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Determination of Competitive Advantage using Income 

Statement, Balance Sheet and Cash Flows 

By Warren Buffet 

Introduction:  

Warren Buffets Investment Strategies was derived by Mr. Warren Buffet, representing on the 

successful investors in the history. In his strategy, he explained that the success of the investment 

can be determined using various variable in the financial statement of the target company. 

Income Statement, Balance Sheet and Cash flows of the company provides as useful insight 

about the competitive position of the company and can provide useful information regarding the 

suitability of the investment in such companies. 

For this purpose, Johnson & Johnson (JNJ) is used to determine how competitive advantage can 

be determined using income statement, balance sheet and cash flows. JNJ is one of the leading 

companies in the world and represents one of the most prestigious brands in the global health 

care industry. The company has a wide portfolio of health care products that are widely 

recognized as high quality products by its customer base. JNJ currently have more than 250 

operating companies that are working in more than 60 countries employing around 118,000 

people across the globe. The head office of Johnson & Johnson is located in New Brunswick, 

New Jersey, USA.  

As per Warren Buffet, an ideal company is one that possesses a durable competitive advantage 

such as; 

• Offering a Unique Product and/or service 

• Low cost buyers and seller of a product consistently needed by public. 

Durability of competitive advantage is determined by 

• Consistency in Offerings that is consistent quality product and/or service. 

• Consistent high gross margins, low R&D costs, strong earnings, strong growth, etc. 



 

 

Use of Income Statement to Identify Competitive Advantage: (1) 

Gross Margin: As per the sources of competitive advantage by Warren Buffet, gross profit 

margin provides a useful indication of the competitive advantage possessed by a company. As 

per his work, a gross margin of 40% or more represents a company will durable competitive 

advantage whereas a gross margin of less than 40% represents a company with eroding 

competitive position and a gross margin of less than 20% results in no sustainable competitive 

advantage. 

The current gross margin of JNJ is 69% which has remained unchanged as compared to previous 

year. As per the Warren Buffet investment strategies, JNJ possesses a durable competitive 

advantage since its gross profit margin is more than 40% and is not prone to significant 

deviations over time.  

SG&A:  With reference to Selling, General and Administrative (SG&A) Expenses as compared 

to Gross Profit Margin, consistency is very important and a variation of less than 30% as 

compared to previous year represents a durable competitive advantage whereas a variation of 

100% represents a highly competitive industry. 

The current SG&A of JNJ is 47% which has slightly increased by 2% as compared to SG&A of 

45% in the previous representing that fact that the company is not facing any wild variations in 

its SG&A as compared to its Gross Profit Margins and indicates a durable competitive advantage 

is possessed by Johnson and Johnson. 

R&D: As regards Research and Development Costs are concerned, a company is with R&D 

costs is assumed to have a durable competitive advantage as having a higher R&D costs 

threatens a company’s competitive advantage by dictating a high SG&A. 

The current R&D of JNJ is 17% of gross profit margin which has slightly increased by 1% as 

compared to a R&D of 16 of gross profit margin. R&D of 17% is relatively low as compared to 

the nature of the business of JNJ and denotes that a durable competitive advantage is possessed 

by JNJ. 

Interest Expense: The competitive advantage possessed by a company can also be determined 

using its interest expense relative to operating profit. High interest expense threatens the 



 

 

company’s ability to sustain competitive advantage. As per Warren Buffet, an interest expense of 

less than 15% of operating income for a consumer product company is favorable. Little or no 

interest expense is incurred by companies with durable competitive advantage. 

The current Interest expense of JNJ is 4% of its operating profit as compared to an interest 

expense of 3% in the previous year. Interest expense of 4% indicates that the company uses 

minimal debt financing and indicates that a durable competitive advantage is possessed by JNJ. 

Net Profit Margin: A company with a net profit margin of more than 20% represents a 

company with a durable competitive advantage. 

JNJ currently has a net profit margin of 15% which almost half the amount of net profits margins 

generated by the company in the previous year of 31%. This indicates that the company enjoyed 

a durable competitive advantage in the previous year but now the company is faced with 

increased competition in the industry but the overall competitive position of the company is still 

very good. 

Use of  Balance Sheet to Identify Competitive Advantage: (2) 

Cash and Cash Equivalent: Cash represents on the most critical assets possessed by the 

company and is regarded as “King”. For a durable competitive advantage it is critical that 

sufficient cash and cash equivalent is possessed by the company. 

JNJ currently has cash and cash equivalent of $32.26B which has increased by almost $5B as 

compared to previous year is very healthy and indicates that sufficient cash flow is maintained 

by the company. 

Net Receivables: Net Receivables as a percentage of Sales represents on the indicators of 

competitive advantage possessed by the company and as per Warren Buffet, a company with 

lower net receivables is assumed to possess a competitive advantage. 

JNJ currently has a net receivables ratio of 20% which has slightly increased by 1% as compared 

to net receivables ratio of 19% in the previous year. A net receivables ratio of 20% is relatively 

low for a company dealing in consumer goods and it can be reasonably conclude that 

competitive advantage is possessed by JNJ by looking at the Net Receivables ratio. 



