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Stock Valuation  
– The Buffett Way 

 

Week 2: Investing from Business 
Perspective 

Disclaimer: This class is solely for educational purpose. Nothing in this class, related  emails, or other 
communications by the instructor (Shu Liu), either written or oral, are intended to be a recommendation 
to buy, hold, or sell any specific security or group of securities. Likewise, nothing herein should be 
construed as an endorsement of any financial adviser, investment manager, commercial information 
provider, transaction service, or brokerage firm. In addition, all findings from the investment analysis in 
this class are merely a start to a means of further research and uncovering a great business and 
investment. The instructor (Shu Liu) holds no responsibility for any investment whatsoever. 

Nov. 8, 2012 
Shu Liu 
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Agenda 

• The power of compounding 

• How to value a business 
• Read financial statement 

• Owner earnings 

• How to value intrinsic value of stocks 
• The discounted value 

• The discounted cash flow method 

• How to search for investment opportunities 
• Three categories of value stock 

• Online screeners 

• Checklist for stock selection 

• No-brainer investment opportunities 
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The power of compounding 
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The power of compounding – cont. 
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How to Value a Business - Read Financial Statement 
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• Revenue: also called “sales”. The 

amount of money a company 

generated from its sales activities 

during a certain period. 

• Depreciation: when a company 

buys a asset (like a machinery), it 

can depreciate or expense that 

asset over the course of many 

years. 

• Amortization: when a company 

buys an intangible asset, it can 

amortize or expense that asset 

over time. 

• Net income: also called earning. A 

company’s after-tax income as 

stated on its tax return. 

XYZ Company Income Statement 
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How to Value a Business - Read Financial Statement (cont.) 
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XYZ Company Balance Sheet 
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Before Transaction After Transaction

Assets

current assets

cash & cash equivalents $10,000.00 $0.00

Inventory $5,000.00 $0.00

account receivable $0.00 $10,000.00

total current assets $15,000.00 $10,000.00

plant, property & equipment $0.00 $9,500.00

Total Assets $15,000.00 $19,500.00

Liabilities

Total Liabilities $0.00 $0.00

Shareholder Equity

Additional Paid-in Capital $15,000.00 $15,000.00

Retained Earnings $0.00 $4,500.00

Total Shareholder Equity $15,000.00 $19,500.00
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How to Value a Business - Read Financial Statement (cont.) 
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XYZ Company Cash Flow Statement 

How much does owner really earned?  
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After

Cash Flows from Operating Activities

Net Income $4,500.00

Depreciation $500.00

Changes in Operating Assets and Liabilities

(Increase) decrease in accounts Receivable ($10,000.00)

Net Cash Provided by (used in) operating activities $0.00

Cash flows from investing activities

Capital Expenditures ($10,000.00)

Net Cash Provided by (used in)investing activities ($10,000.00)

Change in Cash, Net ($10,000.00)
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How to Value a Business – Owner Earnings 
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Warren Buffett’s 1986 Letter to Shareholders 
 
“… If we think through these questions, we can gain some insights about what 
may be called "owner earnings." These represent (a) reported earnings plus (b) 
depreciation, depletion, amortization, and certain other non-cash charges such 
as Company N's items (1) and (4) less (c) the average annual amount of 
capitalized expenditures for plant and equipment, etc. that the business 
requires to fully maintain its long-term competitive position and its unit 
volume. (If the business requires additional working capital to maintain its 
competitive position and unit volume, the increment also should be included in 
(c). However, businesses following the LIFO inventory method usually do not 
require additional working capital if unit volume does not change.)” 

