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			Preface

			This book is about value investing in the stock market. Specifically, it explains how to become a better value investor.

			True value investors are, and always have been, a rare breed. To the majority of observers, value investors’ relentless focus on intrinsic value combined with a peculiarly independent and patient temperament provokes, at best, curious indifference, and at worst, outright contempt. But for a small minority, the value discipline is the most natural and intuitive thing in the world. It just clicks. Warren Buffett has quipped that there must be a value investing gene.

			Yet value investors are not all created equal; some are better at it than others. What separates the merely good from the great is the ability to go beyond the proclivity that brought them to value investing in the first place: to improve and to keep progressing. The purpose of this book is to show how value investors can improve in ways that are relatively simple and achievable.

			First and foremost, this is a practical book. It has been 15 years in the making, and it draws on personal experience, cutting-edge research, deep thought, wide reading, and thousands of hours of discussion and debate. It is intended for use by personal and professional investors (I am both), and by domestic and global investors alike. The lessons of value investing are universal and can be applied by any investor in any market.

			It is also a simple book. In investing, simplicity and practicality go hand-in-hand. The concepts and methods for improvement can be understood and applied by anyone. However, I do assume some basic investing knowledge. To get the most out of the book, you will need to be able to find your way around a set of accounts and understand basic valuation ratios.

			The book can be viewed as a coherent framework for value investing, or more likely you will want to take a few of the many ideas and incorporate them into your existing approach. Crucially, these ideas are not just theory or conjecture. I draw heavily on empirical research (which is referenced throughout) and the testimonies of highly successful long-term investors. I am confident you will find many useful and simple ways to improve your investing.

			The book is divided into ten chapters. Each chapter identifies and explains a small number of common pitfalls, and offers simple and practical solutions to them, culminating with a short summary and some helpful checklists.

			The first two chapters are introductory. Chapter 1 provides a summary of what value investing is and explains its core principles. In Chapter 2, I look at how value investing can go wrong, why it can be improved, and how investors can improve.

			Chapters 3, 4 and 5 deal with appraising potential investments. Chapter 3 explains the importance of properly assessing financial strength when choosing value shares, and goes through the techniques that should be used to thoroughly appraise a company’s financial position. Chapter 4 outlines how to assess management and to complete due diligence checks, and includes a handy list of factors to consider when doing so. In Chapter 5 I look at valuation – specifically, how and when to use a range of different valuation techniques to achieve better results.

			The remaining chapters focus on investment strategy. Chapters 6 and 7 deal with when and where to look for investments. Chapter 6 is an in-depth exploration of contrarian investing and how it relates to value investing, including how to invest during crises. Chapter 7 examines how global and small-cap approaches to investing can enhance returns.

			Chapter 8 explains how to construct and maintain a portfolio of value shares. A key component of portfolio construction is ensuring sufficient diversification, so that the portfolio is not overwhelmed by unexpected events. The chapter then outlines how to buy and sell shares in a more disciplined and effective manner. This process of portfolio rebalancing is a vital but often neglected element of successful value investing.   

			Then we come to Chapter 9, which in my opinion is the most important and the most rewarding. I begin by describing how investors invariably do not achieve the results they expect in large part because they fail to stick to the strategy they set out to follow.

			While all investors struggle to stick to their plans, value investors are especially prone to this because of behavioural pitfalls and social pressures. I detail some powerful methods to overcome these pitfalls and execute a value investing strategy consistently. This includes an examination of checklists – an innovation that is gaining increasing attention in many fields, both within finance and beyond.

			Lastly, Chapter 10 considers the importance of ongoing improvement and lifelong learning, before concluding with a summary of the key messages covered throughout.

			When value investing is conducted well, there is an innate pleasure about it that transcends the mere end of making money. I hope that in reading this book, you will discover ideas that are sufficiently valuable to carry with you throughout your investing life, and that bring you a little more of that pleasure.

			Andrew Hunt

			Edinburgh, Spring 2015

		

	
		
			Part I. 
Introduction

		

	
		
			Chapter 1. 
Value Investing 101

			1.1 What is value investing?

			“Value investing is buying securities at a significant discount to their underlying value and holding them until their value is realized. The element of the bargain is the key to the process.”

			Seth Klarman1

			In this chapter I’ll go through the basics of value investing. 

			Value investing is defined by a set of principles rather than hard and fast rules. These principles were popularised and articulated by Benjamin Graham nearly a century ago in two famous books, Security Analysis and The Intelligent Investor.

