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Stock Valuation  
– The Buffett Way 

 

Week 3: Stock Valuation Real-life Examples 
and Portfolio Management 

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. 

March 21, 2013 
Shu Liu 
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Agenda 

• Financial Statement Analysis (cont.) 

• Real-life Examples and Stock Valuation 
• Ten commandments of intelligent investing 

• One example and stock valuation 

• How to manage your portfolio 
• Basic characteristics and problems of portfolio allocation 

• Time to buy and how much 

• Track the value of your businesses 

• Time to sell 

• 401k management 

• What type of investor are you? 

• Investment psychology and characteristics 

• Class note reference 

• Quiz 

• Outlook of this class 
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Financial Statement Analysis (cont.) 
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• Accrual Concept: A fundamental concept in accounting that revenues are 

recognized in the period in which they are earned and expenses are 

recognized in the period in which they are incurred, regardless of when the 

associated cash flow are received or paid. 

• Assets: resources owned by the company or those that the company has 

the right to use. 

• Liabilities: the amounts that the company owed to others. 

• Net Incomes: or “earnings”. The profits generated by a firm during a 

specific time period. Earnings = revenues – expenses. 

• Additional Paid-in Capital: the amount paid by investors in exchange for 

stock. The amount in excess of the stock’s par or stated value. 

• Shareholder Equity: or “owner equity”. The section of the balance sheet 

that represents the owners’ wealth; equivalent to the assets less the 

liabilities. 

• Retained Earnings: earnings that are retained within the firm and not paid 

out to owners in the form of dividends. 
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Real-life Examples and Stock Valuation 
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1. Never invest in anything you do not understand. 

2. Price follows value over the long term. 

3. Price volatility does not imply any additional or reduced risk; the risk is the price you 

pay and your evaluation of the opportunity. 

4. The stock market is a place to buy and sell businesses, regardless of the myriad of 

other (or faster) ways to make or lose money in stocks. 

5. There is no tomorrow, only “five years from now”. 

6. Earnings are for the IRS and accountants; business owners and silent partners rely 

on cash. 

7. A great business is one that will survive the bad times, so wait for the bad times to 

invest in great businesses. 

8. Unless it affects the business of your company or it’s filed with the SEC, it’s just 

noise. Analyst opinions and general market trends do not affect the business of your 

company and are not filed with the SEC. 

9. He who turns over the most rocks, wins. 

10. If you don’t have a margin of safety, you don’t have a good opportunity. 

Ten Commandments of Intelligent Investing 
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Real-life Examples and Stock Valuation (cont.) 

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. 
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Real-life Examples and Stock Valuation (cont.) 
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You can use the spreadsheets 
to create very professional and 
thorough report on stock 
valuation!!! So you are now a 
financial analyst by yourself!!!! 

www.timelessinvestor.com 

Valuation

Current Price 91.49$            Margin of Safety
NCAV (44.03)$           

Total Net Reprod. Cost 93.85$            

Earnings Power Value (EPV) 49.51$            

Discounted Cash Flow (DCF) 268.70$          

Ben Graham Formula 96.98$            

Key Statistics Valuation Ratios
Mkt Cap ($M) 59,697.22$      P/E(TTM) 11.6

52 Wk High 116.95$          P/S(TTM) 1.0

52 Wk Low 67.54$            EV/EBITDA(TTM) 9.2

% off 52Wk Low 36.2% P/Tang BV(MRQ) 16.7

FCF/EV (TTM) 6.2%

Cash Flows P/FCF(TTM) 54.3

Free Cash Flow Earnings Yld (TTM) 13.2%

5 yr FCF Growth 4.8% Piotroski (TTM) 8

10 yr FCF Growth 37.0% Altman (MRQ) 1.37

Beneish (TTM) -2.31

Effectiveness
CROIC Margins & Profitability

        Avg 10.6% Gross

FCF/S Gross Margin

        Avg 9.4% Operating

ROA Operating Margin

        Avg 5.2% Net Profit

ROE Net Margin

        Avg 38.3%

Financial Strength (MRQ)

