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Before 1915, shoppers would go to a

counter and store personnel would

fetch the items and wrap them individ-

ually. From the beginning, super mar kets

provided more choices to customers

and required far fewer employees to

do much more volume. 

The recent introduction of self-

service checkout stations widens the

gulf between the big chains and

neighborhood stores. That efficiency

is costly to implement, making it vir -

tu ally impossible for stores with fewer

resources to compete on price.

Size certainly helps, but even the

largest companies in their sector

need to watch their backs. Super -

markets are continually pressured by

hypermarkets such as Costco and

Wal-Mart. And, as convenient as it

might be to find everything in one

trip to a Costco, imagine not having

to make that trip at all. Amazon is

now in the grocery business. Today,

you can buy solar panels for your

house and a bottle of laundry deter-

gent without getting up from your

couch. Even though prior attempts at

online grocery shopping have proven

futile, Amazon’s established distribu-

tion capabilities may enable it to suc-

ceed where others have failed.

Larger companies also face the law

of diminishing returns. Trends cannot

continue indefinitely. There’s only so

much cost-cutting that can occur until

it negatively impacts operations. 

This phenomenon also applies to

growth initiatives. New marketing dol-

lars eventually will begin to return less

than the dollars spent before. Incre -

mental improvements pursued by the

company will have less of an impact

on profit growth because the com -

pany’s size makes it difficult for any

one initiative to make a noticeable

impact on results. Large mutual funds

and private equity firms face the same

challenge; they may enjoy lower trans-

action costs, but there are a limited

number of investment opportunities

that are large enough to increase

returns by anything other than a

rounding error. 

The managerial talent pool may

also become a factor. Larger firms will

find fewer attractive candidates with

the requisite experience and talent to

keep that growth rate intact.

Patents
Patents and trademarks encourage

companies to invest in research and

development. Should a company or

individual invent a unique product

that excites buyers enough to make

it profitable, patents will protect its

com petitive position for years. Phar -

ma ceutical stocks are often evaluated

on the remaining time left on their

patents and their pipelines of poten-

tial blockbuster drugs. 

Ideas can be patented, but they

also need to be capitalized. Consider

Nikola Tesla’s penniless end at age 86,

even though he conceived the alter-

nating-current motor, the neon light

bulb, the remote control and the radio,

among other inventions. One of the

world’s greatest inventors spent his

last days feeding pigeons in a park.

Captivate Customers — 
and Then Hold Them Captive
As attractive as Apple’s products may

be on the outside, appearance isn’t

a significant long-term competitive

advantage. Consumer design prefer-

ences change over time and other

companies will happily emulate suc -

cess ful design up to a hair’s width

of legality. 

But Apple, like many tech firms,

expends enormous resources into

locking customers into a comprehen-

sive ecosystem; the user experience

improves the more Apple products

the customer buys. Your expensive

iTunes music library is shared easily

among other Apple devices but not

as easily elsewhere. If you’d like an

Apple Watch, you need to buy an

Apple iPhone as well. 

Google’s Android operating sys-

tem is installed on more than five

times as many devices as Apple’s, but

its app store currently brings in one-

fifth the revenue of Apple’s app store.

Apple’s focus on a quality user expe-

rience allows it to charge premium

prices for its products. To compete

successfully with Apple, Google chose

a different path: It made Android non-

proprietary to gain the critical mass

needed to attract developers and

start up a virtuous cycle of more apps

bringing in more users. Although

no doubt Google antici pated this out-

come, Android’s nonproprietary nature

allows manufacturers and mobile

service providers to direct customers

away from other Google services, re -

duc ing the value of an individual

Android user to Google.

The fur-lined handcuffs of propri-

etary standards have limits. Microsoft

used its Windows dominance in the

’90s up until 2002 to promote Inter net

Explorer and eventually gain a mar-

ket share of more than 90 percent,

ef fectively shutting down competing

browsers such Netscape’s Navigator.

As commendable as this might be for

shareholders — Micro soft’s, that is,

not Netscape’s — regulators eventu-

ally stepped in to curb Microsoft’s

mono poly. Google’s Chrome browser

now enjoys a 20 percent to 45 percent

market share, depending on the source.

Companies selling products or

services that are expensive or incon-

venient for buyers to change benefit

from those high switching costs. The

Merrill Lynch Cash Management

Account (CMA) was revolutionary

when it was introduced in 1977

for both the convenience it offered

clients and in the assets it gathered

for Merrill Lynch. Merrill Lynch was

looking for a way to attract banking

business when the Glass-Steagal Act

prohibited brokerage firms from offer -

ing traditional checking and deposit

accounts.The CMA offers a brokerage

account combined with the choice

of money markets or FDIC-insured

accounts along with ready access to

cash or margin through debit cards

and checks. 

Brokers were resistant to CMAs at

first because they were inconvenient

to open. But the product was a winner.

The more clients wrote checks, used

their debit cards and arranged for

their pension checks to be automati-

cally deposited into their account, the

more difficult it became to sever their

relationship with the firm. Because of
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that, Merrill brokers leaving to join
a competitor also found it more dif -
ficult to per suade CMA clients to
follow them. This protected Merrill
Lynch somewhat from competitors’
attempts to poach the firm’s brokers.

