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			Editor’s Note

			This is an argumentative book. 

			What matters is the price you paid, argues Michael van Biema. Forget the price you paid, says Anthony Bolton. Avoid experts and fund managers, argues Anthony Garner. Pick the right fund managers, says Sandy Cross. Investing is an art, argues Richard Buxton. Investing must be approached as a science, says Ken Fisher. Passive index investing offers the safest route to riches, argues Tim Hale. But a chapter later Ian Helsop posits that the market-cap-weighted nature of the S&P 500 and FTSE 100 means that passive investing has created a feedback loop of ever increased flows into the largest companies – a recipe for real danger.

			Passive vs active, fund managers vs private investors, trend following vs stock picking – there is no lack of opposites in this book. (At one point, Jacob Rees-Mogg even quotes Mao.)

			None of this was designed. I simply sought, in the great Harriman Book of Investing Rules tradition begun by Stephen Eckett and Philip Jenks in 2001, to bring together a fresh selection of the most interesting and eloquent exponents of as wide a range of investing approaches as possible. And of course no contributor saw any other chapter before writing their own.

			The arguments happened of their own accord.

			In this entirely accidental way I hope the book captures something of the open-minded world of investing – a marketplace of ideas as much as shares in companies, where every trade is a kind of argument.

			Such collision of ideas is hopefully not only enjoyable because of the sheer variety but illuminating too. As the late Christopher Hitchens said, the phrase ‘more heat than light’, intended to disdain arguments as a furious waste of energy, is based on a faulty premise: after all, we get light from heat.

			I therefore hope – whether enjoying the arguments or taking up your own with any of the chapters here – that this book is never less than light reading in at least two senses of the term, even if it is over 500 pages.

			christopher parker

			Petersfield, 2017
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			Foreword by Jonathan Davis

			“Per varios casus, per tot discrimina rerum tendimus.” This elegant Latin phrase, which I am sure classical scholars amongst you will recognise as coming from Virgil’s Aeneid, is how Ben Graham introduced The Intelligent Investor, his classic book on investment, still as wise and readable today as it was when it was first published nearly 50 years ago. He translated it as meaning “through chances various, through all vicissitudes we make our way”. 

			Navigating through a constantly changing world is a concept with which investors are all too familiar. It is their task after all to try and make money in markets which are constantly buffeted by the unexpected – be that a political event, an economic surprise, a central bank policy announcement or just a disappointing company earnings report. Nothing stands still for long in investment because the world of human endeavour it reflects is always in a state of flux. 

			The way to survive and prosper as an investor therefore depends on combining an understanding of how markets behave, resilience in the face of the unexpected and – not least – a deep pool of experience on which to draw. Whether you prefer to call it brilliance, intuition or skill, the reality is that it is experience – not just your own, but also that of all those who have gone before you – that counts for most over time. And the simplest way to capture the essence of experience is by making and absorbing a set of rules. 

			Now it is easy to think that a list of dos and don’ts might be rather a simplistic way to enhance your understanding of what will and will not work in such a specialised field as investment. Don’t be so hasty. The behavioural psychologist Daniel Kahneman, winner of a Nobel Prize in 2002 for his work on decision-making and uncertainty, has built his career and reputation by demonstrating how simple precepts – what we call rules of thumb, but more formally known as heuristics – can be powerful and effective tools for capturing generations of human experience. What we call expert intuition is mostly accumulated wisdom in disguise. 

			It goes without saying, however, that the intuition you want to tap into is not that of Everyman, but that of the best in the business, for Prof Kahnemann also tells us that human beings are prone to any number of biases which, unchecked, can and do lead us astray. This book, a successor volume to several popular versions published over the past 15 years, counters this by bringing together in a readable and meaningful format some of the most important lessons acquired by top investors over the course of their careers. All but two of the many contributors to this version are new – it is a big and bold book, covering a broad spectrum of markets and topics.

			Of course, there are many different styles of investing, and many different asset classes in which to invest, so you will need to pick and choose which of the authorities assembled here best matches your own temperament and interests. What works in the bond or property markets may be violently or subtly different from what works in stock markets. Investors in funds need to focus on different things from stock pickers. As the editor drily notes, some contributors are significantly at odds with others. Such conflict also enlightens. 

			What makes a good investment rule? For me it needs to be clearly articulated, straightforward to understand and yet capture a certain fundamental truth about investment, one that has stood the test of time. One favourite of mine was coined by the wise and well-read American investment consultant, Charles D. Ellis. His classic book, Winning the Loser’s Game, contains the definitive rule on market timing (“Don’t do it. It is a sin”). 

			Another personal favourite was part of a list devised by Nigel Lawson, the former Chancellor of the Exchequer, during his earlier time as City Editor of the Sunday Telegraph. It reads: “Bad figures always take longer to add up than good ones”. By this he meant beware of companies whose results come out later than normal. It usually means there is something fishy or unpleasant they didn’t want to tell you about. 

			Of course the pedantic will always says that there are exceptions to every rule, as indeed there are. Warren Buffett, as in so many things, has laid down a marker for investment rule-making with his simple two-part exhortation: “Rule Number One: don’t lose money. Rule Number Two: don’t forget Rule Number One.” He is entitled to make things sound that easy, as he has the wealth accumulated over more than 60 years to prove it. 

			The rest of us, whether we agree with all of them or not, can only benefit from reflecting on the heady mixture of insights, truisms and challenges to conventional thinking that make up the content of this title.

			jonathan davis

			Oxford, 2017

			Jonathan Davis is one of the UK’s leading writers on investment. A professionally qualified investor, he is the author of three books about investment, has written regular columns for the Financial Times and The Spectator, podcasts regularly for the Money Makers website (www.money-makers.co) and is an advisor to investment companies. His website is at www.independent-investor.com.
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			“The world isn’t going to end. This baby isn’t going down, and this ship isn’t coming apart. You must be on board in order to reach your destination.”

		

	
		
			Investing from the Cockpit

			In a previous life, I was an Air Force pilot and then an airline pilot. Rules I learned then are directly applicable to my life as an investment advisor.

			I began my career as an investment advisor 43 years ago when after Vietnam I was furloughed from Eastern Airlines. Landing as gracefully as I could, I used my college degree in economics and business to transition to a job designing pension plans for small business owners. That in turn led to full service financial planning and eventually opening my own Registered Investment Advisor. Today that firm, Investor Solutions, Inc. (investorsolutions.com), manages over $750 million for several hundred clients in 39 states and five foreign countries. 