Efficiency Quick Ratio(MRQ) 0.8

Rec Turnover(TTM) 3.6 Current Ratio(MRQ) 1.4

Inv Turnover(TTM) 3.4 LTD/Eq(MRQ) 168.3

Asset Turnover(TTM) 0.8 Tot D/Eq(MRQ) 240.2
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Real-life Examples and Stock Valuation (cont.) 
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Intrinsic Values vs prices 

www.timelessinvestor.com 

Balance Sheet

Cash and Equiv 2,864.00$    

Short-Term Investments -$            

Accts Rec 18,301.00$  

Inventory 16,511.00$  

Total Current Assets 41,710.00$  

Net PP&E 14,571.00$  

Intangibles 11,368.00$  

Total Assets 85,409.00$  

Total Current Liabilities 28,849.00$  

Long-Term Debt 25,191.00$  

Total Liabilities 68,939.00$  
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How to manage your portfolio 

1. The basic characteristics of an investment portfolio are usually determined by the 

position and characteristics of the owner or owners. 

2. It has been an old and sound principle that those who cannot afford to take risks 

should be content with a relatively low return on their invested funds. From this 

there has developed the general notion that the rate of return which the investor 

should aim for is more or less proportionate to the degree of risk he is ready to run. 

3. Our view is different. The rate of return sought should be dependent, rather, on the 

amount of intelligent effort the investor is willing and able to bring to bear on his 

task. 

4. The minimum return goes to our passive investor, who wants both safety and 

freedom from concern. The maximum return would be realized by the alert and 

enterprising investor who exercises maximum intelligence and skill. 

Basic Characteristics of an Investment Portfolio 

(quotes from The Intelligent Investor) 
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The Basic Problem of Bond-Stock Allocation 

(quotes from The Intelligent Investor) 

1. We have suggested as a fundamental guiding rule that the investor should never 

have less than 25% or more than 75% of his funds in common stocks, with a 

consequent inverse range of between 75% and 25% in bonds. There is an 

implication here that the standard division should be an equal one, or 50–50, 

between the two major investment mediums. 

2. According to tradition the sound reason for increasing the percentage in common 

stocks would be the appearance of the “bargain price” levels created in a 

protracted bear market. Conversely, sound procedure would call for reducing the 

common-stock component below 50% when in the judgment of the investor the 

market level has become dangerously high. 

3. These copybook maxims have always been easy to enunciate and always difficult 

to follow—because they go against that very human nature which produces that 

excesses of bull and bear markets. 

How to manage your portfolio (cont.) 
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How to manage your portfolio (cont.) 

Time to buy and how much 

• Industry leaders: market cap > $10 b;  

• allocate 10% ~ 25%, max 40%; MOS > 25% 

• Re-valuation once a year, check quarterly 

report, check price less than once a week 

• Middlers: Market cap $1b ~ $10b;  

• allocate <10% ; MOS > 50% 

• Re-valuation quarterly, check quarterly report, 

check price less than 2 or 3 times a week 

• Small fishes: Market cap < $1b;  

• allocate <5%; MOS > 50% 

• Read every filing as it happens, re-evaluation 

quarterly, check price daily 

Diversification 
= 1/ confidence 
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How to manage your portfolio (cont.) 

Time to buy and how much (cont.) 

• Allocation for small, medium and large portfolios 

1. If start out with $5,000 – 100% in industry leader with a substantial discount 

2. If it costs you $10 in commissions in one stock, invest > $1000 

3. If you have $2000 saved and with $300 monthly more, invest $2000 in one 

opportunity; if you have $100,000 and none in monthly more, invest < $40000 in 

one heck of opportunity. 

4. If you have $5 mil, investing $500,000 in ten opportunities. 

• From the point of purchase 

1. What do I mean “10% of your portfolio” – time of purchase 

2. what if the specific investment grows faster than others – hold until price 

matches value 

3. What if the specific investment drops faster than others – buy more to rebalance 

because a great company at an even bigger discount is even better. 
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How to manage your portfolio (cont.) 

Time to buy and how much (cont.) 

• The business owner’s perspective 

• Small fishes: fragile 

• Brian Head, Economist with the SBA Office of Advocacy, noted that "as 

a general rule of thumb, new employer businesses have a 50/50 chance 

of surviving for five years or more.“ 

• The smaller the company and the moat, the less certainty there is, and 

the larger MOS we should demand  

• Middlers: fragile beast that can make us a lot of money 

• Industry leader:  

• Comfortably investment, less pressure, less frequency to check stock 

• When you invest, you know what you are getting. In time, assuming it is 

business-as-usual at the company, you will likely be rewarded for your 

investment. 
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How to manage your portfolio (cont.) 