The More, the Merrier
Buffett and Munger also pursue firms
that become more insulated from
com petitors the more they grow.
This phenomenon is referred to as
the “network effect,” or, if you’re on a
job interview on Wall Street, “demand-
side economies of scale.” 

EBay is frequently cited as an ex -
ample of the network effect. Although
competitors occasionally attempt to
compete with eBay on price or fea-
tures, they can’t duplicate the size of
eBay’s user base and thus the liquidity
of its auction market. Thanks to that
depth, eBay can raise auction listing
prices without opening itself up to
successful competition. 

The initial adoption of the tele-
phone also demonstrated the network
effect. The first few telephone buyers
must have felt pretty lonely at the on -
set, but as more people gained access
to the devices, a positive feedback loop
accelerated telephone demand.Secur ity
markets, fax machines, Napster, mas-
sively multiplayer online games such
as World of War craft and even the
Internet itself are a few other exam-
ples of the network effect.

Exponential growth is a sure indi -
cation of the network effect. If the
growth rate continues to build on itself
solely because more people are using
the product, you’re observing a strong
network effect If, however, you’re
observing tepid growth in a network-
dependent strategy, that may be a warn -
ing sign. Pyramid marketing schemes
promise the rich rewards a network
effect can provide, yet that exponential
growth rarely materializes.

A company that enjoyed exponen-
tial growth owing to the network
effect may also be subject to a decline
with the exact opposite trajectory of
its former growth rate. As the number
of users decline, utility declines. The
negative feedback loop may doom a 

company unprepared for the change.
Facebook may be able to increase 
revenue temporarily by offering more
advertising opportunities, but if users
continue to abandon Facebook in
favor of other social media sites, it’ll
face severe challenges. 

The Power of Brands
A strong brand discourages compet i -
tion or prevents competitors from
taking away significant market share.
Procter & Gamble invests heavily in
advertising to ensure brand loyalty.
Once consumers’ shopping habits
become established, they rarely change,
even though generic alternatives are
often less expensive and have similar
quality. Consumers prefer recognized
brands because they offer convenient
mental shortcuts that save time and
offer solutions that, if not perfectly
accurate, are at least adequate for
their purposes. 

Buffett and Munger learned about
the power of brands from the acquisi-
tion of California-based See’s Candies.
Before buying See’s in 1971 (through
Berkshire subsidiary Blue Chip Stamps),
their investment strategy was almost
entirely value-driven; com panies were
attractive only if they could be bought
below their liquidation value, which
allows a margin of safety in case the
company’s unable to turn around
its operations. 

See’s was their first foray into buy-
ing a major brand name and their
largest investment by far at $25 mil-
lion. The boxed-candy business, as
tasty as it might appear, did not, nor
does it have now, exceptional sizzle. 

What interested Mun ger and Buf -
fett about See’s was its cash-cow prop-
erties. It didn’t require cash infusions
to grow or continue in operations. At
the time of its purchase, See’s earned
$5 million pre-tax on the $8 million of
capital required to fund the business,
making the pre-tax return on invested
capital more than 60 percent. 

The investment turned out quite
well. See’s has generated more than
$1.7 billion in pre-tax earnings for
Berkshire Hathaway.

See’s isn’t a large company in Berk -

shire’s portfolio, but it’s one of Buffett’s
favorites.The real value the See’s acqui-
sition provided was the lesson the duo
learned about the pricing power of a
beloved brand. See’s chocolates are
so cherished on the West Coast that
prices can be raised almost at will.The
route in California to a loved one’s
heart goes through a See’s Candies
box. Because of the strength of the
positive associations See’s Candies has
enjoyed for generations, the pursuit of
love or a tender apology would surely
fail with a pedestrian box of drugstore
chocolates. 

Economists refer to this phenome-
non — the demand for See’s Candies
changing less than the change of its
price — as inelasticity of demand. The
lesson Buffett and Munger learned
from the acquisition of See’s Candies
encouraged Berkshire to invest heavily
in industry leaders later, including the
company’s very profitable 9 percent
stake in Coca-Cola.

Brands aren’t infallible. They’re
expensive to build and protect, are
under relentless attack from competi-
tors and, even without competitors’
assistance, can be damaged from ill-
considered moves. Abercrombie &
Fitch CEO Mike Jeffries did enormous
damage when an interview with him
done in 2006 went viral seven years
later. In it he declared he wanted
only good-looking people staffing the
brand’s stores and only “cool kids”
to wear the brand. The subsequent
consumer rebellion against Jeffries’
exclusionary marketing turned an
aspi rational brand into a satirized
one.The stock hasn’t since, as of this
writing, reached the prices it enjoyed
before the 2013 scandal.