			Here are some cockpit rules that you can apply directly to your investment portfolio: 

			1. Plan ahead.

			Strategic Air Command Aircrews used to joke that the SAC motto, “Peace is our Profession”, should have continued “But, flight planning is our obsession.” Four of us on a Tanker crew spent a full day planning and filling out the paperwork for a six-hour mission. More time planning than flying! But, when we got to the aircraft, we knew exactly where we were going and what we were going to do. As little as possible was left to chance. Whatever our mission was, we couldn’t just take off and fly around aimlessly. 

			Similarly, you are highly unlikely to get a decent outcome for your investment plan without some detailed planning. 

			Industry professionals joke that while a family may spend weeks researching a flat-screen TV, they don’t spend ten minutes planning their retirement. It sounds funny, but you know it’s true. 

			There are many parts to an investment plan. For instance:

			
					How much capital will you need to maintain your lifestyle?

					How many years until you retire? 

					What’s an appropriate withdrawal strategy? 

					How can you maximize your tax advantages? 

					How much risk should you take? 

					What is the range of returns you should reasonably expect? 

					What asset allocation is appropriate for each stage of the trip? 

					What funds will best execute the asset allocation strategy?

					How much will Social Security (or the equivalent for readers outside the US) contribute?

			

			Each of those are important variables that will dramatically impact the outcome for better or worse. Screw up just one part and you are likely to have a disaster. 

			You only get one shot at retirement accumulation. You can’t learn this game as you go along. You can’t hit rewind in real life. Early mistakes may never be made up. Spend some time planning your financial future. 

			It’s painless to get started. There are a huge number of free resources available on the internet that can help. For instance, my company has over 100 financial calculators that will help you do everything from mortgage illustrations to a retirement plan calculation that is integrated with Social Security:

			
					investorsolutions.com/media/calculator

			

			(Other resources are of course available – head to Google and you’ll be sure to find alternatives.)

			Speaking of calculators, the Social Security Administration calculator is already preloaded with your earnings history, age and other information so they can turn out a personalized Social Security projection at various ages:

			
					www.ssa.gov/retire/estimator.html

			

			Now would be a perfect time to begin to plan for your family’s future. If you can’t do it yourself, or don’t want to do it, engage a competent financial professional. One way or another, plan ahead. 

			2. Find the high-probability shot.

			When two enemy fighter pilots approach each other they start maneuvering for a position behind the other. The contest usually ends when one finds himself at the enemy’s six o’clock position. That’s the high-probability shot. While very occasionally a pilot might succeed in a head-on shot, that’s the hard way to do it, and it leaves him open to additional risk. After they pass each other, the enemy pilot might very well end up on his six. Game over! So fighter pilots study tactics which, combined, result in strategy with the highest possibility of success. 

			Whatever you are doing, whether it’s basketball, chess, medicine, law, or home construction there is an elegant solution, a low-risk approach, and an easy way. 

			For investors, the high-probability shot is the strategy that maximizes the return per unit of risk the investor is willing to accept. There are a few tactics that individually advance you toward that goal, but used together they are truly powerful:

			
					Don’t take more risk than you need to and can tolerate. 

					Divide your portfolio into risky and riskless parts. The mixture of the two should reflect your risk tolerance, liquidity needs, goals and objectives. 

					Diversify both portfolios widely to avoid unpleasant surprises while obtaining market rates of return. The gold standard is global diversification. 

					Use low-cost collective investments like index funds and ETFs. They deliver market returns at the lowest cost, risk, and tax costs possible.

					Utilize tax-free or tax-deferred accounts wherever possible.

					Start early because time is the most valuable commodity for investors wishing to accumulate assets. 

					Accept market returns. Don’t try to time markets or identify mispriced securities. It’s a loser’s game. The evidence against active management is clear beyond a reasonable doubt. 

					Consider overweighting your portfolios to favor small companies, cheap stocks (value), and more profitable companies. Those tilts have been shown to reliably enhance returns over reasonable periods of time. 

					Stay the course. Don’t react to headlines, herd mentality, market predictions, fear or greed.3. You need commitment.


			

			Flying an underpowered aircraft at close to its maximum gross weight on a runway just barely long enough was a normal day at the office for tanker crews. But if you are going to soar with eagles, first you need to get it off the ground. 

			As the aircraft slowly accelerated, we spent a long time on the runway. It wasn’t unusual to break ground a second or two before the end of the runway. 

			So, takeoffs had our full and undivided attention. Flight planning for takeoff was a serious matter that generated a dozen numbers, the most important of which was Critical Engine Failure Speed or S1, our go/no-go point. If one of our four engines fell right off the wing after S1 it was far better to take off than try to stop on the remaining runway. We were committed! Short of catastrophic failure we were going flying!

			If, after planning, you have a well-designed global asset allocation plan that meets your unique needs, once you put your money down, you are committed. If the planning was right in the first place, changing your mind every few minutes is not a viable option. Things will happen, but if you are prepared, staying the course is almost always the right thing to do. Jumping in and out is highly unlikely to enhance your portfolio. 

			The other part of commitment for investors is that they must actually contribute some capital. America has a huge savings problem which is reflected in a woeful preparation for retirement. The days of the guaranteed pension are gone, not likely to ever come back. If you don’t make an early commitment to savings, not even the best investment advisor or asset-allocation strategy is going to help you. You will never be able to retire comfortably. In other words, planning and execution are necessary for a successful mission. 

			4. Expect turbulence.

			Back in another life I flew Airbus 300s for the departed Eastern Airlines. While they may appear to be arrogant and cocky, professional pilots have a great deal of concern about their passengers. They would willingly die to protect them. Keeping them safe, comfortable, happy and stress-free is mission one!

			Turbulence is a fact of life. It makes passengers cranky. So, we spent a fair amount of time avoiding it. But sometimes it must be simply endured. All we could do, short of staying home, was reassure passengers. No airline could ever guarantee you that you won’t have an occasional bump in your journey. Few trips would ever be completed if the pilot turned around at the first bump. If we waited for a guarantee of smooth air we would never leave the terminal.

			Pilots expect occasional turbulence. After a few thousand hours in the air, they know it goes with the territory. Occasionally the air is bumpy. What’s the big deal? The airplane is inherently stable. When bumped it tends to return to its former attitude. The airplane is so strong that several commercial airliners have withstood five to seven times the G forces that they were designed for.