Owner Earnings = Net Income + 

Depreciation and Amortization + Non-Cash 

Charges – Average Capital Expenditures 
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How to Value a Business – Owner Earnings (cont.) 
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Patterson 
Dental, 
Statement 
of Cash 
Flows, in $ 
thousands 



How to Value a Business – Owner Earnings (cont.) 
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Patterson Dental, Owner Earnings and Free Cash Flow, in $ thousands 

April 04, 2011 



How to Value a Business – Owner Earnings (cont.) 
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Enron’s Owner Earnings from 1997 to 
2000, in $ mil 

Enron’s stock price 
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How to Value a Business – Owner Earnings (cont.) 
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Making sense of “Owner Earnings” 

• Net Income 

• Depreciation and Amortization 

• Non-cash Charges 

• Capital Expenditures 

• What Owner Earning Tells us 
• It tells us a very simple and unnerving fact about the business which may be 

poised to grow or may be headed for trouble 

• It tells us if the business can stand on its own two feet, and whether or not it 

has the funding it needs to grow 

• Difference between Owner Earnings and Free Cash Flow 
• FCF usually includes certain items that may otherwise not be included in an 

owner earnings calculation. E.g. FCF negates the cost of not include “stock 

based compensation” since it does not require an actual cash outlay. Owner 

earning excludes this item. 

• They are very close for large companies; might be quite differ for small 

companies.  
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How to value intrinsic value of stocks 
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Warren Buffett said 
 
Intrinsic value is “an important concept that offers the only logical 
approach to evaluating the relative attractiveness of investments and 
businesses… It is the discounted value of the cash that can be taken 
out of a business during its remaining life.” 
 
What is discounted rate – a simple example 
 
How much do I need to invest today in order to earn 20 percent of a 
one-year, $1000 bond paying 5% interest, (i.e. I know I can cash out 
in one year for $1050)? 
 
PV(20%,1,0,-$1050) = $875 
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How to value intrinsic value of stocks (cont.) 
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The Discounted Cash Flow (DCF) Valuation – the Buffett way 

The net worth of JNJ is $50.85 bil, 
therefore the true value of JNJ stocks 
is $215.08+$50.85 =$265.93 bil. 
 
The total outstanding shares of JNJ is 
2.75 bil. 
 
The intrinsic value of JNJ is $96.70. 
 
Compared with the current stock 
price of JNJ $63.69. It is 
underpriced.    

Value of stock = PV of FCF (or OE) + PV of terminal price 
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How to value intrinsic value of stocks (cont.) 
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The Discounted Cash Flow (DCF) Valuation – the Buffett way 
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How to search for investment opportunities 

16 

Three categories of value stock 
 
 • Undervalue stocks: stock price is less than 1/3 of the intrinsic value 

 

• Net-net stocks: 

• Stock price is less than 66% of the NCAV,  

 NCAV = Current Assets – Total Liabilities 

• Stock price is less than NNWC,  

 NNWC = Cash & Equivalents + (Accounts Receivables x 0.75) + 

 (Inventory x 0.5) – Total Liabilities 

 

• Special condition (“workout”) stocks: - “These are the securities with a 

timetable. They arise from corporate activity - sell-outs, mergers, reorganizations, 

spin-offs, etc. In this category we are not talking about rumors or “inside 

information” pertaining to such developments, but to publicly announced activities 

of this sort.” – Buffett 1964 letter 
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How to search for investment opportunities (cont.) 
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Review of free online screeners: 

 

MSN money 
http://moneycentral.msn.com/investor/finder/customstocks.asp 

 

Yahoo Finance 
http://screen.finance.yahoo.com/fscr/us/launch.html 

 

CNBC 
http://www.cnbc.com/id/15839076/site/14081545/ 

 

Google Finance 
www.google.com/finance/stockscreener 

 

Robotdough – the best screener 
https://robotdough.com/ 

Almost unlimited screening criteria, which allows you 
much greater flexibility in querying the stock market 
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How to search for investment opportunities (cont.) 
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How to search for investment opportunities (cont.) 
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Other tailored online screeners and free spreadsheet: 

 

Free valuation spreadsheets  

(tons and tons of spreadsheets) 
http://pages.stern.nyu.edu/~adamodar/ 

 

 

How to download the online information? 