Soft Moats
Companies that have intangible ad -
vantages are said to have “soft” moats.
A company with a great corp orate
culture may not have to aggressively
match its rivals’ compen sation to
attract and retain great talent, or it
may enjoy more productivity from its
employees. Zappos is famous for its
work environment and fanatical dedi-
cation to customer service. The com-
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pany readily shares its culture book

with anyone who requests it, so it’s

not the stated corporate values that

provide the competitive advantage to

Zappos. Its advantage might be found

in how much the company values

those stated values and how methodi-

cally the company implements them

throughout the company.

Superior managers not only create

moats, but they’re a soft moat unto

themselves. Companies with stable,

successful management will respond

rapidly and effectively to their rivals.

Jack Welch, the now-retired chairman

and CEO of General Electric, created a

cult of personality that’s lasted well

past his retirement. Under Welch’s

stewardship, the company increased

in value by 4,000 percent. 

Zappos has a distinct process that’s

replicable. But General Electric, in

Welch, had a CEO who could imple-

ment a performance-focused corpo-

rate culture (Six Sigma) successfully

and do so in both a charismatic and

highly personal way. Welch was re -

ported to know his top thousand

executives by sight along with their

job duties. His unique combination of

managerial insight, discipline and

attention to people was impos sible for

compet itors to duplicate. Twenty years

of superior perfor mance is enough to

conclude that Welch’s leadership was

a moat of its own.

Every Moat Has a Drawbridge
Evolving technology frequently over-

takes established companies. Occas -

ionally that occurs from the unforesee-

able introduction of a blockbuster

product, other times a company seems

to have ducked its head into the sand

rather than adapt to changing times, at

least in retrospect. Any company

dependent on one product or service

is heavily exposed to the risk of obso-

lescence. Kodak and America Online

are examples of dominant companies

that squandered their lead, although

their executives could clearly see the

barbarian hordes amassing outside

their gates.

Eastman Kodak, at its peak, en joyed

a 70 percent market share in the

United States film market and was

making a 70 percent gross margin on

its film sales. Kodak did face serious

competition from the introduction of

instant photography by Polaroid and

from less expensive film made over-

seas, but its 2012 bankruptcy stemmed

from ignoring the beginnings of digital

photography at the hands of one of

its own engineers. 

A Kodak engineer put together the

first known digital camera in 1975.

Even though the prototype had a res-

olution of 0.1 megapixels (compared

with the 16 megapixel count of

the Samsung Galaxy S5 phone) and

was clearly an experimental project

rather than a commercial product,

the company estimated the tech -

nol ogy would be consumer-ready

in 15 years to 20 years. 

Perhaps the choice to name

the concept “film-less photography”

antag onized executives who had

grown accustomed to film’s fat mar-

gins, but, regardlessof the reason,

research on digital photography re -

mained minimal and oriented toward



FEATURE Cover Story

44 | BetterInvesting | January/February 2015

professional use.The primary bene fi ci -
aries of digital photography were Sony
and other Japa nese manufacturers.

During its height in 1997, America
Online provided one of the easiest
ways to access the Internet and con-
nected half of U.S. households with
Internet access through its dial-up
modem service. The company’s self-
named “walled garden” approach
helped it prosper from the tremen-
dous network effects of its proprietary
Buddy Lists and Instant Messaging.

Unfortunately, it didn’t have an
adequate answer for the increasing
availability of the much faster and
more convenient broadband access.
Once broadband became readily
available users left in droves. 

Aol, as it now brands itself, wants
to re-engineer itself as a collection of
digital properties. Interestingly, dial-
up memberships still factor into its
financials, with 2.3 million subscribers
generating $155 million in revenue.
Though these figures will certainly
con tinue to decline, they provide fund -
ing for new properties.

Measuring the Moat
Most of the factors that contribute to
a moat aren’t easily described by
numbers, but the width of the moat
can be measured in quantifiable
results. A moat manifests itself in long-
term profitability above its cost of
capital. The cost of the company’s
equity and debt is known as its
weighted average cost of capital. 

The WACC reflects how much
return a shareholder might demand
to justify the company’s capitaliza-
tion. On that basis WACC is a thresh-
old rate to judge the effectiveness of
the company’s managers. 

If the company is earning profits
consistently above its cost of capital 
(usually expressed as a rate), manage-
ment is adding value for share holders.
If the company earns profits below its
cost of capital, management is destroy-
ing value. Managers can use the WACC
or a related measure called economic
value added to prioritize company
projects:The greater the return above
the WACC, the more of a prior ity the
project becomes. 

If you’d like to learn more about
WACC and EVA, see “A Dollar’s a Dollar,
But How Much Does It Cost?” in the
August 2011 issue.

Don’t Let a Moat Get Your Goat
As powerful as a moat might be,
avoid the temptation to overpay for
one. Berkshire Hathaway’s extraor -
dinary results arise not only from
which companies it purchases but
also the price paid. 

Buffett and Munger learned a
sweet lesson about the power of
brands from See’s Candies, but they
were also pur chasing a business that
had a 60 percent return on capital.
The value of the company’s pricing
power became apparent only after
the company was purchased.

Successful long-term investors may
admire many firms for building endur-
ing competitive advantages, but the
biggest profit will come from buying
those moats on sale.

Sam Levine, CFA, CMT, writes frequently

for this magazine.
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