
1   C H A P T E R 

Buffett and the Fundamental 
Business Perspective     

     He doesn ’ t gamble in the stock market; he doesn ’ t take short -
 term, technical positions betting on immediate spikes or dips. He is 
not a buy - and - hold mutual fund investor. Warren Buffett is a long -
 haul business investor who takes partial, if not whole, positions in 
companies with favorable underlying economics, good manage-
ment, and consumer monopolies.  

  Warren Buffett as Your Small Business Consultant 

 To draw a quick distinction between a Buffett - style investment and 
one that is not, ask yourself this question:  “ In 20 years, is it more 
likely that consumers will be drinking Coke or using the iPhone? ”  
This question is not designed to play favorites. It is meant to illus-
trate the guts of the Warren Buffett investment methodology, and if 
you can understand the reasoning behind the answer, you will be 
well on your way to building a small business that Warren Buffett 
would love. In 20 years, is it more likely that consumers will be drink-
ing Coke or using the iPhone? 

 I choose Coke    . . .    why? First, four prima facie answers:

   1.     The company has been building its brand since 1886. 1   
  2.     A can, bottle, or fountain Coke is always within about a 100 -

 yard reach of every human being on the planet regardless of 
location.  
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10 Building a Small Business That Warren Buffet Would Love

  3.     The company had $35 billion in sales last year. 2   
  4.     Every time I go to the movies, I see a Coke commercial. 

(Amazingly enough, although polar bears can swim up to 100 
miles at a stretch, they are very awkward, lumbering walkers 
and must kill their prey by resting silently outside of breathing 
holes in the ice. Even more amazing is the fact that they have 
enough dexterity in their goofy paws to twist off bottle caps.)    

 And here are fi ve fi nancial answers that Warren Buffett loves:

   1.     Outside of a few blips on the radar, the company has had 
increasing and steady earnings over the past 10 years.  

  2.     The earnings per share have grown at an approximate rate of 
13.65 percent over the same period,  

  3.     The return on equity has averaged 32 percent over the past 
10 years.  

  4.     The company could pay off its long - term debt in about one 
year, strictly from earnings. 3   

  5.     The company can adjust its prices to infl ation. In 1950 a bottle 
of Coke cost a nickel. 4  Today, depending on location, a Coke 
will cost anywhere from one to two dollars.    

 The answer to our question and subsequent analysis is not a 
comment on the viability of Apple or a statement on the quality of 
the product. Apple is a highly innovative company with outstanding, 
mind - numbing products. The intention of the answer is to place an 
emphasis on the predictability of a company. No one can predict 
the future, but if an attempt must be made (that is, we are building 
a business that needs to be successful in the future), is it more likely 
that an accurate prediction can be made based on a rock - solid, con-
sistent track record or on one that is questionable? Not that Apple 
does not have a strong track record, but guess what, Coke ’ s is stron-
ger. Plus, you are already taking the bet. It ’ s a moot point to say I 
wouldn ’ t take either one since you are already putting your chips 
on the table whether by stock purchase, rental property investment, 
or building a small business that Warren Buffett would love. Since 
you are joining the party, make sure it is a fun one by taking the 
surer bet. 

 Many will argue that past results are not an indicator of future 
performance, but in the case of Warren Buffett ’ s track record, much 
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of his success can be attributed to a mold of key historic attributes. 
These attributes, when modeled after in a small business, can lead 
to great results.  

  Return on Equity, Return on Investment — 
the Preview 

 For any investment decision, whether it be the purchase of a four-
plex or the launch of a small business, it is important to calculate 
the investment ’ s return on investment and return on equity in order 
to determine if we have a stinker or a winner. (Why would I buy into 
an investment that churns out a 5 percent return when I can get 10 
percent down the road at the local investment farmer ’ s market?) 
Return on investment is found simply by dividing the business ’ s 
earnings by the initial investment, whereas return on equity is the 
earnings divided by the equity in the business found on the balance 
sheet. These ratios are crucial for investment purposes — crucial, I 
tell you! 

