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We believe that the core principles of the most powerful and useful concepts are simple and easy to articulate, and the formula for 
wealth creation is no exception. When you entrust us with the management of your money, we view you as a partner in the endeavor of 
acquiring interests in businesses. The goal of this letter is to communicate the core principles of our investment process to our partners. 
As such, this letter will contain the information that we would demand from ourselves if the roles were reversed. We will cover the 
following concepts: productive assets, return on capital, competitive moats, growth, shareholder returns, and price paid 
relative to intrinsic value. 
 
We view each and every dollar of capital as an employee. The job of each dollar is to produce more of itself in exchange for its owner’s 
practice of delayed gratification. Additionally, and in simple terms, it is the role of capital allocators to maximize the productivity of the 
capital employed while minimizing the probability of permanent capital loss. These job descriptions inform our conclusion that the 
practice of investment should be restricted to the employment of capital in productive assets: those assets that produce, or will 
produce at some point in the future, profits and cash flows. Farms, rent-producing real estate, and business ownership are a few 
examples of productive assets. Alternatively, precious metals, other commodities, and collectibles are examples of non-productive assets. 
We believe that the practice of allocating capital to non-productive assets falls under the classification of speculation. While clever 
speculation may lead to wealth creation for the lucky few, investment in a limited number of high-quality productive assets all but 
guarantees it.  

 
One of the key characteristics of a great business is that it is able to reinvest in its operations at an attractive rate of return; the metric we 
use to determine this capacity is called return on capital. Return on capital answers the following question: what amount of profit can 
be generated from each incremental dollar of capital that the business allocates to working capital or fixed assets? For instance, if the 
business can generate twenty cents of additional profit from one dollar of incremental capital, the return on capital would be twenty 
percent. While an imperfect assumption, it is useful to think of long-term shareholder returns as converging with the return on capital of 
the business. This convergence occurs because of the growth that a great business will experience over long periods of time, and this 
effect is compounded by currency devaluation. The convergence occurs because the nominal value of the initial capital committed to the 
equity investment, which is fixed in currency valuations of the past, becomes increasingly de minimis in relation to the capital recycled 
within the business as revenues grow and currencies devalue. The speed at which this convergence occurs depends on the rate of 
growth, rate of currency devaluation, and price paid relative to intrinsic value.  

 
The problem with having a business that generates a high return on capital is that it invites competition: this is why we believe it is 
important for us to understand the durability of a business’ competitive moat. A competitive moat is derived from a set of traits that 
allow a business to protect its profit-making capacity and market share in the face of competitive forces. Competitive moats come in 
many forms; some are easy to spot, others more difficult, and all will be eroded given enough time. We don’t believe we can, or need 
to, understand a particular business as well as the executives that run the business. However, we do need to understand the handful of 
traits that will ensure that the business can maintain or improve its competitive position over the coming years. The more certain we are 
that we understand the competitive moat of a business, the more confident we can be in forecasting the economics of the business on a 
forward basis. The most difficult part of this endeavor is understanding what we do not, or cannot, know: in other words, knowing 
where our circle of competence ends. There are many businesses that, regardless of how many hours we commit to studying, we will 
simply not understand. Maintaining humility in this regard is one of the biggest obstacles standing between an investor and a successful 
long-term track record. 

 
Another important ingredient for wealth creation is growth, and we are particularly interested in two types. The first type is the 
economic growth of a business through increased revenues, profits, and cash flows. The second type is the passive growth of a 
shareholder’s ownership interest, which occurs via share repurchases. When a business repurchases its shares, ideally at a discount to 
intrinsic value, the ownership interest of existing shareholders, with no action required on their behalf, increases. Share buybacks are a 
particularly powerful wealth creator when shares are trading at depressed levels. It is important to remember that the most impactful 
capital allocation decisions are made when stock prices are going down, not up: understanding this well gives an investor the peace of 
mind required to stay the course during turbulent market environments. Furthermore, the most attractive return profiles often come 
from scenarios in which a shareholder is benefiting from both types of growth at the same time. A good example of such a case is 
Warren Buffett’s (Berkshire Hathaway) investment in Apple Inc. Berkshire’s ownership interest in Apple, despite having been a net-seller 
of Apple shares, has passively increased over the years as Apple has repurchased hundreds of billions of dollars’ worth of its shares. At 
the same time, Apple has experienced wonderful economic growth. This powerful combination of forces turned an initial investment of 
~$36B into a stake worth ~$160B (as of January 2022) in a matter of approximately five years: not bad. 

 
There are several ways in which a business can use the cash flow that it generates. However, we are particularly interested in three 
activities that are most tied to shareholder returns: those three activities are reinvestment in organic growth, share repurchase 
programs, and dividend distributions. If a business can reinvest at attractive rates of return and extend favorable economics to a broader 
base, it should do so: this is the most ideal use of capital, as it adds the least amount of friction to the compounding process. If a 
publicly traded company cannot reinvest all of its cash flow into growth with favorable economics, and is trading at parity or a discount  



 

 

 
 
to its intrinsic value, the second-most favorable option is to repurchase shares. Lastly, if a publicly traded company cannot reinvest all of 
its cash flow into growth with favorable economics, and is trading at a premium to its intrinsic value, the company should distribute 
excess cash to shareholders via dividends. Dividends are arguably the least favorable form of shareholder returns because of double 
taxation (tax consideration at corporate and shareholder level) and the dilution of value that occurs when capital fully exits a business to 
be distributed among numerous shareholders with variable self-interests.  

 
Last but certainly not least, the price paid relative to intrinsic value always matters. We argue that all investing is value investing: that 
is, buying an asset for less than it is worth. The greater the discount the investor pays relative to intrinsic value, the more skewed the 
formula becomes towards favorable outcomes. So the obvious question is: how does an investor calculate the intrinsic value of an asset? 
It would be a disservice for us to suggest that there is an objective, all-encompassing solution to this question. Theoretically, for a 
productive asset, the intrinsic value is equal to the sum of all discounted future cash flows. However, determining the appropriate 
discount rate and forecasting future cash flows is where things get complicated: this is why it is crucial to require a margin of safety, and 
a margin of safety is predominantly derived from paying a price that is significantly below a reasonable range of intrinsic value estimates. 

 
There are thousands of books written on the subject of investment, but we believe the concepts discussed herein represent the very core 
of what great capital allocators are attempting to capture. In theory, golf is a simple sport: finish the course in as few strokes as possible. 
However, anyone who has ever tried to golf knows that it is anything but easy, and investing is no different. While the core principles 
we have covered are simple, the pursuit of maximizing the wealth creation formula requires relentless curiosity and continuous learning. 
For us, this comes as a natural inclination rather than a chore. We are in this business because we love what we do, and we are eternally 
grateful to those that give us their trust and join us on this journey.  
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This commentary is for informational and educational purposes only and should not be relied upon as investment advice or the basis for 
making any investment decisions. The views and opinions expressed may not be officially those of UBS Financial Services Inc. and the 
firm does not verify nor guarantee the accuracy or completeness of the information presented. 
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