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			Book Abstract

			MAIN IDEA

			All too often, people put their long-term investment capital into mutual funds and then sit back and hope someone else will make them the millions they will need to fund their retirement. That’s all well and dandy, but the brutal reality is:

			
					Mutual fund management fees will steal as much as 60 percent of your capital over the lifetime of your investments.

					Only four percent of mutual fund managers ever succeed in beating the S&P 500 index over the long term.

					When the markets go down, all mutual funds tend to go down with them, even those which are described as being “low-risk.”

			

			There’s got to be a better approach and fortunately there is. It’s called “stockpiling” – how and when to accumulate stock in a wonderful business as the market price is going down rather than up. Stockpiling is the strategy the richest people in America have been using to make their billions by being savvy investors. Stockpiling enables you to invest in the right business at the right time and is exactly how the best investors can turn a down market into an up portfolio.

			In essence, stockpiling means when you find a good investment, you buy as much of it as you can afford with 25% of your investment funds. If the price subsequently goes down, you use that as an opportunity to buy even more at a lower price. If you’ve done your homework and found a wonderful business, ultimately the market will recognize that and your investment will eventually start rising in price to its true value. You’re then well positioned to lock in the gains you’ve generated for yourself.

			The financial and mutual fund industries don’t exist to make you rich. In fact, they have highly sophisticated strategies for transferring wealth from your pocket to theirs. It’s time to take the steering wheel for your own investments. Take action. Learn how to stockpile your way to the riches you need to retire on.

			About the Author

			PHIL TOWN is a self-made multi-millionaire and public speaker. After serving as a Green Beret in the U.S. Army in Vietnam, Phil Town was working as a whitewater guide on the Colorado River when he met a mentor who taught him investment strategies based on Warren Buffett’s famous first law of investing: Don’t lose money. Phil proved to be a good student and within five years he had parlayed his modest startup investment capital of $1,000 into a million-dollar investment portfolio. In 2006, he published his first book RULE #1 which went on to become a New York Times best seller. Phil Town annually addresses more than 500,000 people and is a regular guest on CNBC and MSNBC.

			The Web site for this book is at www.PaybackTime.com.

			Important Note About This Ebook

			This is a summary and not a critique or a review of the book. It does not offer judgment or opinion on the content of the book. This summary may not be organized chapter-wise but is an overview of the main ideas, viewpoints and arguments from the book as a whole. This means that the organization of this summary is not a representation of the book.

			Summary of Payback Time (Phil Town)

			1. The Theory of Stockpiling

			“The basic ideas of investing are to look at stocks as a business, use a market’s fluctuations to your advantage, and seek a Margin of Safety. A hundred years from now, these will still be the cornerstones of investing.”

			– Warren Buffett

			The essence of stockpiling is to find a business you’d like to own lock, stock and barrel if you had enough money, and start investing in it. You then hope the price goes down so you can buy more in the future at an even better price. Stockpiling is really nothing more than savvy value investing in action.

			1. Always buy a business, not a stock

			Stop thinking that investing in stock of a company is any different to making a decision whether or not to buy a business. If you find a great business and the price goes down, you should be happy because that means you can acquire more of it for the same amount of capital. Similarly, as an investor, if you understand the underlying value of a company and its market price goes down, you should be happy rather than sad. This gives you an opportunity to make good money.

			2. Know the difference between price and value

			The real “secret sauce” of stockpiling is to know and understand the value of the company. As long as the value of the business is substantially higher than the current market price you’re about to pay, you’ll come out ahead in the long run. The long-term price eventually always comes up to equate with value, even if in the short-term there are all kinds of fluctuations and distortions. Use these variations advantageously.

			Once you understand the distinction between what a company is truly worth (its value) and what its current market price is, you are in prime position to make a killing once the price comes back into alignment with the value.

			3. Compound returns using astute stockpiling

			Stockpiling is a practical application of the power of compounding returns. If you are intending to keep investing in a company you like and the price keeps going down, then the average cost of your investment per share goes down as well. That means when the price goes back up, your return has been accelerated by the fact you got your later shares at an even better price than your earlier shares.

			Simple maths suggests the less you pay for something, the higher your rate of compounded return will be later on. This, in turn, means the faster you can and will get rich.