Httrack 
www.httrack.com/ 
 

Damodaran from NYU 
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How to search for investment opportunities (cont.) 
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Checklist for undervalue 
stock selection 

Nov. 8, 2012 
Shu Liu 



How to search for investment opportunities (cont.) 
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Checklist for Net-net Stock selection 

1. General improvement in the industry   
2. Favorable change in the company's operating policies, with or w/o a 

change in management. These changes include more efficient methods, 
new products, abandonment of unprofitable lines 

3. A sale or merger 
4. Complete or partial liquidation   
 4.1 complete liquidation - liquidating dividends  
 4.2 partial liquidation - distribute $xx special dividend or/and $xx 
 per share to its shareholders   
5.  Have other attractive statistical features, such as 
 5.1 satisfactory current earnings and dividends  
 5.2 high earning power in the past 
6.  Avoid issues which have been losing cash assets and quick assets at a 
rapid rate and show no definite signs of ceasing. 
7.  Exit plan - two years; or 100% return; or a material change in the 
business that would no longer make its then market price attractive   
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How to search for investment opportunities (cont.) 
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Checklist for Special Condition Stock selection 

1. Due diligence by both parties 

2. Agree on a price, terms, and contingencies (financing, regulator 

approval) 

3. Get preliminary shareholder sentiment (or controlling shareholder 

approval) 

4. Secure financing arrangements (if needed) 

5. Obtain regulator (SEC, FCC, any and all) approval 

6. Get final shareholder approval at a meeting called for that purpose 

7. Complete the deal 

 

Once you have past Step 5, there are a few minute details to be 

worked out and a little work on our part to analyze the deal. 
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No-brainer investment opportunities 
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Stay in your sphere of confidence 

 

• What does the company do? 

• How does it do it? 

• What is the market like for the company’s 

products or services? 

• Who is the company’s competition? 

• How well guarded is it from a competitor? 

• Five and ten years from now, will this 

company be making more money than it is 

making today? Why? 

• What is the intrinsic value of this company? 

When it comes to researching investment opportunities, nothing is more 

important than your sphere of competence and confidence – the world in 

which you are comfortable investing. How do you know what companies are 

in your sphere of confidence? Answer these questions: 
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No-brainer investment opportunities (cont.) 
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What are no-brainer investment opportunities? 

1. Stick with sphere of confidence and competence;  

2. stick with intelligent investing;  

3. demand the margin of safety 

 

• For example:  

 

I am selling you $10000 envelop, deliver to you in three years 

The value of the offer =PV(9%, 3, 0, -10000)= $7721.83 

  

If you pay me $7,721.83 today 

If you pay me $4,500.00 today 
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No-brainer investment opportunities (cont.) 
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How to look for no-brainer investment opportunities? 

• Look for Strong business – Moat 

• A strong business is one that can generate excess cash and then can 

easily do so in the future. This business does not have to be big to be 

strong; a big business is not always strong. 

• e.g Coca-cola, Walmart 

 

• Look for growing business- CROIC > =10% 

• CROIC – the cash return on invested capital 

 

• Demand a margin of safety 

 
The key to making money in the stock market is not in finding the 
most rapidly growing companies; rather, it is in finding the strong 
companies that are growing (at virtually all rates) and buying them 
with a significant discount to the business’s intrinsic value. 
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Disclaimer: This class is solely for educational 
purpose. Nothing in this class, related  emails, or 
other communications by the instructor (Shu Liu), 
either written or oral, are intended to be a 
recommendation to buy, hold, or sell any specific 
security or group of securities. Likewise, nothing 
herein should be construed as an endorsement of 
any financial adviser, investment manager, 
commercial information provider, transaction 
service, or brokerage firm. In addition, all findings 
from the investment analysis in this class are 
merely a start to a means of further research and 
uncovering a great business and investment. The 
instructor (Shu Liu) holds no responsibility for any 
investment whatsoever. 

Q & A 
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