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A sound restructuring plan, strategic acquisitions, and a focus on
higher-margin product segments have propelled P&G to 6.4%
sales growth over the past five years. Operating income has
increased 9.5% per year on average over this same time frame.

P&G is very profitable with returns on invested capital averaging
more than 14% over the past five years. The firm generates
above-average returns on equity, and free cash flows to
operating income have averaged 71% over the past five years.

P&G's debt/equity ratio is 1.32, but we are comfortable with the
company's debt load, as earnings before interest and taxes are
15.6 times interest expense.
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For a textbook case on how to dominate a product
category, look no further than Procter & Gamble and
laundry detergent. The company's detergent brands
include Tide, Ariel, Downy, Gain, and Era, and they
clean up in sales.  
 But we wouldn't give a company a wide moat
simply because it dominates a single product
category. We think P&G is a terrific example of a
wide-moat firm because it dominates multiple
categories in its industry and reinvests its cash flows
to develop innovative products and strengthen its
brands. Its moat was built with its brands, and with
16 different brands each contributing more than $1
billion a year in sales, we see P&G meeting its
long-term sales target of 4%-6% growth per year.  
 The company's strategy is to build sales in its
higher-margin, higher-growth segments, so P&G is
actively focused on its beauty-care business, where
customers will pay a premium for products with even
minor improvements. The global market for beauty
care is estimated to be $170 billion, and with P&G's
share at less than 10%, the company foresees plenty
of room for growth. Beauty care now eclipses the
company's fabric and home-care division in sales and
earnings contribution and is a less capital intensive
segment than others in which P&G competes.  

 P&G's brands serve different roles in the
marketplace, occupying various price points to appeal
to shoppers of all income levels. These brands, which
ostensibly compete with one another, offer P&G
significant marginal revenue and are the cornerstone
of the company's competitive advantage and its
consumer reach. The question for P&G is how much
advantage does each brand provide and for how long. 
 Retailers and competitors present the most risk to
this advantage and P&G's margins. The company
drives 17% of its sales through Wal-Mart, a retailer
notorious for forcing out underperforming products.
P&G must maintain brand leadership in all its product
categories to retain shelf space and ward off
competitors. Preserving this brand leadership and
market share requires hefty ad spending, which
erodes the bottom line.  
 Still, P&G has a solid, balanced portfolio of
products from which to originate new products, and a
robust cash flow from which to fund innovation and
brand development. We would gladly pick up shares
of this solid performer at the right price.  

Since its founding in 1837, Procter & Gamble has
become the world's largest consumer-product
manufacturer with a lineup of famous brands. The
company's nearly 300 brands, including 16 that each
generate more than $1 billion in annual sales, are
sold through five global business units. Top-selling
brands include Tide laundry detergent, Charmin toilet
paper, Pantene shampoo, Cover Girl cosmetics,
Folgers coffee, and Iams pet food. 

A.G. Lafley headed P&G's beauty-care business
before replacing Durk Jager as CEO in June 2000. We
think Lafley's appointment marked a change in P&G's
direction to beauty care. For the 2004 fiscal year,
Lafley's salary and bonus increased to $5.2 million,
and long-term incentive pay more than tripled to
$9.86 million, which Lafley has elected to take in the
form of restricted stock. We believe P&G's executive
compensation program does a good job of putting
most of the compensation into at-risk incentive
programs tied to the long-term performance of the
company. Key executives must own stock directly in
amounts equal to various multiples of their base
salary. Officers and directors own less than 1% of
shares outstanding. 
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