			“Anyone who says that size does not hurt investment performance is selling. The highest rates of return I’ve ever achieved were in the 1950s. I killed the Dow. You ought to see the numbers. But I was investing peanuts then. It’s a huge structural advantage not to have a lot of money. I think I could make you 50% a year on $1 million. No, I know I could. I guarantee that. I know guys who can make 50% a year with $5 million, but not with $1 billion. The problem with guys that do well is they attract so much money it neutralizes their advantage.”

			– Warren Buffett

			4. Control your fears with knowledge and reason

			Stockpiling means you invest in companies which you understand and can value by using more than the stock price of the moment as a yardstick. To succeed at stockpiling, you have to be willing and able to do your own thinking. You don’t rely on the herd to validate your thinking. Just keep reminding yourself successful investors have been doing the same for decades.

			5. No mutual funds!

			It’s a wonderful illusion to think you might be able to turn your funds over to someone else – like the manager of a mutual fund who is, after all, a professional investor – and he or she will make you rich. There are however a few problems with how this fantasy works out in practice:

			
					Mutual funds charge fees – regardless of whether they’ve had a good year or a bad year. Over an extended time period, those fees can chew up a major proportion of any gains, if not all of your original capital.

					Mutual fund managers are famously inconsistent. This year’s top performer ends up being next year’s laggard with monotonous regularity. Odds are almost 100% you’ll end up with a mutual fund manager who is about to enter a slump sooner rather than later.

					Mutual funds are not into stockpiling. Nor are they into investing. The name of the game as far as they are concerned is to maximize their “assets under management.” That’s all they care about or brag about. This is of no relevance to your financial affairs whatsoever.

					In 2008 alone, three of the largest investment banks in America went bankrupt – Merrill Lynch, Bear Stearns and Lehman Brothers. If these companies ran their mutual funds as badly as they ran their own businesses, what hope do you have of doing well as a mutual fund investor?

					When the markets track sideways or go down, all mutual funds do badly.

			

			Forget about using mutual funds. They are very poor performers. You’re always going to be much better off taking charge of your own investments and using stockpiling.

			6. Find no risk investments the three-M way

			Stockpiling means buying shares in wonderful businesses which are temporarily undervalued and then staying onboard until the company’s genuine market value comes shining through.

			So, what, exactly are the traits of a “wonderful” business? There are three and they all start with the letter “M”:

			[image: ]

			Note how you define a wonderful business is specific to your expertise and personal preferences. This classification will vary from one investor to another. Everyone has different competencies, interests and personal preferences, especially when it comes to business investments.

			Taking each of the three Ms in turn:

			
					A wonderful business has great Meaning to you – it sells a product you understand and operates in an industry you know pretty well if not exceptionally well. Stockpiling requires that you invest in companies which operate in industries you know inside out. You don’t buy a stock because you think it might go up but you buy stock in a company because they are doing great things and bringing superior products to the marketplace. Make a list of all the industries you know well and start your search there.

					A wonderful business has a sizable Moat – meaning it has a durable and sustainable competitive advantage over all of its peers. Durability in business generally comes from five kinds of sources:	A well-known brand name – like Coca-Cola.

	Some kind of trade secret or proprietary information.

	A toll situation or exclusive control over a sizable market.

	High switching costs for customers to go elsewhere.

	The capacity to price products lower than anyone else.




					A wonderful business has great Management in place – highly competent and importantly honest people who will likely do well at growing the business in the future. A great CEO is passionate about serving the stakeholders of the business. He or she will be passionate and aggressive about going after audacious growth targets. They will act responsibly and with integrity.

			

			If you can find companies which have these three Ms in place, then you have a recipe for making money just waiting to be activated.

			7. Set up a “Berky” and start it filling

			In the 1960s, Warren Buffett brought Berkshire Hathaway, a textile manufacturer, and the company immediately took a downturn. Undeterred, Warren Buffett put the minimum amount of cash into the textile business to keep Berkshire solvent and used the excess cash flow which was available to buy other, better businesses. In honor of what Warren Buffett did, you can name your investment account a “Berky”. The challenges is to fill your Berky with money you can then use to do some stockpiling.

			Here’s what you want to happen with your Berky:

			
					You want recurring cash flow to go into your Berky – perhaps a set amount of your weekly income or a proportion of the money your spouse or children earn. You also want dividends from your earlier investments to flow into your Berky so you get a compounding effect. The more regular cash flow in you have, the more you can get busy stockpiling.