			So, when the plane is bumping along, the pilot’s primary concern is usually trying not to spill his coffee. He doesn’t enjoy the turbulence, but besides a concern for his passenger comfort, he isn’t worried.

			But on the other side of the cockpit door things may be different. Most of the experienced passengers will sleep right through it – but a few passengers see a different world. There they are, trapped in a big aluminum tube, hurtling along at about 500 miles an hour seven miles above the ground! At the first sign of turbulence, anxious glances are quickly followed by wide eyes and white knuckles. This thing is out of control! It’s going down! The pilot must be insane! Why doesn’t he get us on the ground? Oh, how I wish I had never seen an airplane!

			That experience was good training to be an investment advisor. Just substitute investment advisor for pilot, investor for passenger, and market decline for turbulence.

			As an investment advisor, I expect an occasional market downturn. It’s built right into the system. I don’t like it. I do every thing I can to avoid it. I try to make it as small as possible. But sometimes I just have to live with it. Market downturns are not the fun part, but they are business as usual in the financial arena.

			We endured the Crash of ’87, the Crash of ’89, the Tech Wreck of 2000, and the near disaster of 2008. Markets endured, recovered, and went on to new highs. 

			Our economy is incredibly strong, stable and resilient. But markets must go down occasionally in order to function. There is no way to anticipate when that might happen. We must accept a measured amount of risk (the market fluctuations) in order to earn the extra returns necessary to accomplish our life goals.

			Many investors are not comfortable with market volatility. They feel out of control, and imagine all the worst possible outcomes. Their version of safety is to chuck it all and seek refuge in cash. Of course, that’s the classic ‘buy high, sell low, and wonder why we don’t make money in the stock market’ behavior. Investors that panic and follow the herd are unlikely to succeed. It’s a recipe for failure. 

			The world isn’t going to end. This baby isn’t going down, and this ship isn’t coming apart. You must be on board in order to reach your destination. 

			5. Undertake continuous maintenance.

			Airplanes don’t fly around long without maintenance. That varies from a quick inspection every night to completely stripping the aircraft to the bones, inspecting and rebuilding. Keeping several million moving parts perfectly airworthy for a projected useful life of 50 years takes a little TLC. Parts wear out and must be replaced. Other parts need to be upgraded to take advantage of improved design and efficiency. 

			By the way, aircraft mechanics are professionals certified by the FAA. You expect before you put your family on an airplane that the person signing it off as airworthy has the training, testing, certifications and experience to care for your precious cargo. 

			Your investment portfolio needs continuous maintenance, too. Clearly you would like to avoid catastrophic failures. But avoiding crashes is only part of the problem. Keeping it running at optimum efficiency will greatly enhance your future security. This involves:

			
					Rebalancing to keep the original risk profile. Left to its own devices a very well-designed portfolio will morph over time as asset classes diverge to grow or fall at different rates. It’s counterintuitive to sell assets that have appreciated in value in order to buy underperforming asset classes. But, rebalancing enforces a discipline of buying low and selling high at the margin that adds considerable value over time.

					Addition of new desirable asset classes. Thousands of new investment products are introduced each year. Most are clones of existing products, or a bad idea recycled under a new brand name. However, a very few offer valuable diversification benefits that over time will enhance performance while reducing risk. We prefer to incorporate new products after they have stood the test of time. I’d much rather be late adopting a new asset class than jump on to something that I didn’t fully understand and have it bite my clients. 

					Substitution of cheaper funds. The market has vastly improved pricing for exposure to asset classes through the mutual funds and ETFs that offer them. The internal expenses and trading costs today are a very small fraction of what they were when I entered the security business. If there are no tax consequences and low trading costs it’s always better to own a low-cost portfolio than an expensive one. Costs matter and small incremental cost reductions add up to large differences in performance over the long haul. 

					Dividend avoidance. ETFs and mutual funds announce their estimated dividends in advance. Those dividends will come with a tax cost. If selling the fund in a taxable portfolio just before the dividend is declared has a smaller cost than recognizing the dividend, that will clearly save capital that can live to grow for you. It takes a few calculations to net out the costs and benefits, but because taxes are the greatest expense investors face, it’s well worth the effort. Keeping dollars in play that would otherwise get taxed away pays huge dividends.

					Tax-loss harvesting. Occasionally investments go down in value. It’s annoying when that happens. But it gives the investor an opportunity to recognize a taxable loss that she can deduct against gains otherwise in her portfolio. If she doesn’t have gains, she can store them against future gains. Again, it takes a few calculations to sort out long-term gains and short-term gains, but it’s a very positive thing for long-term performance. Think of it as turning lemons into lemonade.

					Conversion of short-term gains to long-term gains. Whenever you must sell a security you should look at the tax implications. If that security has a short-term gain, the tax will be approximately twice as high as if you waited to sell it when it qualified for long-term gain. Perhaps you should sell another security at less tax cost, or simply wait until it qualifies for the lower taxation. 

			

			Tax-aware investing is complicated and tedious unless you have sophisticated software to track your portfolio on a daily basis. But every dollar that marches away to the tax man is never coming back. It can’t be reinvested or spent. So your yardstick for measuring performance must be after tax returns. 

			There is nothing magic about portfolio maintenance. It’s just the basic TLC that keeps a portfolio tuned up and performing optimally for the long haul. 

			Every decision to buy or sell a security involves multiple trade-offs. Many investors can’t or won’t take the time and effort to incorporate it into their long-term strategy. If so, they might be well advised to hire a professional to do it for them. Protecting that precious cargo must be mission number one. After all, your investments are your future. 

			6. Have a good trip.

			When aircrews meet each other anyplace in the world, they often end their conversations with: “Have a good trip”. It’s a metaphor for life. If you plan, follow a few basic rules, exercise judgment and discipline, your life and investment experience can be a good trip. 

			So, let me say to you all: Have a good trip!

		

	
		
			Glen Arnold
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			Glen Arnold, PhD, used to be a professor of investing but concluded that academic life was not nearly as much fun, nor as intellectually stimulating, as making money in the markets. As a wealthy investor he now spends most of his time running his equity portfolio from an office in the heart of rural Leicestershire, far from the noise of the City of London.

