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			Preface

			What this book covers

			This book is about how investors can assess companies and find good share investments by following a three-step strategy to analyse company financial information. The strategy boils down to finding quality companies, avoiding dangerous or risky companies, and not paying too much for companies’ shares.

			For the first step, I show you how to identify companies that are capable of earning you a high rate of interest on your investment. These are the kind of companies that can prove to be profitable investments over the long term. You may not be accustomed to thinking of an investment return as a rate of interest, but I will show you that this can help you understand companies and their shares better, and make you a better investor.

			Next, good investing is just as much about risk as it is about returns. By avoiding risky companies, you stand a better chance of being a successful investor. I show you how to spot the warning signs of companies that would make bad investments.

			Third, no matter how good a company is, its shares are never a good buy at any price. I show how to value a company’s shares and determine what is a reasonable price to pay. I also show that whilst you should always try to buy your shares as cheaply as possible, it is important to realise that sometimes you have to pay more for quality companies.

			Following these three steps, you are trying to answer three important questions about a company:

			1.	Is it a quality business?

			2.	Is it a safe business? 

			3.	Are its shares cheap enough – are they good value?

			I use real companies as examples throughout the book. In particular, I focus on Domino’s Pizza. This is because it is a high-quality company that most people should find easy to understand, whilst allowing me to illustrate many of the things you need to look for in order to follow the three-step strategy.

			The focus in the book is on UK companies, but readers can use the techniques to analyse companies anywhere in the world.

			To make use of the process described in the book, you will need to have access to company accounts and financial statements. These are publicly available for all stock market-listed companies. You can find this information in the investor section on company websites, or in commercial stock market software packages.

			Note that the approach in the book is very much one of quantitative analysis – looking at company financial information. Qualitative analysis – such as looking at the character and capability of company management – is not part of the process described here.

			Also note that this book is to be used to appraise investments in non-financial companies. The tools of analysis found in this book are not suitable for looking at banks or insurance companies, which require a different approach.

			Who this book is for

			This is not a book aimed at complete beginners. It is aimed at the more experienced investor who manages his or her own portfolio of individual shares.

			Readers should have some knowledge about company accounts. You should have a general understanding of an income statement, balance sheet and cash flow statement. Terms like assets, liabilities, cash inflow and cash outflow should be familiar to you. I explain how to get the most from these valuable bits of information.

			The mere thought of numbers and maths can frighten some people and make them think that investing is too difficult. I will show you that this is not the case. It is not necessary to have a high IQ or to have a degree to become a good investor and as long as you understand basic GCSE-level arithmetic you will be fine.

			This book is aimed at long-term investors rather than short-term traders. It is not about getting rich quickly, but about finding companies to invest in over a long period of time – perhaps for the rest of your life.

			To get the most from this strategy you should be prepared to spend some time researching companies when you are building your portfolio. Once your portfolio is set up, looking after it should not take up much of your time.

			Investors do not need to own lots of shares. A portfolio of 10 to 15 shares spread across different industries is sufficient to get good, diversified investment results. My view is that an individual investment of £3000 to £5000 in each company is an acceptable minimum, which means that you will need a minimum of £30,000 at the outset before you begin investing.

			More than anything, this is a book for people who are independent thinkers and are confident in trusting their own judgement whilst ignoring the huge amount of noise and chatter that goes on in the investing world.

			How this book is structured

			The structure of this book is based around the three-step process for finding good companies, avoiding dangerous companies and buying shares at a reasonable price. The three main parts of the book mirror these three steps.

			Part 1: How To Find Quality Companies

			Part 1 is all about the hallmarks of quality companies and how you can spot these in a company’s accounts.

			I show how to work out a company’s interest rate on the money it invests, which measure of profit to focus on, and why you should make a company’s cash flow one of the main focuses of your attention.

			Part 2: How To Avoid Dangerous Companies

			Successful investing is just as much about avoiding bad companies as it is picking good ones. Just as you wouldn’t buy a house without checking if it is structurally sound, you shouldn’t invest in a share without seeing if it has any nasty risks that could cost you money.

			In Part 2, I look in detail at the issue of debt, when it can be dangerous and how it can fool investors. I then discuss the often-overlooked issues of hidden debts and pension fund black holes.

			Part 3: How To Value A Company’s Shares

			Part 3 begins with a basic lesson on how shares are valued. I then go on to show you why some of the most common shortcuts used to value shares are not very useful and indicate what you should be doing instead.

			I then look at how to calculate a company’s cash profits so that you can value a company’s shares properly. Once this has been done you will then be able to work out the cash interest rate a share will earn you, which enables you to compare it with the interest rate you earn on other investments. You can then work out the maximum price you should pay for it.