					You want cash to move into your Berky before being taxed – which generally means you have to set up your Berky as an Individual Retirement Account (IRA), as a 401(k) plan or perhaps as a Keogh Retirement Plan. Just make sure whichever format you go with, your account is self-directed so you can choose your own investments. You may even choose to set up one Berky for your pre-tax investment funds and a second Berky for your post-tax excess cash. This second Berky could be a plain vanilla investment account at any brokerage. Into this second Berky you can deposit cash from real estate rents, cash generated by your business activities, inheritances, gifts, tax refunds, etc. All of these sources of capital should be directed towards your stockpiling investments rather than frittered away on stuff you don’t need anyway.“Starting today with nothing but discipline, knowledge, tools, a Berky, and a steady job, you can achieve a decent degree of financial freedom in just twenty years. Let’s assume you can find $12,000 a year for the next twenty years to put into your Berky pretax. Assume you’re an excellent investor and you get an awesome 24 percent stockpiling return in your Berky. At the end of twenty years you’ll have $3.6 million. If you continue to get those returns after retirement, you’ll have $600,000 a year to live on after tax. That’s $50,000 a month. You can get by on that, right?”
– Phil Town


			

			8. Always build in a margin of safety

			A margin of safety arises in investing whenever there is a difference between the value of the business you’re buying into and the current market price of its shares. If you can always try and buy shares at a price which is 50 per cent or less of the company’s retail or intrinsic value, you will do fine.

			So how do you calculate the intrinsic value of a company? You will be able to figure this out on the basis of four key numbers:

			
					Earnings-per-share (EPS) for the last twelve months – which you can look up very easily at the MSN Money or Yahoo! Finance Web sites.

					EPS growth rate for the next ten years – which is where your knowledge of the industry and the business comes into play. Here you’re making a judgement call based on your knowledge of the three-Ms – Meaning, Moat and Management – to arrive at a reasonable stab at what the likely growth rate in earnings will be. You have to do your own homework here. Is the company spending money on developing the firm’s infrastructure, channels of distribution or technology? Is there a new technology which will change the dynamics of this industry over the next ten years? Based on your knowledge of this industry and this firm in particular, will the company succeed in growing its earnings and if so by how much year to year?

					The price-to-earnings (PE) ratio in ten years – which will likely continue to be the same multiple of earnings the stock is normally priced at. If the stock has traditionally been priced at ten times its earnings, then it’s likely that relationship will continue in the future as well.

					Factor in your minimum acceptable rate of return – which should be a minimum of fifteen percent. This rate of return has to be high enough to cover inflation, the bond rate and taxes so always use fifteen percent or higher for this when calculating the intrinsic value of a company.

			

			It will probably take a bit of practice to get better at doing this kind of valuation exercise but that’s okay. After you’ve done this a few times, you’ll find you get quite good at it. Warren Buffett has built a career out of doing this kind of analysis day-in and day-out and then buying stock on the basis of his calculations. You may not have the capital backing he does but the system remains the same. Figure out what the intrinsic value of a company will be based on its projected earnings-per-share growth over the next ten years and then buy shares whenever they are available at a 50 percent discount. Always build in a substantial margin of safety in this way and you’ll do well as an investor.

			“It’s better any day to buy a great business at a fair price than to buy a fair business at a great price.”

			– Charlie Munger

			2. Stockpiling in Action

			“The purpose of stockpiling a business is to maximize our return on investment with the least effort and least risk possible. We stockpile a business by investing in a piece of a business at a Margin of Safety price. If the price goes down without fundamental change in the business, we buy more. Investment at the lower cost reduces our average investment cost, and our overall rate of return goes up. This is how the poor get rich and the rich get richer. Put simply, the essence of stockpiling is to turn a down price into an up return on investment.”

			– Phil Town

			To make stockpiling work as a day-by-day investment program, you need to take eight straightforward steps:
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			1. Find great investments

			Step 1 is to find some wonderful businesses in which to invest. A wonderful business will be in an industry you understand (Meaning), have a durable and sustainable competitive advantage (Moat) and have a CEO you trust (Management). Based on these three criteria, you should immediately be able to come up with a list of where you will not look:

			
					Industries which you are not an expert in or familiar with, either through your profession or by analysis.

