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 Value Investing Principles

 Value Investing in Turbulent Times
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“The individual investor should act consistently 

as an investor not as a speculator. This means 

that he should be able to justify every purchase 

he makes and each price he pays by impersonal 

objective reasoning that satisfies him that he is 

getting more than his money‟s worth for his 

purchase.”

Ben Graham
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The three most important lessons are:

1. Think of a stock as part of a business and seek to 

own a group of high-quality businesses, 

2. Use the stock market to serve you, not to instruct   

you, and

3. Always buy with a margin of safety.
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S&P Index = $547,000 Berkshire Hathaway = $41 Million 

$10,000  Invested in 1965
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Buffett‟s Acquisition Criteria:

1. Large Purchases (at least $75 million of pre-tax earnings)

2. Demonstrated consistent earnings power (future projections 
are of no interest to us, nor are “turnaround” situations.

3. Businesses earnings good returns on equity while employing 
little or no debt

4. Management in place (we can’t supply it)

5. Simple Businesses (if there is lots of technology, we won’t 
understand it)

6. An Offering Price (we don’t want to waste our time or that of 
the seller by talking, even preliminarily about a transaction 
when price is unknown.)
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40,000  Investors flock to Omaha to Berkshire‟s Annual Meeting 

Woodstock for Capitalists 
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Rule No.1: Never lose money.

Rule No.2: Never forget rule No.1. 
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All you do is buy shares in a great 

business for less than the business 

is intrinsically worth with managers 

of the highest integrity and ability.

Stocks are simple

Then you own those shares forever.
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Buffett‟s favorite businesses are 

like wonderful castles surrounded 

by deep dangerous moats where 

the leader is a decent person

• Dominant franchise

• Hard to duplicate

• Tremendous staying power or permanence

Common Traits of Great Businesses

A GREAT COMPANY WILL BE AROUND FOR >25-30 YEARS
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Patents

Proprietary Technology 

Strong Brand and Low-cost Provider

Networking Effect – Difficult to Replace

COMPETITIVE ADVANTAGES = MOATS

Moats we look for today
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“Time is the enemy of the poor 

business and the friend of the 

great business. If you have a 

business that's earning 20%-25% 

on equity, time is your friend. But 

time is your enemy if your money 

is in a low return business.”

Warren Buffett
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Buffett calls borrowed money ---

a dagger tied to a company‟s steering 

wheel pointed straight at its heart. 

Someday it may hit a pothole.

Sorry, I’m just a 
pothole
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Seek steady growth  in sales, 

earnings and dividends



“Wonderful businesses don‟t 

soak up capital-- that is why 

they are wonderful 

businesses.”

Warren Buffett

5/22/2010 15Hendershot Investments, Inc.



More signs of a HI-quality company

• Strong free cash flow

• Intelligent capital allocation by management

• Use cash flow for the benefit of shareholders

• Grow the business through strategic acquisitions

• Pay dividends

• Buy back shares at reasonable valuations 

Better yet , find companies with the ability to do all three
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A bird in the hand is 

worth two in the 

bush 

Free cash flow analysis basically boils down to 

Aesop‟s fable

The more certain you are about 

future cash flow, the better off 

you will be in your investment
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Beware of Geeks Bearing Formulas.

The value of good investments will 

shout out at you, fancy 

spreadsheets are not required
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“When a management team with a reputation for 

brilliance tackles a business with a reputation 

for bad economics, it is the reputation of the 

business that remains intact.”

Warren Buffett
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“It takes 20 years 

to build a 

reputation and 

five minutes to 

ruin it. If you 

think about that, 

you'll do things 

differently.”

Warren Buffett
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A lack of integrity led to the financial 

crisis as managers at financial 

companies took excessive risks … and 

then walked away with millions of 

dollars after their companies collapsed

If regulations were in place that 

wiped out the CEO and his wife 

with a penalty paid by the 

Directors – risk would be 

considered

THEY WOULD BEHAVE 

DIFFERENTLY !!
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If you pay too high a price even for a great 

company, your returns won‟t be so great.

Once we‟ve identified a HI-quality company

the most important part of the investment equation 

is to only buy it at a Reasonable Valuation... 

as the price you pay will determine your return.
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Investing the Buffett Way

 Understand the business enough so that 

you will know the future of the business

 Find businesses that “drown” in cash

 What do you own and why do you own it?