 For example: Your business, a hamburger stand, let ’ s call it 
Sloppy Joe ’ s, consistently generates $10,000 a year in earnings on an 
initial $50,000 investment for a return on investment of 20 percent. 
You peer into the feasibility of a second location and determine that 
Sloppy Joe ’ s Too will generate $1,000 a year in earnings on top of a 
$25,000 investment for a 4 percent rate of return. A quick Google 
search reveals that risk - free Treasury bills are paying approximately 
4.7 percent, 5  a return slightly higher than the 4 percent that would 
be churned out by SJ2. The optimal investment decision would be 
to take the T - bills and not the second location. If you discover 
another expansion opportunity yielding a return greater than or 
equal to 20 percent, all things equal, it would be fi nancially prudent 
to pursue the new opportunity. Honestly, it would be fi nancially 
prudent to pursue any opportunity that is greater than the return 
you can get in the next best investment. If you can get 15 percent 
in the market, then you have to beat 15 percent. 

 Both rate of return and return on equity can be used to compare 
investments across asset classes. For example: A dividend - paying 
stock yielding a 7 percent rate of return for the year is inferior to a 
rental property returning 15 percent a year, all else equal. A business 
generating a 4 percent rate of return is inferior to a stock yielding 
a 6 percent return and, a rental property spewing out a 10 percent 
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return is inferior to a stock that grows in value by 15 percent a year. 
Got it?  

  Apples to Apples 

 A rental duplex cash fl ow of $5,000 a year on top of a $50,000 invest-
ment is providing a 10 percent rate of return (by the way, rate of 
return and return on investment are the same thing), which is a 
superior investment compared to a duplex cash fl ow of $7,000 a year 
on top of a $100,000 investment for a 7 percent return. 

 A stock consistently delivering an average 20 percent return on 
equity, in Warren Buffett ’ s opinion, is in essence delivering a 20 
percent rate of return. He claims this return as his (more on this 
later). A dividend stock paying an annual yield of $.70 with an 
average price of $10 a share is delivering a 7 percent rate of return. 
A business with $20,000 in earnings for the year and an initial invest-
ment of $100,000 is yielding 20 percent. 

 In the world of small business and investing, rate of return 
(return on investment) reigns supreme.  

  Investing from the Business Perspective 

 To further illustrate rate of return and how it applies across invest-
ments including small business, let us step into the shoes of a rental 
property investor. A true rental property investor evaluates property 
based on cash fl ow and the rate of return. The following table details 
a cash fl ow analysis of three sample rental properties, a triplex, 
fourplex, and duplex respectively. The combination of a down 
payment, closing costs, and repairs equals the total down payment 
needed to invest in each of the three properties. These fi gures are 
culled from real deals, so don ’ t accuse me of making up some hokey 
numbers. See Table  1.1 .   

 The cash fl ow analysis works as follows: The rental income comes 
in the door, then operational expenses such as vacancy loss, property 
management fees, accounting, yard work, and repair and mainte-
nance expenses peck away, and what remains is the net earnings or, 
in a cash budget, the cash fl ow. In order to calculate the rate of 
return, annualize the cash fl ow by multiplying by 12 and dividing by 
the total property investment, which in this case is $20,750, $26,661, 
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  Table 1.1    Cash Flow Analysis 

        1625 Flanigan     1717 O ’ Shea     1714 O ’ Brian  

  Number of Units    3    4    2  

  Purchase Price    $100,000    $128,304    $97,200  

   Cash Put into Property               

  Down Payment    $20,000    $25,661    $19,440  

  Closing Costs    $200    $500    $500  

  Repairs    $550    $500    $200  

   Total Cash Put into Property     $20,750    $26,661    $20,140  

   Monthly Cash Flow Analysis               

  Gross Rental Income    $1,275    $1,980    $1,350  

  Less Vacancy Loss 8%    $102    $158    $108  

  Total Income    $1,173    $1,822    $1,242  

   Monthly Expenses               

  Property Management fee 
of 10%    $117    $182    $124  

  Accounting    $10    $15    $5  

  Insurance    $50    $54    $50  

  Yard Work    $15    $20    $15  

  Repairs and 
Maintenance  

  $90    $120    $90  

  Misc.    $10    $15    $10  

  Reserves    $20    $20    $15  

  Taxes (Property)    $100    $139    $95  

  Total Expenses    $412    $565    $404  

  NOI    $761    $1,257    $838  

  Loan Payment    $675    $866    $656  

   Cash Flow     $86    $391    $182  

   Rate of Return     5%    18%    11%  

and $20,140 respectively. This results in a 5 percent, 18 percent, and 
11 percent rate of return for each of the properties. All things equal, 
the property with the 18 percent rate of return is the superior 
investment. 