			His main research focus explores the question ‘What works in investment?’, drawing on the ideas of the great investors, academic discoveries and corporate strategic analysis – see www.glen-arnold-investments.co.uk. While he used to teach on this subject in the City, he would now rather concentrate on actual investment analysis, but does explain his investment choices and discusses investment ideas at newsletters.advfn.com/deepvalueshares.

			He is the author of many investment books, including the UK’s bestseller. His most recent title is The Deals of Warren Buffett – Volume 1 (Harriman House, 2017).

		

	
		
			“accepting the market’s ‘value’ placed on a share is to abdicate responsibility for thinking.”

		

	
		
			Investing Tenets of the Private Investor Who Trained the Professionals

			1. Understand before you buy.

			If you don’t understand it, don’t buy it. View shares as part ownership of a business, not as gambling counters in a game of chance, where you barely understand the rules. Be a business analyst rather than a share analyst. 

			A virus often sweeps across share-buying communities inducing many to place money in things they do not understand. Not having a clue about the underlying business of, say, fintech or bio-pharmaceuticals, investors bet enormous sums on hope of a good outcome. 

			Consider the 2017 IPO of Snap Inc. Its returns to shareholders are deeply buried for a long time. Annual revenue was $405m and losses over $500m. And yet its shares sold for 18 times revenues, a market capitalisation of $30bn, ahead of Kellogg’s. Do Snap shareholders understand the competitive forces facing their company over the next decade? 

			While the virus-infected are getting all worked up about what might be – if only their company becomes the dominant network or the blockbuster drug supplier – they overlook the simple-to-understand mundane company that churns out profits. OK, it might have a proven record, observable historic earnings, but it is a bit boring; nothing like as exciting as the dream of making it big by holding shares in a company with no profit record, burning up millions, which might just be the next Microsoft.

			Most such companies, of course, will never be the ‘one’ – they will be also-rans. 

			The 1920s had its own version of this pandemic, when new technology included the magic of electricity, wireless, movies and the telephone. Punters didn’t need to understand business models or competitive environments; didn’t need to know whether a company had a strong economic franchise with pricing power. Nor to judge the quality of these factors against the price being asked for a share. No! All they needed to know was there would be growth in sales – profits would follow, automatically, right?

			You need to analyse a business before buying its shares. What is its value? You need facts – not to try to value expectation and hope. Relevant facts include earnings generated in years gone by, because these facts are likely to cast light on what is to come. The balance sheet is also important, e.g. do net assets amount to more than the market capitalisation? Is the company over-burdened with debt? These are the quantitative facts. But even more important are the qualitative facts, e.g. does the firm’s market position allow it to charge high prices relative to costs because it offers something special, as with say Burberry or Disney? Are the managers competent, skilled at generating wealth? Are they people of high integrity, treating all shareholders fairly? Is the company in a stable position regarding industry dynamics, competitive advantages (if any) and the financial structure? The quantitative and the qualitative elements go into the mix to be weighed. The investor differentiates between noise and key value factors.

			More important than the will to win is the will to prepare; investors prepare by understanding businesses. The task is difficult. This is the reason why so many of the great investors declare they do not have the facts nor the intellectual wherewithal to evaluate many or most companies. Warren Buffett advises us to stay within our circle of competence. “Your goal as an investor should simply be to purchase, at a rational price, a part interest in an easily-understandable business whose earnings are virtually certain to be materially higher five, ten or 20 years from now.” (1996 Letter.) 

			2. Small investors can outperform the professionals.

			The thoughtful, dedicated private investor can outperform the professional fund manager due to her many advantages, including the ability to concentrate a portfolio; to take the risk of being different from the herd; to avoid institutional constraints; and to find good companies from everyday experiences. 

			Small investors should not feel intimidated by the professional. Fund managers are subject to so many constraints, and susceptible to errors in logic and flaws of character, that the well-equipped private investor, following sound principles, can outperform them. I’ve helped in the training of many fund managers. While very capable at quantitative analysis – they have CFA qualifications, after all – when it comes to the more important qualitative, and the following of simple and sound investment principles (rather than speculative principles), well, let’s just say, many drift a little. 

			Very high IQ is not a requirement. Peter Lynch, a great fund manager, apart from saying that all the math you need in the stock market you get in the fourth grade, declared: “The true geniuses, it seems to me, get too enamoured of the theoretical cogitations and are forever betrayed by the actual behaviour of stocks, which is more simple-minded than they can imagine. It’s also important to be able to make decisions without complete or perfect information.” A mass of data can cause some to make elaborate scrutiny and synthesis of non-essentials. Share investing is an art that blends knowledge of history, psychology, sociology, business strategy analysis, economics and political science as well as data ‘facts’ from the past. Quantification alone will not do.

			Disadvantages of the professional in more detail

			(i) They move a long way down the diminishing marginal attractiveness curve

			Imagine each investor put shares in order of attractiveness. The first on the list is a terrific bargain, at a low price relative to estimated future cash generated for shareholders. The second is a very good buy, but is slightly less good than number one. And so on, down to, say, share 35 which is a lot less interesting than the first few. Professional investors are instructed, nay drilled, that they must diversify to a much greater extent than 35. Some of these portfolios have 100 shares – they have moved so far down the curve that the marginal share is really not that attractive. 

			(ii) Professionals are more sheep-like than they let on

			Bargains are found where companies and sectors are not yet talked about by the large fund managers. Once one or two get wind of a good prospect, word travels fast in the close fund manager community. The herd moves in the same direction. Hot shares are bid up and no longer bargains. Private investors can stand aside from the popular themes of the day and look in areas professionals are ignoring. 

			(iii) Small companies cannot be bought

			I think I’m right in saying that, when I taught at Schroders, the smallest company in which managers invested client funds had a market capitalisation of at least £200m. Similar rules apply at other large fund houses. But more than half of UK-quoted companies are under £200m, which means that small companies are often neglected by the professionals, leading to potential under-pricing.

			(iv) Their knowledge is spread too thinly

			Imagine running a fund with 100 shares in 30 industries, from oil through retail to media. How do you become expert on all these industries? Of course, you can’t. The keen small investor who devotes himself to the study of an industry or a handful of industries he knows something about can achieve much better results than most jack-of-all-trade professionals. 

			Also, the professional stuck in an office limits serendipity intervening. Small investors come across wonderful opportunities in everyday living, from finding a young restaurant chain in a few northern towns but poised for worldwide greatness, to discovering an excellent ethos and talent at a small medical company. 