			Finally, I look at the importance of growth to the value of shares. You will learn to work out the stock market’s expectation of future profit growth from a company’s share price and also see how you can lose a lot of money when profits stop growing.

			Appendices

			In the Appendices I include the results of a 2016 experiment into a lease-adjusted version of Joel Greenblatt’s Magic Formula, and also a table showing results for investment quality measures (as defined in Part 1) for companies from the FTSE 100. Finally, I provide examples of 15 high-quality companies that would have been very strong performing investments over the ten years since 2007.

		

	
		
			Introduction

			My investing career began in May 1997, working for a relatively small wealth management firm in Liverpool as an analyst. My job was to research the shares of many different companies and advise the company’s portfolio managers who looked after customers’ money.

			City brokers didn’t talk to us because we weren’t big enough to pay them for their research. At first, I thought that put us at a big disadvantage. However, a few years later I realised the opposite was in fact true. Being able to think independently is the best way to invest successfully.

			I enjoyed my job in Liverpool but the problem was that it didn’t pay well and didn’t offer much in terms of career progression. So after a couple of years I accepted a higher-paying role as an analyst working for a stockbroking firm as a transport analyst. This was my introduction to the big world of the City.

			Being an analyst in the City was an extremely privileged position. Not only did I get to work with some great people with great minds, but I got to meet people who ran companies that were worth millions – sometimes billions – of pounds, and which provided fantastic products and services. It was a superb education into how businesses work.

			I spent ten years in the City before leaving to try something new. There were many reasons for this, including the long hours and the lack of time with my young family. I had also become disillusioned with how the City works.

			It was nothing to do with some of the well-publicised scandals of recent years. In fact, I can truthfully say that the people I worked with were some of the most honest, decent and nicest people you could wish to meet. No, it was because of the way a lot of the City looked after its customers’ money. 

			At root, the problem is that the way professional fund managers are remunerated means they are encouraged to act in a similar way. The result is that many professionally-managed portfolios are very similar to each other and they fail to offer investors a genuinely differentiated product. It doesn’t need to be this way and there are some brilliant fund managers out there, but this is how many large funds operate in the current situation. And so I left the City and went in a new direction.

			My approach to investing

			When investing for my own personal portfolios, I have not always followed the three-step process explained in this book. It took years of learning and lots of mistakes before I found that this process worked for me.

			When I first started running my own share portfolios, I tried to practise what many people call value investing. My approach involved buying shares in beaten-up companies whose share prices had become depressed and looked cheap.

			Occasionally, some investments would pay off, but more often than not they didn’t. What I had failed to realise was that shares can be cheap for a reason – if they are shares of bad or mediocre companies. It was like buying a cheap bottle of wine and expecting it to taste great – this isn’t always going to work out for the best.

			I needed to find a way of investing which didn’t involve chasing poor companies. The good news is that there is one. It is very simple and can be very effective, so much so that you do not need to be a full-time investor to benefit from it. You just need to be disciplined and patient.

			Good investing is about investing in great companies by buying their shares at reasonable prices and holding on to them for a long time. Great companies generate high levels of profits or cash flows on the money they invest, which I refer to as the company having a high interest rate. Your job as an investor is to buy the shares of these companies when their share prices offer you an acceptable return on your investment. Combining quality companies and a reasonable purchase price, and adding in the factor of time, puts you well on the way to a successful investing career.

			I have no doubt that the diligent investor can manage their own portfolio of shares as well as – if not better than – many highly-paid fund managers. I say this because successful investing is not about being clever or having access to huge amounts of information.

			In fact, too much information can be bad for you. It can make you think that you know more than you really do and this can lead you to make mistakes as a result of overconfidence. Professional analysts and fund managers may work long hours, but you do not need to know everything about a company to be a successful investor.

			If you have a company’s latest annual report and its current share price you have all the information you need to invest profitably. From this information, you can work out whether a company is good or bad, whether it is safe or dangerous, and whether its shares are cheap or expensive.

			The methods of analysis that I explain in this book are more advanced than in many investing books and they may seem complicated at first, but they are not. As you read, you may think to yourself that this seems like an involved process to go through, and why not just leverage off of the work of professional analysts, who have done all of these calculations already, by reading their reports? Or why not just buy a fund managed by a professional manager, whose team of analysts will have done all of this number crunching already?

			The answer is that many analysts do not follow the steps in this book and, even if they do, they can make mistakes, interpret the data incorrectly, or fail to be thorough enough. That is where the investor – armed with annual reports and a thorough approach – can gain an advantage. When you hear about successful investors, the kind of thorough analysis they are doing is the kind of analysis I describe in this book. Doing this kind of in-depth analysis for companies you are considering as investments will empower you with knowledge and understanding about a company which less diligent investors will not be aware of.