 Warren Buffett applies the same logic to his investment deci-
sions. If he buys a share of stock for $50 and it generates $5 in 
earnings per share, his initial rate of return is 10 percent. ($5/$50). 6  
As the earnings of the company grow, so does the return over time. 
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 This analysis, as used by the rental investor and the Buffett inves-
tor, or the hybrid Brental investor, should be the same analysis uti-
lized by the small business owner: A hamburger stand generating 
$20,000 of yearly earnings on top of a $100,000 investment is gen-
erating a 20 percent rate of return. Compared to Treasury bonds, 
currently yielding approximately 3.5 percent, this is a superior 
investment. 

 This, in a nutshell, is investing and building a business via a busi-
ness perspective.  

  A Spiel on Capital Gains 

 Cash fl ow investors traditionally seek out timely, systemic payments 
from their assets. For example: A dividend stock investor expects a 
quarterly dividend payment, a rental property investor seeks a 
monthly check, a covered call writer often generates income at least 
once a month. A cash fl ow investor works for cash fl ow fi rst and lets 
capital gains serve as the icing on the cake. If a rental property gen-
erates 15 percent a year in cash fl ow and the property appreciates 
an additional 4 percent a year, then so be it. The question that cash 
fl ow investors traditionally seek to answer is:  “ Can I pay my monthly 
bills from cash fl ow? ”  If the answer is yes, then the cash fl ow investor 
claims fi nancial independence and typically Yahtzee! 

 The cash fl ow paradigm is contrasted with that of the capital 
gains investor. The capital gains investor invests for appreciation of 
the underlying asset; an asset is purchased for $1 in hope that it will 
go up to $10, for example. A property capital gains investor will buy 
a piece of real estate, banking on the appreciation and cashing out 
at the end, or he will seek to fi x and fl ip the property over the short 
term. In this way, investors do not necessarily receive monthly cash 
fl ow; they can cleave off the capital gains to create a  “ cash fl ow, ”  and 
as long as they do not dip into the principal they have a cash fl owing 
system, although this cleaving will result in a capital gains tax. 

 Warren Buffett, on the other hand, buys outstanding companies 
with phenomenal rates of return that continue to reinvest this return 
and greatly increase the value of the company.  

  Turning Capital Gains into Cash Flow 

 Thus, it can be argued that capital gains is essentially  “ cash fl ow ” ; it 
is just received in larger chunks via systematic withdraws. Mutual 
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fund investors are the best example of this format. A mutual fund 
investor can theoretically cash out the average gain received on a 
timely basis, treating it as cash fl ow. If an individual is banking on 
an average yearly return of 15 percent, then in theory the investor 
can cash out 15 percent a year without decreasing the principal. An 
investor with a $100,000 mutual fund investment, in this example, 
is counting on $15,000 a year. The problem, of course, lies in the 
dips. The stock market may average 10 percent over the long run, 
but some years it may do 20 percent and some years it may do a 
negative 10 percent. 

 Let ’ s say in year one your investment makes the projected 15 
percent. Everything is fi ne, you withdraw your $15,000 in cash fl ow, 
leaving the $100,000 principal intact. (Tax consequences are ignored 
for simplicity ’ s sake.) The second year, the investment gains 18 
percent. Great! We are living large. Life is good! You can take out 
up to $18,000 this year and blow it on a boat, if you choose. You play 
it safe, though, and leave the extra money in place, taking the total 
principal up to $103,000. 