			(v) Admin and rules get in the way

			Fund managers devote considerable time to writing reports to justify their fees, as well as marketing. They usually invest the money handed to them at all times, even if they think shares are overvalued; whereas the small investor can hold cash at such times – masterly inactivity. Professionals risk careers if they allocate money too far away from benchmark allocations, and are forbidden to heavily overweight those shares for which they hold most conviction.

			3. The market is there to serve you, not to guide you.

			Many people treat market prices as a guide to the value of a share. The market, in its manic-depressive fashion, often sets prices that are far from the true value of a business. Be independent, do your own valuations and exploit prices rather than being led by them.

			Given the market doesn’t always price shares correctly, accepting the market’s ‘value’ placed on a share is to abdicate responsibility for thinking. Instead of evaluating the fundamentals of a business, you accept what the average opinion of share buyers and sellers deems an appropriate price. Price is not the same as value; make sure you underpay for value. 

			Prices don’t respond simply to what is happening to a company, but move in response to the consensus view of what might happen to the company, its industry or the economy. But this consensus may be wide of the mark. 

			Great investors are so disciplined they insist on treating the market as though it is not there, except in one important respect: they check to see if the market is doing anything foolish. Sometimes it’s depressed about a company or about shares generally, making mountains out of molehills, exaggerating the ordinary downs of business life, thinking they are major traumas. Then the market may be willing to sell you shares at a price way below true value – take advantage and buy.

			At other times the market is euphoric, pricing above any reasonable assessment of value. Many punters feel compelled to join in a market moving skyward. They like to buy when prices are rising, taking comfort from the company of other excited people (social confirmation is always comforting). Again, true investors take advantage, selling shares to others willing to pay above the odds. 

			4. Remember the difference between investing and speculation.

			The distinction between investing and speculation is not determined by the type of security you buy, nor by the length of time you hold, but by the attitude of mind when you buy. An investor conducts thorough analysis to understand the underlying business, only buys when reassured as to the safety of the principal committed and aims merely for a satisfactory rate of return rather than stretching the boundaries in targeting extraordinary returns. Operations not meeting these requirements are speculative. Speculators tend to be more interested in guessing price moves over relatively short periods. 

			Many people who claim to be investors are, in fact, speculators. This is not because they buy what are commonly thought of as speculative-type instruments – say, derivatives. Nor is it because they only buy and hold securities for short periods of time in rapid succession. They count as speculators because they do not do the three things that investors do:

			
					conduct thorough analysis

					build in a margin of safety when buying

					aim only for a satisfactory rate of return.My first investing rule covered thorough analysis, so I’ll look at the other two now, but only after a great quote from Benjamin Graham, who originally defined investment as the three factors listed above:
“The speculative public is incorrigible. In financial terms it cannot count beyond 3. It will buy anything, at any price, if there seems some ‘action’ in progress. It will fall for any company identified with ‘franchising’, computers, electronics, science, technology or what have you, when the particular fashion is raging.” (The Intelligent Investor)
How modern this quote seems, and yet it was written in 1973.
Building in a margin of safety is something all bridge engineers do. They don’t design a bridge that only just withstands adverse circumstances in terms of wind or loads – they make sure there is plenty of extra strength. Likewise, when valuing shares: first, expect to arrive at a range of reasonable intrinsic values rather than a single point, but second protect yourself with a margin of safety so even if the analysis contained errors or the vicissitudes of the market cause a drop you are reasonably well protected. For example, if that range is £2 to £3, do not buy if the price is £1.95 – the margin of safety is not large enough. 
Margin of safety concerns downside risk. Risk is properly defined as the threat to the preservation of capital and to a modest rate of return on that capital over the long run (not beta and sigma). The threat level depends on trouble affecting the business fundamentals and spending power taken away by tax and inflation. 
Don’t expect to get rich quickly from the stock market. With such an imperative you do risky things, imperilling capital, e.g. borrowing or buying hot areas. OK, so you might be lucky once or twice, but ultimately you will be headed for a loss. Have reasonable expectations of the returns you will receive from the stock market. 
Timing the market – trying to predicting short-term movements and buying before a rise, or selling before a fall – is speculative. Long-term observers are convinced that such activity is futile. 
5. Do not pay high fees.
When managing your portfolio, do not let money slip away in trading costs, taxes and fees. When paying someone else to manage your money make sure the fees do not take away the bulk of the investment gain. 
One way for investors to underperform is to overtrade. Constantly buying and selling is not required to build up a great portfolio. Simplicity brings low costs. Investing only after a period of thorough analysis and reflection means instructions to brokers will be few and far between, saving fees, and ensuring you only invest when convinced on margin of safety. Also, the tax system gives a boost if you are not regularly realising profits but allowing compounding to work its magic without interruption and without the taxman taking a regular slice. 
When placing money in a fund, vigilance over costs needs to be even greater. The typical manager turns over fund contents every 18 months. Taking into account brokerage and tax on trading, clients could easily pay 0.8% pa in transaction costs. Let’s be generous and say much of this trading is necessary due to share buybacks, dividend reinvestment, etc. so that the ‘excess trading’ costs falls to only 0.4% pa. Doesn’t sound much? 
But, let’s do some simple maths: 
If a £100,000 fund grows at the return on the underlying investments, say, 7% per year, after 20 years there will be £386,968. 
If the same fund grows at 7% minus 0.4% cost of normal transactions: £359,041. 
With 0.8% costs – bumped-up by an element of excess trading – there will be £333,035 after 20 years. Holders of the fund are £26,006 worse off simply because of overtrading. And this is before we take into account (a) tax on gains or (b) fund manager’s fees, which are often much more important than overtrading. 
Some managers charge 1.5% pa to manage a fund. After 20 years, combining this cost with a 0.4% transaction element results in only £270,430 – the gain on the fund compared with the underlying shares is 41% lower (declining from £286,968 to £170,430). 
It can get a lot worse: some pensioners place money with a wealth manager charging 1% on top of the fund charge. With 1% for the wealth managers, 1.5% for the fund managers, plus 0.4% for trading, the £100,000 grows to only £223,365. 
6. Diversify, but not to mediocrity.
You are vulnerable if you invest in only one or two shares, so diversify. Beyond ten securities, however, the benefits of further diversification become small – your knowledge is going to become more thinly spread. Better to concentrate on shares within your circle of competence, where you have an analytical edge, than diversify into areas you don’t understand. 
All investors make mistakes, even the great ones. Investors should be diversified so that any one mistake will not cripple them. But beyond that point, as Philip Fisher said, “take extreme care to own not the most, but the best… a little bit of a great many can never be more than a poor substitute for a few of the outstanding.” Over-diversification means that you:
(a) run out of attractive places to put money
(b) can’t watch all your companies, checking to see if the fundamentals have altered. 
7. Study stock market mispricing.
Make yourself aware of the remarkable findings in academic papers examining whether the market can be beaten. Generally, they conclude that it is very difficult to outsmart the markets (doing better than just buying a broad spread of investments and going to sleep for a decade or two). However, there are some nuggets of gold hidden in the academic jargon and maze of statistics. The findings provide rigorously derived corroborative evidence of what many great investors have been telling us for decades, and, in some cases take things a little further. 
Studies of share returns using millions of pieces of data have shown what academics call ‘anomalies’ – patterns of returns not fitting the paradigm of pricing efficiency. I call the most convincing of these anomalies ‘stock market inefficiencies’. They present opportunities to follow rules to shortlist companies that may set you on the road to outperformance – if the historical inefficiency continues. In many cases the pattern seen in the data does disappear and so it’s a fool’s errand to continue investing that way. In other cases, systematic mispricing is caused by decision-making flaws deep in the human psyche difficult to escape. When these psychological issues are widespread we have more reason to believe that the anomaly will persist. Of course, any company on the shortlist is then subject to crucial qualitative examination, including tests of business prospects, managerial competence and integrity, and stability.
8. Read the philosophies of the great investors.
There is a lot to learn from the best investors. You can learn from their mistakes – you can’t live long enough to make them all yourself. You can learn from their hard-earned experience what works and what does not. 
The great investors follow the principles of bottom-up analysis in an independently minded fashion. Wonderfully inquisitive about profit, balance sheet, cash flow, business strategy and people, they learn and continuously improve by devoting more time to reading and thinking rather than doing. They are always trying to widen their circle of competence – while not stepping outside it. 
Within the realm of investing, there are plenty of alternative approaches. Examples include:
	Low share price relative to past earnings, whether that be recent earnings or those averaged over many years.
	Growth at a value price. Philip Fisher conducted such a thorough analysis that he was able to successfully anticipate rapid advances in earnings. 
	Low price relative to combinations of value metrics. Benjamin Graham was an expert here.
	Net current asset value. E.g. Graham, Buffett and Walter Schloss. 
	Niche investing. Strong competitive position and financial strength of fast-growing small and medium-sized firms operating in a niche with high potential (e.g. Peter Lynch).
	Economic franchise investing. Buffett and Munger excel at finding businesses with strong business moats subduing competition, promoting pricing power and high rates of return. 
	Global value approach. John Templeton searched the world for bargains (low PERs) which required particular awareness of social, political and economic forces. 9. Keep your emotions in check.




