keep the after-tax $1.82, it can spend it buying back its own stock, which will increase per share earnings, which increases the value of your stock.

How To Determine If Per Share Earnings Are Increasing Because of Share Repurchases

There are mainly two reasons why earnings per share increase.  Earnings increase as a result of economic and business factors or because of the manipulation of financial mechanics.  As mentioned earlier, the key to the extracting the most out of your investment is through the compounding rate of return, which means that you have to hold the stock as a long-term investment.  

In order to determine how earnings are represented Warren compares the company’s actual net earnings annual compounding growth rate against the annual compounding growth rate for per share earnings. 

Warren Buffett is continuously working to identify companies that he believes are good investments.  At times such opportunities do not exist and in order to get the most for his money, Warren identifies short-term arbitrage opportunities.  Warren is very comfortable with cash payments on sale or liquidation opportunities.  An investment opportunity arises for the arbitrageur in the price spread that develops between the announced sale or liquidation price and the market price for the company’s stock before the sale or the liquidation.


An example is when Pepsi announces it will sell all its stock to Coca Cola for $100 a hare at some date in the future.  But the arbitrageur is able to buy the stock for $80 a share before the close of the transaction, so the arbitrageur will make a profit of $20 per share, which is the difference between the market price and the sale price.  The most important aspect of these opportunities is the closing date of the transaction.  The longer the time from the purchase date to the date the transaction closes, the smaller your annual rate of return.  

Short Term Arbitrage Commitments

Warren Buffett uses the Grahmian equation to determine the annual return for an arbitrage opportunity.

Annual Return = CG – L (100% - C)/YP

Where:

G = the expected gain in the event of success

L = the expected loss in the event of failure

C = the expected chances of success, expressed as a percentage

Y = the expected time of holding, in years

P = the current price of the security

Example:

In 1982 Bayuk Cigars Inc. announced that it had approval from the justice department to sell its cigar operations to American Products Co. for $15 million, or approximately $7.87 a share.  When Warren heard about this he bought outstanding stock for $1 million at $5.44 a share.  To calculate the per share profit potential subtract $5.44 from $7.87.  This equates to a profit of $2.43 a share.  The profit potential is then multiplied by the chances of success.  Since the justice department has approved the transaction there is at least a 90% chance that the deal will go through.  Multiply this by the $2.43 profit potential and you get $2.18.  If the transaction does not take place Warren has to calculate his loss.  If the deal were canceled then the stock price would go back to the price before the sale was announced, which in this case was $4.50.  If 90% was the chance of success then 10% is the chance of loss.  The difference between $5.44 and $4.50 is $.94 per share.  Multiply this by the 10% chance of loss, and you get $.09 projected loss.

Assuming the deal goes through within one year, Y would be 1.

Annual Return = CG – L (100% - C)/YP



   = 2.43(.90) - .94(.10) / (1)(4.50)



   = (2.18 - .09) / 5.44



   = 2.09 / 5.44



   = .384 or 38%

Conclusion
As we have shown in this paper, Warren Buffett is an eccentric, dynamic individual that uses his own wisdom and intelligence in his investing strategy.  He goes against so many economic principles, such as the Efficient Markets Hypothesis.  Despite his rebellion against mainstream finance, Warren has proven himself through his wealth creation.  He has developed so many strategies that have guided his business as well as the businesses of others.  He truly is a remarkable individual that will be forever remembered for his business successes.
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