 

 

Current Ratio: As per Warren Buffet, current ratio is useless in identifying durable competitive 

advantage as it can give a misleading picture of the performance of the company due to a number 

of factors not related to the operational performance of the company. 

The current ratio of JNJ is 2.38 which is very healthy and it can be concluded that JNJ enjoys a 

good liquidity position at the moment. In general, a company with a current ratio of more than 1 

is good whereas a current ratio of less than 1 is regarded as bad but this may not always be the 

case. 

Return On Assets (ROA): ROA is used to measure the efficiency of the company in terms of 

how efficiently the company has used its assets to generate profits. Warren Buffet, states that a 

higher ROA indicates vulnerability in the durability of the competitive advantage. 

The Current ROA of JNJ is 9% which has decreased by 4% as compared to a ROA of 13% in 

previous year. Despite the fact that the ROA has decreased as compared to previous year, the 

company is relatively competitive and possesses a durable competitive advantage. 

Retained Earnings: As per Warren Buffet, the most important indicators of durable competitive 

advantage are as follows; 

• Growth in retained earnings is a good indicator of the durable competitive advantage possessed 

by the company. Retained Earnings of JNJ has increased over the period of time indicating that 

durable competitive advantage is possessed by the company despite the fact that the company 

has brought back treasury shares. 

Use of Cash Flow to Identify Competitive Advantage: (3) 

Stock Buyback: Repurchasing/retiring of shares is a good indicator of the durable competitive 

advantage possessed by the company. 

JNJ repurchased $1.279B worth of shares in the year 2011 and $1.571B in the year 2010 

indicating that the company is constantly buying back shares which is one of the indicators of the 

durable competitive advantage possessed by JNJ. 



 

 

Payment of Dividends: Constant payment of dividends over the period is a good indicator of the 

company’s performance and represents one of the indicators of durable competitive advantage 

possessed by the company. 

JNJ paid dividends of $6.156B in the year 2011 and $5.804B in the year 2010 indicating that the 

company is making constant dividends payments and indicates that a durable competitive 

advantage is possessed by the company. 

Positive Operating Cash Flows: Positive Operating cash flows is one of most important 

indicators of durable competitive advantage possessed by the company and it is of critical 

importance that cash flows are generate by the operations of the company. 

Cash Flows of $14.30B were made by the operations of JNJ in the year 2011 and $16.38B in the 

year 2010 indicating that the company is generating positive cash flows from its operations 

representing one of the indicators of the durable competitive advantage possessed by the 

company. 

Capital Expenditures: As per Warren Buffet, company with good and durable competitive 

advantage uses a small portion of earnings for capital expenditures. 

During used 30% of net earnings in capital expenditures in the year 2011 and 18% in the year 

2010. JNJ might have purchased some new equipment during the year due to which the 

proportion of capital expenditures to net earnings is high as compared to the previous year but a 

capital expenditure of 30% of earnings in 2011 and 18% in the year 2010 indicates that lower 

portion of earnings is used as capital investments and indicates that a durable competitive 

advantage is possessed by JNJ. 

Conclusion: By analyzing various variables in the income statement, balance sheet and cash 

flow statement of JNJ as per Investment Strategies given by Warren Buffet, it can be reasonably 

concluded that the performance of JNJ is satisfactory and the company is expected to sustain a 

durable competitive advantage in the industry for the years to come and the company should be 

regarded as favorable for making investments 

 



 

 

Annexure 1: Income Statement of JNJ 

Period Ending 01-Jan-12 02-Jan-11 03-Jan-10 

Total Revenue 65,030,000   61,587,000   61,897,000   

Cost of Revenue 20,360,000   18,792,000   18,447,000   

          

Gross Profit 44,670,000   42,795,000   43,450,000   

          

  Operating Expenses       

  Research Development 7,548,000   6,844,000   6,986,000   

  
Selling General and 
Administrative 

20,969,000   19,424,000   19,801,000   

  Non Recurring 569,000   -   1,073,000   

  Others -   -   -   

          

  Total Operating Expenses -   -   -   

          

          

Operating Income or Loss   15,584,000   16,527,000   15,590,000   

          

  
Income from Continuing 
Operations 

      

  
Total Other Income/Expenses 
Net 

-2652000 875,000   616,000   

  
Earnings Before Interest And 
Taxes 

12,932,000   17,402,000   16,206,000   

  Interest Expense 571,000   455,000   451,000   

  Income Before Tax 12,361,000   16,947,000   15,755,000   

  Income Tax Expense 2,689,000   3,613,000   3,489,000   

  Minority Interest -   -   -   

          

  
Net Income From Continuing 
Ops 

9,672,000   13,334,000   12,266,000   

          

  Non-recurring Events       

  Discontinued Operations -   -   -   

  Extraordinary Items -   -   -   

  Effect Of Accounting Changes -   -   -   

  Other Items -   -   -   

          

          

Net Income   9,672,000   13,334,000   12,266,000   

Preferred Stock And Other 
Adjustments 

  -   -   -   

          

Net Income Applicable To 
Common Shares 

  9,672,000   13,334,000   12,266,000   

Currency in USD. 
    