			

			The investor’s worst enemy is likely to be himself – his feelings and compulsions, his decision-making flaws. A sound investment strategy can be scuppered when the crunch time comes because excitement, fear, impatience, greed and other emotions get in the way. Being temperamentally well-suited for investment is far more important than IQ or knowledge of accounting, economics or stock markets. 

			Guard against:

			
					Getting caught up in minutiae and forgetting that the process must be kept as simple as possible – doing the ordinary extraordinarily well. 

					Becoming rigid in method and thought. Charles Darwin pointed out it was neither the strongest nor the most intelligent that survives, but the most adaptable to change. Continually challenge and amend your best ideas. Identify and reconcile disconfirming evidence.

					Over-optimism. Optimism can lead to big bets on hope rather than evidence. 

					Greed and impatience. Feeling you should be making double-digit returns every year pushes boundaries of prudence by, say, borrowing, punting on risky areas, hyperactively rushing to the latest hot theme, or selling for a quick profit. Patience is needed when you sit with a lot of cash, waiting for excellent investment opportunities rather than mediocre ones. Patience is also needed if the market does not yet realise the value you have spotted.

					Panicking when shares fall. Falling markets present the best opportunities, especially when shares are being sold indiscriminately due to macroeconomic shock. As Buffett says: “Fear is the foe of the faddist, but the friend of the fundamentalist.”

					Fear of failure. Investors experience much failure, but some people cannot accept these regular ego knocks and give up trying. 10. Enjoy the journey.


			

			Enjoy the journey as well as the rewards, because the journey is where you live. If you don’t enjoy investing then hire someone else to do it for you (someone trustworthy and not pricey for mundane performance – excellent performance can be rewarded, though). 

			Investing can be time-consuming and, at times, emotionally draining, and, given that there are many ways of joyfully spending time with family and friends, and with purposeful and fulfilling work, perhaps, for many, investing is not the right path.

		

	
		
			Martin Bamford
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			Martin Bamford is a Chartered Financial Planner, Chartered Wealth Manager and CFP professional. As managing director of Informed Choice, an award-winning firm of Chartered Financial Planners in Surrey, he is responsible for managing £250m of client investment assets. He is the author of several bestselling personal finance books, including Brilliant Investing: What the Best Investors Know, Do and Say (Prentice Hall, 2007).

		

	
		
			“You should view risk capacity as a safety valve on your investment decisions.”

		

	
		
			Britain’s Bestselling Financial Planner on Dealing with Risk and Reward

			When we talk to clients about investing money, risk is a big part of that conversation.

			The link between risk and reward is well-documented; you don’t get one without the other, regardless of how desirable that might be. If you want the potential for higher returns, you have to accept higher risk to your capital.

			Every investor is familiar with the adage that the value of their investments might go down as well as up. In a sense, that’s what investing is all about – the ability to profit from higher returns by exposing your money to greater levels of risk. Investors should get a ‘risk premium’ in return for their willingness to invest in assets riskier than cash.

			Since the early 1950s, investors have been able to refer to the model put forward by Nobel Prize winner Harry Markowitz. His work helps in the selection of investments in the most efficient way by analysing various possible portfolio combinations.

			It’s thanks to Markowitz that we have the ‘efficient frontier’ concept, demonstrating that each portfolio has a boundary for a given level of risk and potential reward. Portfolios which are constructed in an efficient manner sit right up against this boundary. Inefficient portfolios fall below the boundary line, suggesting that the same return could be had for less risk, or risk levels maintained for the prospect of higher returns.

