PRINCIPLES of INVESTMENT
These tenets constitute the core of our equity investment approach.  

I. BUSINESS PRINCIPLES

1) The Business must be simple and understandable.

2) The business must have a consistent operating history.

3) The business must have favorable long-term prospects.

II. MANAGEMENT PRINCIPLES
1) Management must be rational.

III. FINANCIAL PRINCIPLES
1) Focus on return on equity, not earnings per share.

2) Calculate “owner earnings.”
3) Look for companies with high profit margins.

4) For every dollar retained, make sure the company has created at least one dollar of market value.

IV. MARKET PRINCIPLES
1) Value of the business.

2) Purchased at a significant discount to its value.

I.  BUSINESS PRINCIPLES
1) Simple and Understandable

a. Understand the revenues, expenses, cash flow, labor relations,

    pricing flexibility, and capital allocation deeds of every single one

    of our holdings.

b. Able to maintain this high level of knowledge businesses because

    we purposely limit our selections to companies that are within our 

    area of financial and intellectual understanding.  If you own a

    company in an industry you do not understand, you cannot 

    possibly interpret developments accurately or make wise 

    decisions.

c. Producing above-average results, often comes from doing rather 

    ordinary things.  The key is to do those ordinary things 

    exceptionally well.

2) Consistent Operating History

a. Avoids purchasing companies that are either solving difficult 

    business problems or fundamentally changing direction because 

    their previous plans were unsuccessful.  The best returns are

    achieved by companies that have been producing the same product 

    or service for several years.  Undergoing major business changes 

    increases the likelihood of committing major business errors.

   3)  Favorable Long - Term Prospects

a. Company providing a product or service that (1) is needed or 

   desired, (2) has no close substitute, and (3) is not regulated.  These

   traits allow a franchise to regularly increase prices without fear of 

   losing market share or unit volume.

b. Commodity business offers a product that is virtually 

   indistinguishable from the products of its competitors.  Basic 

   commodities included oil, gas, chemicals, wheat, copper, lumber, 

   and orange juice.  Today, computers, automobiles, airline service, 

   banking, and insurance have become commodity type products.

   Despite mammoth advertising budgets, they are unable to achieve 

   meaningful product differentiation.

II.  MANAGEMENT PRINCIPLES
1) Rationality

a. The most important management act is allocation of the company’s 

   capital.  Allocation of capital determines shareholder value.

b. A company that provides average or below – average 

Investment returns but generates cash in excess of its needs has 

   three options:

1. It can ignore the problem and continue to reinvest at below – average rates.

2. It can buy growth.

3. It can return the money to shareholders.

III.  FINANCIAL PRINCIPLES
1) Return on Equity

a. Analysts measure annual company performance by looking at earnings per share.

b. We consider earnings per share a smokescreen.  Most companies return a portion of their previous year’s earnings as a way of increasing their equity base, so we see no reason to get exited about record earnings per share.

c. The test of economic performance is whether a company achieves a high earnings rate on equity capital.  To measure a company’s annual performance, we prefer return on equity – the ratio of operating earnings to shareholder’s equity.

d. To use this ratio, we need to make several adjustments.  First, all marketable securities should be valued at cost and not at market value.

e. Second, we exclude all capital gains and losses as well as any extraordinary items that may increase or decrease operating earnings.

  2)  Owner Earnings

a. “Owner earnings” – a company’s net income plus depreciation, depletion, and amortization, less the amount of capital expenditures and any additional working capital that might be needed.

b. It is not a mathematically precise measure.

  3)  Profit Margins

a. Relentless attack on unnecessary expenses.  “Attack costs as vigorously when profits are at record levels as when they are under pressure.”
b. The company’s after – tax overhead corporate expense runs less than 1 percent of operating earnings.

  4)  The One – Dollar Premise

a. Test: the increased market value should, at the very least, match the

   amount of retained earnings dollar for dollar.  If the value exceeds 

   the retained earnings, so much the better.   

 IV.  MARKET PRINCIPLES
1) Determine the Value of the Business

a. We look for companies with future earnings that are as predictable, and as certain, as the earnings of bonds.  If the company has operated with consistent earnings power and if the business is simple and understandable, we believe we can determine its future earnings with a high degree of certainty.  If we are unable to project with confidence what the future cash flows of a business will be, we will not attempt to value the company.