 

 



 

 

Annexure 2: Balance Sheet of JNJ: 

Assets   2011 2010 2009 

Current Assets         

  
Cash And Cash 
Equivalents 

24,542,000   19,355,000   15,810,000   

  Short Term Investments 7,719,000   8,303,000   3,615,000   

  Net Receivables 13,137,000   11,998,000   12,439,000   

  Inventory 6,285,000   5,378,000   5,180,000   

  Other Current Assets 2,633,000   2,273,000   2,497,000   

          

Total Current Assets   54,316,000   47,307,000   39,541,000   

Long Term Investments   -   -   -   

Property Plant and Equipment   14,739,000   14,553,000   14,759,000   

Goodwill   16,138,000   15,294,000   14,862,000   

Intangible Assets   18,138,000   16,716,000   16,323,000   

Accumulated Amortization   -   -   -   

Other Assets   3,773,000   3,942,000   3,690,000   

Deferred Long Term Asset 
Charges 

  6,540,000   5,096,000   5,507,000   

          

Total Assets   113,644,000   102,908,000   94,682,000   

          

Liabilities         

Current Liabilities         

  Accounts Payable 16,153,000   15,455,000   15,413,000   

  
Short/Current Long Term 
Debt 

6,658,000   7,617,000   6,318,000   

  Other Current Liabilities -   -   -   

          

Total Current Liabilities   22,811,000   23,072,000   21,731,000   

Long Term Debt   12,969,000   9,156,000   8,223,000   

Other Liabilities   18,984,000   12,654,000   12,716,000   

Deferred Long Term Liability 
Charges 

  1,800,000   1,447,000   1,424,000   

Minority Interest   -   -   -   

Negative Goodwill   -   -   -   

          

Total Liabilities   56,564,000   46,329,000   44,094,000 

Stockholders' Equity         

Misc Stocks Options Warrants   -   -   -   

Redeemable Preferred Stock   -   -   -   

Preferred Stock   -   -   -   

Common Stock   3,120,000   3,120,000   3,120,000   

Retained Earnings   81,251,000   77,773,000   70,306,000   

Treasury Stock   -21,659,000 -20,783,000 -19,780,000 

Capital Surplus   -   -   -   

Other Stockholder Equity   -5,632,000 -3,531,000 -3,058,000 

          

Total Stockholder Equity   57,080,000   56,579,000   50,588,000   

          

Net Tangible Assets   22,804,000   24,569,000   19,403,000   

 



 

 

Annexure 3: Cash Flow of JNJ: 

Period Ending 31-Dec-11 01-Jan-11 02-Jan-10 

Net Income 9,672,000   13,334,000   12,266,000   

  

Operating Activities, Cash Flows Provided By or Used In 

Depreciation 3,158,000   2,939,000   2,774,000   

Adjustments To Net Income -183,000 982,000   250,000   

Changes In Accounts Receivables -915,000 -207,000 453,000   

Changes In Liabilities 4,906,000   107,000   -476,000 

Changes In Inventories -715,000 -196,000 95,000   

Changes In Other Operating Activities -1,625,000 -574,000 1,209,000   

  

Total Cash Flow From Operating Activities 14,298,000   16,385,000   16,571,000   

Investing Activities, Cash Flows Provided By or Used In 

Capital Expenditures -2,893,000 -2,384,000 -2,365,000 

Investments 514,000   -4,687,000 -2,808,000 

Other Cash flows from Investing Activities -2,233,000 -783,000 -2,425,000 

  

Total Cash Flows From Investing Activities -4,612,000 -7,854,000 -7,598,000 

  

Financing Activities, Cash Flows Provided By or Used In 

Dividends Paid -6,156,000 -5,804,000 -5,327,000 

Sale Purchase of Stock -1,279,000 -1,571,000 -1,248,000 

Net Borrowings 2,983,000   2,395,000   2,483,000   

Other Cash Flows from Financing Activities -   -   -   

  

Total Cash Flows From Financing Activities -4,452,000 -4,980,000 -4,092,000 

Effect Of Exchange Rate Changes -47,000 -6,000 161,000   

     Change In Cash and Cash Equivalents 5,187,000   3,545,000   5,042,000  

 

 

 



 

 

Annexure 4(a): Analysis of Income Statement 

 
2011 2010 

Gross Profit Margin 69% 69% 

SG&A (% of Gross Profit Margin) 47% 45% 

R&D (% of Gross Profit Margin) 17% 16% 

Interest Expense (% of Operating Profit) 4% 3% 

Net Profit Margin 15% 31% 

 

Annexure 4(b): Analysis of Balance Sheet of JNJ: 

 
2011 2010 

Cash and Cash Equivalent 32,261,000  26,972,000  

Net Receivables (% of revenue) 20% 19% 

Current Ratio 2.38 2.05 

ROA 9% 13% 

ROE 17% 24% 
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