 In the third year the stock market tanks and the investment 
drops by 20 percent to $82,400. Uh - oh    . . .    danger, danger, Will 
Robinson    . . .    batten down the hatches. Now what? The stock is on 
sale — buy more? But you need $15,000 to live on. If you draw out 
the $15,000, the principal will be depleted to $67,400 and then, even 
if the next year returns to normal and generates the average 15 
percent return, the investment will only make a little over $10,000. 
What to do now? 

 This is where cash comes into play. A capital gains investor 
should sock away enough cash to weather at least two years of a 
downturn. In our example, the stashed cash amount is $30,000. Of 
course, the investment is projected to deliver an average return of 
15 percent, so it is not likely that the entire amount will need to be 
supplemented from cash since the investment will potentially spring 
back to life at a higher rate. In negative years the cash is used. In 
positive years the cash is replenished. In this way the capital gains 
investor becomes a cash fl ow investor. 

 Tax consequences cannot be ignored, though. A rental property 
investor can greatly reduce taxes on the cash fl ow through deprecia-
tion and expense shifting, whereas the mutual fund investor will 
realize short -  or long - term capital gains depending on the invest-
ment holding period.  
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  Buffett as a Cash Flow Powerhouse 

 So, the question is, in order to assist us in building a small business 
that Warren Buffett would love, which type of investor is Warren 
Buffett? Is he a cash fl ow investor or a capital gains investor? The 
answer is that he is a cash fl ow investor fi rst, with a catch. A cash 
fl ow investor is really a business perspective investor, which is the 
essence of Warren Buffett ’ s investment soul. He invests in companies 
with predictable earnings fi rst, just as rental property cash fl ow inves-
tors invest for steady rental checks fi rst. His cash fl ow is found in the 
earnings per share that the company generates. 7  The rental property 
investor ’ s cash fl ow is found in the rental checks in the mailbox. 

 The difference between the asset classes is that the stock market 
is more of a neurotic, schizophrenic beast compared to the real 
estate market. (The market goes up, the market goes down like a 
drunken banshee on a daily basis.) But, if the company in question 
is built upon strong, underlying economics, the equity value of the 
company will increase and the price will return. This lesson is a piece 
of the Rosetta Stone necessary to build a small business that Warren 
Buffett would love. Great companies generate consistent earnings 
and reinvest them at high returns. 

 Additionally, Warren Buffett leaves the money within the invest-
ment so that it may continue compounding at a high rate of return 
while avoiding tax consequences. He doesn ’ t need the cash fl ow. (I 
think he ’ s going to be okay, you know, for food and whatnot.) 

 Secondly, he is a capital gains investor because, as any intelligent 
investor will tell you, capital gains follow cash fl ow. Buffett argues 
that retained earnings (read: retained cash fl ow) add to the com-
pany ’ s value and the stock price will eventually rise to realize this. A 
property investor receives cash fl ow fi rst (check in the mail) and 
then can reinvest this cash fl ow in other rental properties and grow 
their equity value. In general, a rental property will appreciate in 
value unless it is in an area of decline. (Or hundreds of banks over-
extend credit to non - qualifi ed borrowers who subsequently default, 
but that couldn ’ t happen in a million years, now could it?) Most cash 
fl ow investors invest for cash fl ow fi rst with the principle that capital 
gains will follow next. Warren Buffett invests for cash fl ow fi rst (earn-
ings, retained earnings, return on equity), which will add value to 
the company and lead to business value appreciation.  
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  The Cash Flow Trifecta 

 A stock that generates strong, consistent, and growing earnings, pays 
a dividend, and has an option for covered call contracts, is a cash 
fl ow powerhouse. And that ’ s all I have to say about that. 

  How Does This Apply to My Small Business? 

 Keep in mind three things as we move forward on the tramway of 
building a small business that Warren Buffett would love:

   1.     Companies such as Coca - Cola, Kellogg ’ s, and Campbell ’ s have 
a more predictable nature as a result of strong brand name 
recognition, consumer appeal, and a healthy, consistent track 
record of earnings and return on equity.  

  2.     Investing from a business perspective means fi rst and fore-
most paying attention to earnings and return on equity.  

  3.     Two types of investors exist: the capital gains investor and the 
cash fl ow investor. It is important to understand the differ-
ences between the two and also where they intersect.          

  