			Decisions about investment risk have evolved a great deal since the models put forward by Markowitz. When we speak to clients today, we are always discussing three distinct aspects of investment risk: attitude, capacity and goals. The following three rules cover how investors should, in my experience, approach them.

			1. Find your comfort level.

			Your attitude towards investment risk is the aspect of investment risk which dictates how well you can sleep at night. Assessment of risk attitudes has evolved a great deal, moving from pigeon-holing investors into a ‘cautious, balanced or aggressive’ profile to the use of research-backed psychometric tools to really understand attitudes.

			Psychometric profiling is valuable at this stage in the investing journey because it effectively identifies characteristics like tolerance for ambiguity, desire for profit and investment experience. 

			All of these factors will influence a risk level at which you feel comfortable as an investor. It’s important you find that level before you do anything else.

			But you can’t stop there.

			2. Make sure you can still afford to feed the cats.

			Decisions around investment risk should not end with your attitude. From assessing risk attitudes we move to understanding capacity for risk. This is all about the impact any investment losses might have on your wider financial position. If your portfolio fell by 20%, could you still afford to feed the cats?

			To understand risk capacity, it’s important to think about the timescale of your investment, how much you can afford to lose, and how quickly you would need to get your hands on the money in the event of an emergency.

			Investors who are prepared to invest for a long time, or who can afford to lose a big chunk of their portfolio without it dramatically changing their lifestyle (or who have other capital available to access in the event of a financial emergency), are thought to have a high capacity for risk.

			If an investor has a shorter time horizon in mind, cannot afford to lose much of his capital or has no other financial resources on which to call, then capacity for risk is generally much lower and could represent a constraint on risk levels.

			While risk capacity does not change your attitude towards investment risk, it might restrict it. You could find yourself with an aggressive risk profile but a limited capacity to take risk with your money.

			As a result, you should view risk capacity as a safety valve on your investment decisions, holding you back from taking the risks your identified attitude meant you originally wanted to take.

			3. Link your portfolio to goals.

			The third part of risk is too often overlooked by investors: linking your portfolio to your goals.

			After all, what is the purpose of investing your money? Investing for the sake of investing is rarely a good idea. Instead, you should invest to meet specific goals.

			Those goals need to be detailed and go beyond the traditional approach of investing for capital growth, income or both.

			You may not even need to invest – it’s possible! One of the most satisfying moments in my work as a financial planner is meeting with a client, analysing her situation and concluding she needs to take no investment risk to meet her goals. In other words, she already has all of the wealth she needs to achieve her goals in life and runs a very low risk of running out of money in her lifetime.

			The best way to determine your goals is by using lifetime cash flow forecasting. By factoring in your assets, liabilities, income and expenditure – both now and what you expect to happen in the future – it’s possible to build a robust model for the rest of your life.

			Applied to this model are a set of realistic assumptions about the future, including price inflation, investment returns and longevity. These assumptions need to be kept under regular review and adjusted to keep them on track as conditions materialise.

			When using lifetime cash flow forecasting, there is no guarantee that the trajectory of your life will remain the same or that unexpected expenditure or capital losses will not materialise. Alongside the projection, it pays to consider a range of ‘disaster scenarios’ and the impact these would have on achieving your goals. The standard set of scenarios includes death, disability and market crashes.

			Linking your portfolio construction to your financial goals in life could result in needing to take less risk with your money. In some circumstances, it could mean you need to take on greater risk in order to stand a realistic chance of achieving those same goals.

			Where a higher level of risk is needed to increase the likelihood of achieving your goals, there are tough decisions to be made. Do you exceed the level of risk deemed appropriate by your attitude to and capacity for risk, or instead consider revising your goals to something more achievable?

			Moving away from the relatively simplistic question of risk attitude, and including factors such as capacity for loss and goal setting, offers investors the opportunity to make more appropriate investment decisions which are driven by need and any relevant constraints, rather than comfort level alone.

		

	
		
			John Baron
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			John Baron is one of the UK’s leading experts on investment trusts, a regular columnist and speaker at investment seminars, and author of The Financial Times Guide to Investment Trusts. 

			He is a director of Equi Ltd which owns the investment trust website www.johnbaronportfolios.co.uk. The website reports on the progress of seven real investment trust portfolios, including same-day details of trades, new portfolio weightings and yields. The portfolios pursue a range of strategies and income objectives, and enjoy an enviable track record relative to their benchmarks. 

			Since 2009, John has also reported on two of these portfolios in his popular monthly column in the Investors Chronicle – fees are donated to charity.

			John has used investment trusts in a private and professional capacity for over 35 years. After university and the Army, he ran a broad range of investment portfolios as a director of both Henderson Private Clients and then Rothschild Asset Management. Since leaving the City, he has also helped charities monitor their fund managers.

		

	
		
			“A successful investor must be prepared to be a contrarian. A benchmark can only be beaten when deviating from it.”

		

	
		
			Insights of an Investment Trust Expert

			Recognising when sentiment and fundamentals diverge is the essence of a good investment decision. This is no easy task but it can be doubly rewarding when it comes to investment trusts. Their particular characteristics, including their closed-ended structure, ability to gear and lower cost – all of which help to account for their superior performance over unit trusts – present a wealth of opportunities to informed investors.

			* * *

			However, the prerequisite for any successful investment journey is clarity regarding financial goals and risk tolerances.

			1. Determine your goals.

			Equities produce better returns than bonds and cash over the long term. But the path is rarely a smooth one. Market corrections are part of the investment cycle, which is one reason it is important to adopt a long-term investment approach. 

			It is also why it is important, at the outset, to ensure that portfolio construction truly reflects investment objectives, risk tolerances and time horizons. Other factors to consider can include currency exposure and income requirements.

			Choosing the appropriate benchmark and timescale to monitor a portfolio’s performance can also help in attaining financial goals. However, never let benchmarks dictate how a portfolio is constructed – they cannot be beaten if they are simply copied. 

			Furthermore, in pursuing a long-term approach, it should be remembered any meaningful performance comparisons therefore require a minimum five-year period. At best, over the short term, benchmarks should be seen as a reference point for monitoring a portfolio’s progress. 

			* * *

			Clarity about investment objectives, risk tolerances and required timescales can then be complemented by the application of tried-and-tested investment principles.