Time to buy and how much (cont.) 

• The Margin of Safety 

• The MOS concept is simple: find a business worth a 

dollar, buy it for 50 cents, sell it when it’s worth $0.90. 

Repeat. 

• The MOS is not that simple: the margin of safety you 

demand – the difference between the price you pay and 

the value of the business – the Great Leveler of business. 

It puts Coca-Cola (big fish) on the same playing field as 

the 10 year T-bond and a small fish. 

• The MOS is a portfolio strategy that gives equal meaning 

and weight to each investment in your portfolio. 

• Intelligent investing = 99% art + 1% math. So do not worry 

about the precision math; focus on a precise strategy. 
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How to manage your portfolio (cont.) 

Track the value of your businesses 

• Do not use price to track the health of your 

portfolio. Read quarterly and annual reports 

to follow the health of your businesses. The 

price will eventually follow what’s happening 

in the reports. 

• Tracking industry leaders: read quarterly reports. Look at 10 yrs of financial 

statements and annual reports. Predict next 10 or 20 yrs of business. 

• Tracking middlers: follow them every quarter. How is the business progressing? 

Are there any problems on the horizon? Is it generating excess cash? Of not, 

why? Revaluation every quarter. Read quarterly and annual reports. 

• Tracking small fishes: stay on top of the quarterly reports and the news. Check 

in at least once a month and revaluation every quarter to make sure. A small 

fish can survive a quarter or two of negative cash flow, but much more and it will 

take a major step back. If you are not sure, sell and move on to the better ones. 
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How to manage your portfolio (cont.) 

Track the value of your businesses (cont.) 

• Business as usual (BAU) 

• If it is BAU and the price and value are not aligned, put it back on shelf 

• Use cash flow and net worth to study whether it is BAU or not? 

• Do not worry about one-time event or special circumstance. 

• Spotting problems – use cash flow to detect the problems 

Sample Quarterly Cash Flow for XYZ Company 

www.timelessinvestor.com March 21, 2013 
Shu Liu 

http://www.timelessinvestor.com/


16 

How to manage your portfolio (cont.) 

Track the value of your businesses (cont.) 

• Spotting problems – use cash flow to detect the problems (cont.) 

 

 

 

 

 

• Look for predictability: It is extremely difficult to predict the future of a completely 

unpredictable business. Predictable = invest comfortably and confidently 

• Check the value regularly but not daily: when valuing businesses, see many years 

into the future. 

Warren Buffett: “You cannot judge the performance of a business  

based on the speed with which the Earth moves around the sun.” 

Sample Annual Cash Flow for XYZ Company 
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How to manage your portfolio (cont.) 

Time to sell 

• Price rise to meet value: 

Difference between buy-and-sell vs. buy-and-hold 
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How to manage your portfolio (cont.) 

Time to sell (cont.) 

• Value drops to meet price 

• Take a loss which is already factored in 

 

 

 

 

 

 

 

 

• When you are unsure what to do – then sell 

The return of a more active portfolio 
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How to manage your portfolio (cont.) 

401k Management 

• History of mutual funds:  

The stock market crash of 1929 hindered the growth of mutual funds. Congress passed the 

Securities Acts which require that a fund be registered with SEC and provide investors with 

disclosures about the fund, the securities themselves, and fund manager. Total funds in world in 

2008 is $26 trillion. 

• Difference between mutual funds and hedge funds 

• Mutual funds are professionally managed type of collective investment schemes that pool 

money from many investors and invests typically in investment securities. 

• Hedge funds are pooled investment funds with loose SEC regulation. SEC does not require 

an adviser to follow or avoid any particular investment strategies, nor does it require or 

prohibit specific investments. 

• Hedge funds are exempt from registration because they generally operate under one of two 

exemptions provided by the Investment Company Act of 1940. 

• they are exempt from registration if they have "not more than one hundred" investors, 

all of which are accredited investors; or, 

• they are exempt from registration if all of their investors are qualified investors. 
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How to manage your portfolio (cont.) 

401k Management 

• The management fees of Hedge fund 

• Today's hedge fund typically charges a 2/20 fee—2% a year 

management fee and 20% of the profits above a certain level. 

• In his early partnerships, Buffett charged a 0/25 fee—no 

management fee, and 25% of profits above a certain level 

(~6%). (He had a few variations of this based on the certain 

level; but, he never charged a management fee. He was 

performance-only.) 