 Take out a yellow pad of paper and write 

down the business reasons you are investing 

in the company

Evaluating a Business
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“The key to investing is not assessing how 

much an industry is going to affect society, or 

how much it will grow, but rather determining 

the competitive advantage of any given 

company and, above all, the durability of that 

advantage.”

Warren Buffett
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The best businesses 

by far for owners 

continue to be those 

that have high 

returns on capital 

and that require little 

incremental 

investment to grow
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“Value investing is simple to understand 

but difficult to implement. The hard part 

is discipline, patience, and judgment. 

Investors need discipline to avoid the 

many unattractive pitches that are 

thrown, patience to wait for the right 

pitch, and judgment to know when it is 

time to swing.”                 Warren Buffett
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You should look at investing in a stock as being a part-

owner of the business 

BECAUSE  YOU ARE !!!
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“Intrinsic value can be defined simply:

It is the discounted value of the cash that 

can be taken out of a business during its 

remaining life.” 
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Warren Buffett



Calculation of intrinsic value is not so simple

 Estimate rather than a precise figure

 Changed if interest rates change

 Changed if cash flow forecasts change

 Use multiple techniques and multiple models

 Lots of experience is helpful

 Understand the business

 Competitive position

 How business dynamics will change in the future

A multi-factor approach produces a range of 

values for the business 
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The three most important words in investing

“Margin of Safety”
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 Understand the business and its future             

perfectly = requires little margin of safety

 More vulnerable the business, the 

greater the margin of safety required 

Utilizing margin of safety

Buffett does not invest in risky businesses by 

trying to compensate for the risk with a large 

margin of safety, instead he seeks businesses 

with

 High returns on capital

 Good management 

 Durable competitive advantages
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The PetroChina deal – margin of safety at work

• Intrinsic value > $100 billion

• Stock  price of $35 billion

• He had a $.35 dollar bill

Buffett sold when 

valuation reached 

$275 -300 billion
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“Price is what you pay. 

Value is what you get.”

Warren Buffett
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Value investing should have two courses

• How to value a business

• How to think about market fluctuations

Twaddle should be banned

• No efficient market theory

• No modern portfolio theory

Investors should focus on their

circle of competence seeking businesses 

selling for less than their worth 
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Investment success is driven by 

buying good businesses at the 

right price. 
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Draw a circle around the 

businesses you understand and 

then eliminate those that fail to 

qualify on the basis of value, 

good management and limited 

exposure to bad times.

Most investment 

ideas fall into the 

“too hard” pile
Too Hard Pile
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Successful investing is about

 Avoiding dumb things

 Knowing your limitations

Banks in the “too hard” pile for most investors

 Produce numbers and not cash

 Easier to analyze a business like Coke or P&G

STAY WITHIN YOUR CIRCLE OF 

COMPETENCE
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In the short run, the 

market is a voting 

machine, but in the long 

run it is a weighing 

machine. Ben Graham

Mr. Market is like Dr. Jekyll and Mr. 

Hyde – with wild swings in behavior 

from calm and friendly to 

monstrous
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Ben Graham taught Buffett about 

buying cigar butts

Statistically cheap companies

Selling for less than book value

Selling for less than the cash on 

the balance sheet

Sometimes with only one good puff left

Better to invest in a business 

with a durable competitive 

advantage
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“It's far better to buy a wonderful 

company at a fair price than a fair 

company at a wonderful price.”
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As Mae West said, "Too much 

of a good thing can be 

wonderful".

Why not invest your assets in the 

companies you really like? 
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Charlie‟s guidance to value investing

 Think

 Learn

 Practice

 Keep learning as the world changes

 Maintain the right temperament to 

watch wealth grow slowly

Accumulated experience will 

help make sure you never fail 

utterly
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Rule 1: When the stock doubles, sell it.

Rule 2: If the stock doesn‟t double, don‟t buy it.

Will Rogers had two rules for selling:
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“If the job has been done correctly 

when a common stock is purchased, 

the time to sell it is almost never.”

Phil Fisher

Common Stocks and Uncommon Profits
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Our favorite holding period is forever.