					Companies which compete on price alone because they have no real competitive advantage.

					Companies which have no CEO in place or no business leader setting the pace and direction.

					Companies which have sizable and powerful trade unions. Unions have an unparalleled track record of killing the goose that lays the golden egg.

					Companies which have big debt and which are likely to be forced to sell assets as the credit crunch drags on. A good rule-of-thumb is a company has a debt problem if it can’t pay off its long-term debts with three years or less earnings.

					Technology companies which can have the best product in the market one day and something outdated and obsolete the next day when someone else brings out something better.

			

			Working through that list periodically will highlight what you’re not looking for. What you are looking for will be stocks which sit at the intersection of three circles:
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					Circle 1: The things you’re passionate about and knowledgeable about because you’re intensely interested.

					Circle 2: Your talents and areas of professional expertise.

					Circle 3: The places where you make or spend money.

			

			Bearing in mind in the United States alone, there are about 200 industries and more than 6,500 public companies of various sizes active in those industries, you’ll probably find there are lots of companies which lie in the sweet spot at the intersection of those three circles. You can use a stock search engine to find great businesses to buy in an industry you really like and understand.

			There are lots of free online tools available to use to come up with a list of potential candidates for wonderful company status. For example, you can:

			
					Go to the MSN Money home page.

					Click on Stock Research which is in the Investing section.

					Click on Find Stocks.

					Click on Stock Screener.

			

			You can now go through and do searches, come up with lists of companies to focus on and more. There are a host of free search and analysis tools available there. You can do all kinds of comparisons and screen for the stocks which lie at the intersection of those three circles. For more details on how to use stock screening tools, visit www.PayBackTimeBook.com.

			Using these tools, you can create a watch list of businesses to keep an eye on. These will be companies which look promising but you haven’t done a full analysis yet. Track how these companies perform as well. You can also set some target prices for these stocks at which you may be interested in buying. Do your homework here so when a buying opportunity arises for a wonderful company, you’re already to go.

			Don’t make the mistake of thinking you’ve got to be buying and selling stocks all the time to do well. The majority of your time and effort will be spent on research so you know what to do when the conditions are right. Again, this is following the actions of people like Warren Buffett who spend the majority of their time sizing up opportunities rather than moving money around.

			“Give me six hours to chop down a tree and I will spend the first four sharpening the axe.”

			– Abraham Lincoln

			2. Value them accurately

			Once you have the list of stocks worth watching closely, you then need to figure out what the intrinsic value of each company is. As previously mentioned, calculating intrinsic value is a matter of analyzing four different factors accurately:

			
					Earnings-per-share (EPS) for the last twelve months.

					Projected EPS growth rate for the next ten years.

					Anticipated price-to-earnings ratio in ten years’ time.

					Factor in 15 percent as your minimum acceptable rate of return.

			

			The two facts you need to keep in mind now are:
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					Market valuations vary markedly from day to day for all kinds of reason but these reasons are quite unrelated to underlying fundamentals. This is okay as long as you’re prepared and equipped to think for yourself. Look at the markets as a place where others set the price for a day which you can either accept or reject, nothing more. Take advantage of the market’s mood but don’t be influenced by it.

					Just because the current price of a stock is going down, that doesn’t mean the stock is a necessarily a bad buy. Markets act irrationally at times and become over exuberant at other times because of greed or fear. Do your own valuation and stick with it. The markets cannot and will not do your homework for you.

			

			The basic idea now is to identify your wonderful business on the basis of Meaning, Moat and Management. Determine the intrinsic value of each wonderful business and then build in the margin of safety you require. What you end up with now is a “Stockpile Price” or the price you’re willing to pay. Most investors set their Stockpile Price for a stock as the price at which you can in theory get the money you’ve put in back in ten years or less.

			“If you buy the whole business and pocket all the earnings, Payback Time is just the time it would take you to get your investment back. Once you get all your money out of the business, you have no risk. From that point on, you’re playing with house money. This is often the way private business buyers determine what they are willing to pay because there is no liquid market to sell the business into. Once they have their money back, they don’t need to worry about an exit strategy. Payback time isn’t a

			
			3. Watch those companies

			
			
					The companies you would like to buy if the price is right – those which ace your Meaning–Moat–Management screening.