• Aren’t all hedge fund aggressive? 

• The term "hedge fund" is actually a gross misnomer. 

Today, any unregistered mutual fund is termed a "hedge" 

fund; but, a hedge fund does not have to be “aggressive”. 

Hedge funds are getting beat up in today's news, many 

for good reason. But, not all hedge funds are aggressive, 

super-short, kill-the-markets funds. 
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How to manage your portfolio (cont.) 

401k Management (cont.) 

• 401k portfolio management 

• Knowledge of 401k plan 

• It allows a worker to save for retirement, and have the savings invested while deferring 

income taxes until withdrawal. 

• Employers impose severe restrictions on withdrawals while a person remains in 

service with the company and is under the age of 59½.  

• Why The Shift From Pensions To 401k Plans? Wall Street is in the business of selling 

investments for a profit. 

• What To Do With A Bad 401k 

1. Partial rollover to IRA account 

2. Invest in index funds 

3. Set up a separate account: With this option, you continue to receive 

your contributions, matches, and tax benefits; however, you can buy 

and sell any security because you have a self-directed account. 

4. No Separate Account? Petition For One! 
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Investing vs speculating (revisit the quote from The Intelligent Investor) 

 

An investment operation is one which, upon thorough analysis promises 
safety of principal and an adequate return. Operations not meeting 
these requirements are speculative. 

Speculation arises from, 

 
• A lack of a thorough analysis of the opportunity 

• Investing when there is a great chance of loss 

• Chasing returns beyond those that are “ 

satisfactory” based on your psychological 

makeup. 
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This kind of intelligent has nothing to do with IQ or 

SAT scores. It simply means being patient, 

disciplined, and eager to learn; you must also be able 

to harness your emotions and think for yourself. This 

kind of intelligence, explains Ben Graham, “is a trait 

more of the character than of the brain.” 

 

The big money is made by realists, not a pessimist or 

an optimist. To be a realist, you must have a solid 

understanding of your psychological barriers to 

investing, you must be able to stay within your 

investment strategy, and you must have reasonable 

and rational expectations. 

The definition of an “intelligent” investor 

patience 

The psychology and characteristics that will drive your 

investment success 
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The psychology and characteristics that will drive your 

investment success (cont.) 
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• Patience with your family and friends 

• If people know you are investing, they will invariably start asking you what you think of the 

market, what you are buying these days, and other ridiculous questions. As much as you 

know that you don’t need to follow the markets, you will feel embarrassed about not 

knowing what is going on. And after a while, you might quit your strategy and follow them. 

• Or, you can simply tell people that you don’t care what happens in the markets – that you 

own business that grow regardless of where the S&P 500 closes. And stop to talk about it.  

• Patience with your returns 

 

Time 
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Peak of next 
growth cycle 

Balance found: 
growth can begin 

Peak of last 
growth cycle 

Business 
contraction 

Business 
recovery 
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1. The Intelligent Investor, Benjemin Graham 
2. Security Analysis, Benjemin Graham and David Dodds 
3. http://www.grahamanddoddsville.net/ 
4. Warren Buffett’s annual letter to partners of Buffett Partnership, Ltd 
5. Warren Buffett’s annual letter to shareholders of Berkshire 

Hathaway 
6. The Essays of Warren Buffett - Lessons for Corporate America; 

Selected, Arranged, and Introduced by Lawrence A. Cunningham 
7. Common Stock and Uncommon profits and other writings, Phil 

Fisher 
8. Value investment blog: http://greenbackd.vom; 

www.valuewalk.com; www.timelessinvestor.com 
9. Macro-economic blog:  

http://scottgrannis.blogspot.com 
http://oldprof.typepad.com 
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Quiz 
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True or False 
 
1. You should diversify – owning a very considerable 

amount of investment of various types and position to 
protect yourself. 

2. Investing requires a lot of brainpower and IQ. 
3. If I only have enough (e.g $1,000) for one investment, 

I can put all in one great opportunity. 
4. I have found tons of wonderful companies, but they are 

all overpriced. I should invest in one or a few of them. 
5. You need to take high risks in order to earn high 

returns. 

 
Questions:  
 
What is “Assiduity”?  

What is the difference between investment and speculation? 
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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. 

Thank You for Coming to My Class 
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