			I hope that by following the three-step process in this book you will develop the confidence and ability to analyse companies and find rewarding investments.

			We begin with Part 1, which looks at the first step: how to find quality companies.
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			Part 1 – How To Find Quality Companies

			If you are going to be a confident, self-reliant investor then you will be spending time looking at a company’s finances. The numbers in a company’s accounts are extremely valuable information. They can help you identify great investment opportunities and keep you away from bad ones.

			Despite the fact that these numbers are freely available to every investor, many fail to get the most out of them. A large number of investors – even professional ones – are quite lazy. 

			This is where the diligent investor can gain an advantage. By spending just a little bit of time crunching a few numbers you can quickly build up a picture of how good a company is. This is the focus of Part 1. The good news is that this only requires a bit of basic arithmetic in most cases.

			Chapter 1 is all about profits. It begins by explaining all the different profit numbers that a company reports before telling you which profit number you should use to find the best companies.

			Chapter 2 is the most important in the book. It is about getting you to think about shares like savings accounts. You do this by calculating a company’s interest rate – what rate of return it is getting on the money it invests. You will be introduced to a calculation called return on capital employed (ROCE) that tells you this. Quality companies have high interest rates, or high ROCEs. You will learn how to calculate ROCE and to understand what it tells you about a company. Once you have read this chapter you will begin to look at shares in a completely different way to many people, and you will be a better investor because of it.

			Chapter 3 is all about cash flow. Whilst profits are very important, they are not the same as cash. Quality companies turn a high proportion of their profits into cash. This chapter will introduce you to something called free cash flow and show you how to calculate it and why it matters. You will also learn the reasons why a company may or may not be able to produce free cash flow, and how to separate good free cash flow companies from bad ones.

			Chapter 4 is another chapter about cash flow because it is so important. It will show you how to analyse a company’s cash flow performance so that you can find out if it is a quality business or not. It will tell you if a company is spending too much money, or not enough, on its business. It will also show you how to spot companies that look like they generate a lot of cash when they don’t, and companies that look like they don’t generate a lot of cash when they really do. Once you have mastered the skills in this chapter you will know how to thoroughly analyse a company, which will give you an edge over less diligent investors.

		

	
		
			1. Profits

			In this chapter I focus on the most basic, but most important, number in investing – profits. Within this chapter, I look at the following two areas of a company’s financial performance:

			1.	The history of sales and profits – this will quickly give you a good idea as to whether a company has been doing well or badly in the past.

			2.	Profit margins – how much of a company’s sales are turned into profits. A high profit margin is a hallmark of a quality company.

			To understand how profitable a company is, you will have to do some basic calculations. These are known as ratios and they compare one number in a company’s financial statements with another one. Ratios provide you with useful information about a company and help you understand it better so that you can make better investment decisions.

			All you need is a pen, paper and a calculator to work out the ratios you will come across in this book (although it is quicker and easier to use a spreadsheet). There are also financial software packages that you can subscribe to that will do all this legwork for you in a matter of minutes.

			What a quality company looks like

			To make this chapter as clear and instructive as possible, I use a real company as an example so that you can see how to work with the right profit numbers in practice.

			I’ve chosen Domino’s Pizza UK & Ireland plc (Domino’s) as a case study example of a good – some would say a great – company. Domino’s has been a very successful company in recent years and it has richly rewarded its shareholders.

			Note: As mentioned in the Preface, I use Domino’s to show you how to analyse a company and find out if it is a good investment throughout the book.

			Let’s begin by looking at the first aspects of profits I mentioned above: sales and profit history.

			1. Sales and profit history

			A company makes money by selling its products and services. What you want to see is a company that has been good at selling more every year. When you are looking for great businesses to invest in, an ability to grow is very important.

			Sales (also referred to as turnover or revenue) are the lifeblood of any business. They are the source of money flowing into its coffers. Without sales a company is not going to last very long.

			So, the first thing to look for is sales, and then growing sales year after year.

			However, while growing sales is all well and good, if you are an investor you want to see a company turning those sales into profits. It is quite common to find companies that have sales but no profits as they haven’t sold enough to cover all their costs. If you are going to make money from investing in a company over the long haul then it has to be profitable and it has to be able to grow those profits in the future.

			That’s all quite straightforward so far: we are looking for companies that increase their sales over the years and turn those growing sales into growing profits.