					The intrinsic value you have calculated for each company.

					The price at which you would be willing to buy – your Payback Price which incorporates the margin of safety you require.

					Your Stockpile Price – the price you’d buy more at if given the opportunity by the market.

			

			
			
					Keep reading up on the industries you’re interested in.

					Follow all announcements, regulatory filings and other news releases put out by the company or companies on your Watch List. If possible, watch any analyst’s briefings they give online.

					Take the time to update your various calculations each quarter, factoring in new facts as they come to hand. Make adjustments as required by changes in business fundamentals or the state of the economy.

					Consider attending trade shows and conventions for the industries you’re following. Go along and bring back all the reading material you can carry. Become an expert on each industry you want to invest in.

			

			
			
			
			
			
			
			
			
			4. Buy them when the time is right

			
			
			
			
			
			
			
			5. Own your investments

			
			
			
			
					Keep reading all the trade magazines and publications which focus on the industry your company is in. Become aware of all the issues which are going to impact the value of all the companies in this industry in the foreseeable future.

					Start analyzing what your company’s top competitors are doing. Keep up with changes in their offerings and think about what these changes will mean for your company.

					Get on the mailing list for any materials your company releases. Read everything – news releases, advertisements, marketing offers, joint venture materials, the lot. Be a voracious and consistent reader.

					Read the annual report your company is putting out this year and has released in previous years. Pay careful attention to the chairman’s letter as a barometer of business prospects in the future.

					Read all statutory filings your company makes in full – every 10-Q and 10-K statement and anything else which gets filed.

					Contact the investor relations department and inquire whether the company’s teleconferences between the CEO and analysts is available. If possible, get invited to sit in on these periodic briefings and take careful note of what is being discussed there.

			

			
			
			6. Stockpile to accelerate gains

			
			
			
			
			
			
			
			
			
			
			7. Sell at the right time

			
			
					When you really need the money for something else – and there’s no other option than to cash in some of your investments. Obviously you want to avoid this if possible by planning your finances carefully but if the need arises and you have to cash up, sell whichever of your stocks have the highest price relative to their intrinsic value. These are the stocks which have the least to gain by ongoing stockpiling.

					When the company’s fundamentals change significantly for the worse – meaning a wonderful company has become less wonderful. This may happen when the company’s Moat becomes watered down by new technology, or perhaps a new less experienced Management team comes in. Stay on top of the fundamentals of your companies and the industries in which they operate. If you see any operating numbers slipping, take this as a red flag and figure out whether this signals a sea change in business viability. Be paranoid about any changes in the company’s operational numbers and find out what’s happening and why. If the company has looming problems you can see coming, get out now.

					When the current market price vastly exceeds the stocks’s intrinsic value by a large margin – say by 20 percent or more. If that’s the case, sell and buy back in later on when reality flows through to the stock price in a year or two. Lock in your gains by selling.

			

			8. Repeat until rich

			
			
			
			
					Go to MSN Money and type in the stock symbol of any mutual fund you have entrusted with any of your hard earned cash.

					Click on the “Top 25 Holdings” section for your fund. (It’s under the topic of “Fund Research”. This will give you twenty-five stocks your fund has invested in.

					Click on the top company in that listing and do a three-M style analysis. Ask yourself:	Does this stock have Meaning to me?

	Does this company have a sizable Moat?

	Do I know and trust the Management team?

	Is this company overvalued based on its earnings?




					Do the same kind of analysis for the top ten stocks owned by your mutual fund. Decide for yourself whether or not most of the stocks held by your current mutual fund are either already at their intrinsic value or overpriced.

					Next, make your first decision. Ask yourself whether you still want to keep paying fees to your mutual fund manager. There is no point in paying management fees if you could do the same job by investing in a no-fee Exchange Traded Fund. If most of the stocks in your mutual fund are overpriced, get out of this fund now.

					Now it’s time for your second decision. Should you replace your mutual funds with a cheap alternative which will perform at the market rate of return without charging management fees, or will you take the plunge and start doing stockpiling for yourself?

			

			
			
			
					SPDR S&P500 or Spiders (ticker symbol SPY)

					SPDR Dow Jones Industrial Average or Diamonds (DIA)

					PowerShares or the Qs (QQQ)
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