			2. Time in the market is better than market timing.

			Once invested, it is important to remain so provided such an approach continues to reflect investment objectives and risk profiles. Many investors try to time the markets, and a few are successful. But for most long-term investors it is better to remain invested.

			The evidence certainly suggests that the longer one is invested, the more likely a positive return will result. Recent research from Fidelity has shown that over the period 1980–2012, investing in global equities for 12 years or more produced no negative returns. By comparison, five-year periods produced a 16% chance of a negative return.

			Furthermore, a few years ago Fidelity also showed that missing out on just the ten best trading days of the MSCI World Index over a ten-year period from 31 December 2002 would have resulted in negative returns of -4.6%. Had an investor missed the best 20 days then the negative return would have extended to -32.1%.

			Bad luck aside, evidence further suggests some investors have a tendency to buy after markets have risen, and to sell when they have fallen – and then to remain in cash for too long, and so exacerbate the original mistake at additional cost. This is easy to criticise with the benefit of hindsight, but difficult to counter at the time.

			Yet it is precisely at such times that markets tend to bounce – when the bad news is in the price. The single best trading day during the past 10–15 years was on 24 November 2008 when, in the middle of the financial fallout from a ballooning credit crisis, the UK equity market rose 9.2%. 

			Barclays has also highlighted that investors who tried to time the market from 1992 to 2009 were down 20% compared to those who had simply stuck with it. So ignore the noise and chatter. The evidence suggests that time in the market is better than market timing.

			3. Do not spend your dividends unless you have to.

			There is another reason to stay invested – to enable the full harvesting of dividends, which account for the vast majority of market returns over time. Legendary investor Jeremy Siegel calculated in 2005 that, over the previous 130 years, 97% of the total return from stocks came from re-invested dividends. $1,000 invested in 1871 would have been worth $243,386 by 2003. Had dividends been reinvested, the figure rises to $7,947,930!

			The message is clear: do not spend your dividends unless you have to. Re-investing dividends is the best way of growing wealth over time – and to fully access these dividends, investors must stay invested.

			However, there is a downside to this rule: the longer in the market, the greater the chance of a market setback. This can be particularly galling if one is about to realise financial objectives – especially after a long investment journey. A couple of strategies, pursued together, can help to mitigate the effect of such an event: diversification and regular rebalancing.

			4. Diversify to reduce portfolio risk.

			The aim of diversification is to reduce portfolio risk by investing in ‘uncorrelated’ assets – asset classes that tend not to move in the same direction over the same period. 

			Equities, bonds, commercial property, renewable energy, commodities, infrastructure, ‘real assets’ (such as gold, vintage cars, rare stamps or fine wine) and cash are, to varying degrees, examples. Whilst few investments will escape a major market correction unscathed, adequate diversification away from equities will help to reduce losses.

			This important investment discipline is often overlooked – especially in rising markets. There are no fixed rules as to the pace and extent of diversification. An investor’s risk profile, time horizon, income requirement and investment objectives are key factors. But there are some general principles which can be helpful.

			The four ‘seasonal’ portfolios (Spring, Summer, Autumn and Winter) covered on the investment trust website www.johnbaronportfolios.co.uk reflect an investment journey over time and, as such, best illustrate how we gradually increase diversification as time unfolds. 

			When starting, it makes sense to focus on equities because of their history of superior returns – so the Spring portfolio consists only of equity holdings, as longer time horizons usually allow greater tolerance when it comes to volatility. However, as time passes, the portfolios become increasingly diversified. 

			One of the key asset classes employed is bonds – mostly corporate, as the portfolios are wary of government debt. Bonds usually act as a good counterweight to equities. Each is driven by different economic forces – as such, when one rises in price, the other usually falls. The weightings in the Summer, Autumn and Winter portfolios gradually build in ranges of 5–10%, 15–20% and 25–30% respectively.

			Other less-correlated assets also become increasingly evident as the journey unfolds including commercial property, renewable energy, infrastructure and commodities. The website’s Rationale and Diversification pages have more details.

			How many asset classes should one employ? The answer, as with investment generally, is to keep it simple – four or five asset classes usually suffice. As Warren Buffett once said: “Wide diversification is only used when investors do not understand what they are doing.” Too much diversification also increases costs.

			Meanwhile, in addition to greater diversification, a further objective as time passes is for the website’s portfolios to produce a higher and, importantly, still growing income. Commercial property, infrastructure, renewable energy, together with a greater focus on higher-yielding equities within the portfolios’ declining equity weightings, all help to achieve this goal. 

			Accordingly, the Autumn and Winter portfolios currently yield 4.4% and 5.9% respectively. Such asset classes also help the Dividend portfolio achieve a yield of 4.9%. It should, of course, be remembered that whilst income levels should rise with time, yields are also a function of portfolio value and so can vary as portfolio values change.

			5. Rebalance – but not too frequently.

			Rebalancing is one of the first principles of investing, and yet it is often overlooked. The concept is simple. A 60/40 equity/bond split may, because equities perform well, turn into a 70/30 split. Evidence suggests it pays to rebalance provided one’s risk profile and investment objectives remain in sync.

			Forbes has shown that $10,000 invested by way of a 60/40 split in the US in 1985, and rebalanced annually, would have been worth $97,000 in 2010 – whereas an unbalanced portfolio would have been worth $89,000. However, again, do not rebalance too frequently. Keep it simple and dealing costs low – for most investors, an annual rebalance is usually sufficient depending on how markets have performed.

			Furthermore, it is sometimes forgotten that as much attention should be given to the process of liquidation, as investment timelines approach, as to the running of the portfolio. A gradual and balanced liquidation as the finishing line approaches is one method. There are others. Peace of mind should never be underestimated, particularly at the end of a long investment journey!

			* * *

			In addition to tried-and-tested investment principles, insights borne of experience often assist when managing a portfolio.

			6. Be prepared to be a contrarian.

			Sir John Templeton once said: “It is impossible to produce superior performance unless you do something different from the majority.” As touched on previously, a successful investor must be prepared to be a contrarian. A benchmark can only be beaten when deviating from it – and it should be remembered this may involve periods of underperformance.

			However, it should also be remembered that remaining committed to an over-arching strategy over time can be rewarding. Whilst acknowledging that a portfolio can contain a blend of strategies and preferences at any point in time, the overall objective of the portfolios run by the website www.johnbaronportfolios.co.uk is to search
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