			The six measures of profit

			Despite that being straightforward, there is room for confusion with company profit numbers because there are a few different profit numbers reported by companies, including:

			1.	Gross profits

			2.	Trading, or operating, profits

			3.	Earnings before interest and tax (EBIT)

			4.	Profit before tax (PBT)

			5.	Profit after tax (PAT)

			6.	Earnings per share (EPS)

			I will clarify this situation in this chapter!

			All these profit numbers, as well as a company’s revenue (sales), can be found in its income statement, which is part of its annual report. When you are looking at an income statement you will come across different terms such as income, earnings and profit. These all mean the same thing – they are all different words used to describe a form of profit.

			Table 1.1 provides an example of what is in a typical income statement, as taken from Domino’s 2015 annual report.

			Table 1.1: Domino’s group income statement

			
				
					
					
					
				
				
					
							
							
							2015 Total 
(£’000)

						
							
							2014 Total 
(£’000)

						
					

				
				
					
							
							Revenue

						
							
							316,788

						
							
							288,691

						
					

					
							
							Cost of sales

						
							
							(193,171)

						
							
							(180,202)

						
					

					
							
							Gross profit

						
							
							123,617

						
							
							108,489

						
					

					
							
							Distribution costs

						
							
							[18,949]

						
							
							[16,021]

						
					

					
							
							Administrative costs

						
							
							[33,211]

						
							
							[31,184]

						
					

					
							
							Profit total

						
							
							71,457

						
							
							61,284

						
					

					
							
							Share of post-tax profits of associates and joint ventures

						
							
							1,724

						
							
							1,047

						
					

					
							
							Operating profit

						
							
							73,181

						
							
							62,331

						
					

					
							
							Other gains and losses

						
							
							-

						
							
							1,147

						
					

					
							
							Profit before interest and taxation

						
							
							73,181

						
							
							63,478

						
					

					
							
							Finance income

						
							
							362

						
							
							620

						
					

					
							
							Finance expense

						
							
							[380]

						
							
							[1,996]

						
					

					
							
							Profit before taxation

						
							
							73,163

						
							
							62,102

						
					

					
							
							Taxation

						
							
							[13,874]

						
							
							[12,745]

						
					

					
							
							Profit for the period from continuing operations

						
							
							59,289

						
							
							49,357

						
					

					
							
							Discontinued operations

						
							
							
					

					
							
							Loss for the period from discontinued operations

						
							
							[9,626]

						
							
							[6,619]

						
					

					
							
							Profit for the year attributable to the Company

						
							
							49,663

						
							
							42,738

						
					

					
							
							Earnings per share – diluted (pence)

						
							
							29.5

						
							
							25.8

						
					

				
			

			You can see the full detail on page 73 of Domino’s 2015 annual report, which is available online. I have used the accounting convention of displaying negative numbers in brackets.

			The income statement is your first port of call when you are trying to understand how good or bad a company is and how it has been performing.

			A simple but very powerful way of analysing a company’s income statement is to compare the numbers for the most recent year with the previous year and calculate the rate of change. This is done by dividing this year’s number by last year’s, subtracting one, then multiplying by 100 to get a percentage. I have done this for Domino’s in Table 1.2.

			Table 1.2: Domino’s income statement analysis, comparing 2014 to 2015

			
				
					
					
					
					
				
				
					
							
							Domino’s (£m)

						
							
							2015

						
							
							2014

						
							
							Change (%)

						
					

				
				
					
							
							Revenue

						
							
							316.8

						
							
							288.7

						
							
							9.7%

						
					

					
							
							Gross profit

						
							
							123.6

						
							
							108.5

						
							
							13.9%

						
					

					
							
							Operating profit

						
							
							73.2

						
							
							62.3

						
							
							17.5%

						
					

					
							
							Profit before interest and tax (EBIT)

						
							
							73.2

						
							
							63.5

						
							
							15.3%

						
					

					
							
							Profit before tax

						
							
							73.2

						
							
							62.1

						
							
							17.9%

						
					

					
							
							Profit for the year from continuing operations

						
							
							59.3

						
							
							49.4

						
							
							20.0%

						
					

					
							
							Profit for the year attributable to the company

						
							
							49.7

						
							
							42.7

						
							
							16.4%

						
					

					
							
							Earnings per share from continuing operations (diluted)

						
							
							35.2

						
							
							29.6

						
							
							18.9%

						
					

				
			

			You should always start by looking at the revenue number. Increasing revenue is usually a sign of a healthy business. We can see here that Domino’s has increased its revenue by 9.7% over the last year. This is a good sign as it is telling us that its sales are higher, which means demand for its products is growing.

			Then you should start looking at the changes in profits that have
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