Only buy something that you'd be 

perfectly happy to hold if the market 

shut down for 10 years.
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“We believe that according the name 

'investors' to institutions that trade 

actively is like calling someone who 

repeatedly engages in one-night stands 

a 'romantic.„” 
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Warren Buffett



Selling Criteria

 Business fundamentals deteriorate 

and more than temporary

 i.e.  Loss of competitive advantage

 Better opportunities 

 i.e. JNJ vs. Goldman

 Stock price moves exceedingly 

ahead of underlying business value
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“Risk comes from not 

knowing what you're 

doing.” 

Volatility is not Risk

Risk = Permanent loss of capital
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“Only when the tide 

goes out, do you 

discover who's been 

swimming naked.”
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Warren Buffett



 October 7, 2007 DJIA = 14,164

 March 2008 Bear Stearns collapsed

 After Labor Day 2008

• Freddie Mac/Fannie Mae failed

• AIG failed

• Lehman Brothers failed

 Credit markets froze

 Investors panicked

 By mid-March 2009 fear that the 

financial world was coming to 

an end reigned

“If money doesn‟t loosen up, this sucker can go down”

President George Bush
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The stock market right now is gripped by fear, 

panic and risk aversion. However, this too 

shall pass. Even though the stock market has 

been cut in half, we know that the underlying 

value of the businesses we own have not 

dropped anywhere close to 50%. In fact, most 

of our companies continue to increase their 

value. As a result, there is a huge discrepancy 

between stock prices and business values. 

Like a stretched rubber band, the stock prices 

of HI-quality companies will snap back 

strongly toward the intrinsic value of these 

excellent businesses once a fearful Mr. Market 

regains his confidence and composure. While 

the timing of the recovery is difficult to 

predict, history suggests that the stock 

market rebound will occur well in advance of 

the economic recovery.
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• Market recovers 70% 

• March 9, 2009 DJIA = 6,400

• April 2010 DJIA > 11,000

Mr. Market snaps back
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Market  volatility returns

 PIGS roast on a Greece fire

 Rolling debt crisis in Europe

 Flash crash DJIA loses 1,000 points in 15 min

 Fear that European debt crisis will infect 

banks around the world

 China growth slowing

 Massive Gulf oil spill

 Double-dip recession fears

PESSIMISM IS BACK!
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The most common cause of low prices is 

pessimism - sometimes pervasive, sometimes 

specific to a company or industry. 

We want to do business in such an 

environment, not because we like pessimism 

but because we like the prices it produces. 

It's optimism that is the enemy of the rational 

buyer.
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Warren Buffett



• Europe and country deficits 

 Greece will be a test for the strength of the Euro

 Expect high drama

 Countries cannot run 10% GDP deficits forever

 Weaning  off high deficits will be difficult

• Inflation

 Purchasing power less in 15-20 years

 2% inflation reduces purchasing power 50%

in generation

 Current government policies = inflationary 

consequences 
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Taxpayers upset over bailouts - paid nothing 

so far, China has footed the bill

Commodities not good inflation protection -

no cash flow
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1. Your own earning power

2. Investment in a wonderful 

business

Best protection against inflation
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Pricing Power is the Kissing Cousin to 

Franchise Value

What price should I charge 
for candy in the fall?

More
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Buffett‟s Secret to Wealth

Be fearful when others are 

greedy. 

Be greedy when others are 

fearful.
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“The Function of Economic 

Forecasting is to Make Astrology 

Look Respectable”
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Warren Buffett



“ Whether we‟re talking 

about socks or stocks, I 

like buying quality 

merchandise when it is 

marked down.”

Warren Buffett
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“Buy American, I Am.”
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New York Times 
October 2008



Challenges of the last 100 years

America will survive and prosper
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Although investment return expectations        

should be lowered, we have faced far worse

 America‟s best days still lie ahead 

 Our children should live better then we do

 Innovations continue to change daily life with 

leaps in science, medicine and information 

technologies

“If I can be optimistic when I‟m nearly dead, 

surely the rest of you can handle a little 

inflation!”                                          Charlie Munger

5/22/2010 64Hendershot Investments, Inc.



“When its raining gold, reach for a 

bucket not a thimble.”
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Lessons reinforced last 12-24 months

1. Volatility can be your friend

2. Diversification is important

3. Remain focused on cash needs

4. Expected the unexpected

5. Long-tem investors reap their greatest 

rewards following bear market cycles
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“All there is to investing is picking good 

stocks at good times and staying with 

them as long as they remain good 

companies.”
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Warren Buffett



Questions?
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