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A simple question I ask when looking at companies is:
“Is this business profitable? If not, why not?”
For me, a business is designed to serve others. The most successful businesses are
usually the ones where the customers are glad to be doing business with you. And the
mark of a business doing that well is a profit. Chick-fil-A is a great example.
Therefore, the first thing I look for in a business is a demonstrated track record of
profitability. This means long historical streaks of no EPS losses.
An unprofitable business is telling me one of two things:
a) The business is doing something that the world doesn’t really care about. For
whatever reason, it is not getting the recognition in the marketplace such that it
can meet all its expenses and still have a margin of profit left over
b) The managers are not very efficient or good at running the business
I will not invest in a business that lost money in its latest fiscal year. This means I will
miss out on big stock market winners such as Shopify. And that’s okay. I rather be sure
of a good result than hopeful of a great one.
I will also probably never invest in start-ups or early-stage companies. There are two
reasons for this. First, many of them are unprofitable. Second, there isn’t enough
historical data for me to hang my hat on. I also do not rely on financial projections
prepared by brokers, bankers, and consultants since they give an illusion of false
precision. By the way, VC investing is a legitimate discipline but that is not what I do.
Let’s switch gears and briefly look at the financials of some of the best and biggest
businesses before they went public.
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Google

Revenues up 17x in 2 years! Phenomenal growth.

EBIT margins were 13%, 42% and 23%.
According to a recent article in the Economist, “Google’s peak cumulative losses were
just $21m. By comparison, Uber has incinerated $15bn and still loses money.”
Microsoft
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Revenues up 5.7x in 3 years.
EBIT margins were 21%, 21%, 30%, 29%.
Facebook

Revenue

Year Ended December 31
2010
777
1,974

Cost of revenue
Marketing and sales
Research and development
General and administrative
Total costs and expenses

223
115
87
90
515

493
184
144
121
942

860
427
388
280
1,955

Income from operations

262

1,032

1,756

$M

2009

2011
3,711

Revenues up 4.8x in 2 years.
EBIT margins were a mouthwatering 34%, 52%, 47%.
As shown above, Google, Microsoft and Facebook were all growing very fast, had
healthy margins and were cranking out solid profits before they went public.
My advice for new investors is simple: stay away from unprofitable companies that are
constantly raising funds – both in the public and private arena. I believe that companies
like WeWork and Uber are designed to raise a lot of money from investors and are not
set up to make money. Contrast this with Starbucks which makes money on every drink
sold.
Lastly, watch out when “scale” is used to justify big losses. It is usually just a buzzword.
The best companies are generally profitable very early on.
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