			The practice of trading shares in businesses goes back centuries. Historically, shares were seen as highly speculative investments: a tool for punters to take bets on the short-term moves in a company’s or an economy’s fortunes. This view can be well understood, as early share trading proved tumultuous on more than one occasion, such as during the infamous Mississippi and South Sea bubbles. Conservative investors meanwhile bought bonds, with steady and predictable cash flow profiles.

			In the early twentieth century, a number of people – notably Benjamin Graham and John Burr Williams – began to demonstrate shares could be more than just a tool for speculation. Shares, after all, represent ownership of underlying businesses. And businesses have an intrinsic value, which can be found by discounting the cash they make for shareholders over their lifetimes.

			So if an investor can estimate the value of the underlying business, and divide it by the number of shares, he can find the true value of the shares. Once the value of the share has been estimated, all the investor needs to do is buy shares trading at a big discount to their intrinsic worth, and turn a profit by waiting for their prices to converge with his assessed value. In practice this can happen in a number of ways. For example: the share price may rise as other investors realise the share is undervalued, the investor may receive his value through ongoing dividends, or the company or its assets may get bought.

			This is the core of value investing: take a share, work out the value of the underlying business it represents, then buy the share when it’s priced well below that level and sell it when it’s priced above that level. Warren Buffett, the most successful investor of all time, famously described this process as, “Buying a dollar for forty cents.”

			1.2 Why choose value investing?

			There are two reasons investors choose to become value investors. The first is that it should work and the second is that it does work.

			Value investing should work because it is supported by a logical framework. A share represents ownership of an underlying company. It has no other practical value or purpose – you cannot eat a share, live in a share, or enjoy it as a work of art. A share’s value derives solely from the value the underlying business creates for its shareholders.

			Other techniques for buying and selling shares exist and sometimes enjoy periods when they seem to work very well, but they tend to go awry because ultimately they are not anchored to the reality of the situation. For example, take momentum investing. A momentum investor buys shares because the share price has gone up, but ultimately the share price must depend on the value of the underlying business. So if it goes wrong and the share price moves against him, the momentum investor has nothing to fall back on. In the same situation, where the price moves against a value investor, he can be reassured by his knowledge of the business’ underlying value.

			Theory is one thing, but does it work in practice?

			The answer is a resounding yes. Over the long run, investors following a value-based approach have beaten the field by a very wide margin. Perhaps the most famous is Warren Buffett, whose record and wealth stands as testimony to the success of his approach. But Buffett is by no means the only one. In a now famous speech, entitled ‘The Superinvestors of Graham-and-Doddsville’,2 Buffett went through the astounding records of a group of fellow investors, all of whom were following value-based approaches.

			In recent decades, improvements in IT and statistical analysis have enabled experts to back-test value approaches. These studies typically involve testing a strategy of buying a basket of the cheapest shares as defined by measures such as low price-to-book (P/B), low price-to-earnings (P/E), low price-to-sales (P/S) or high dividend yield, and measuring the performance compared to the market over a number of years or decades.

			Thousands of such studies have been done over time periods ranging from a few months to 70 or 80 years, and covering markets all over the world. What is striking about them is how consistent the results have been. Barring a few exceptional periods (typically around speculative bubbles), a strategy of buying the cheapest shares has worked everywhere, from the raciest emerging markets to economic laggards like Japan. And it has worked through booms and recessions, decade after decade.

			Perhaps more incredibly, this simple approach that almost anyone can learn has continued to win, even as financial markets have become more sophisticated. Individual value investors adhering to the basic principles are still getting the better of PhDs and highly-paid bankers with access to enormous resources.

			So what are these magic principles?

			1.3 The fundamentals of value investing

			Principle 1: It all starts with intrinsic value

			When considering whether to buy or sell a share, the value investor has one overriding question: what’s it worth? 

			In order to answer that, he must make an assessment of the company’s intrinsic value (otherwise referred to as absolute value). The intrinsic value is what the company would be worth to a level-headed, private buyer who intends to hold the company over the remainder of its lifetime.

			In order to work out an intrinsic value, the investor needs to consider many aspects of the company – its competitive position, growth prospects, management, balance sheet strength and so on – and bring these factors together into an assessment of intrinsic value. 

			Ben Graham defined this process of selecting companies based on their underlying worth as investing. Everything else he defined as speculation. Speculating is neither immoral nor illegal, and it may even work now and again. It is just that value investors like Graham found value investing more financially rewarding.
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			Chart 1.1. Philip Morris/Altria and Microsoft, 2000-2010 

			In practice great companies can be overvalued (and therefore make terrible investments), while lesser companies can be undervalued (and therefore make great investments). For example, back in 2000, Microsoft looked like a great company. It had a very strong market position thanks to Windows, a visionary owner and exciting growth prospects, thanks to the internet and tech booms that were underway. By contrast, cigarette-maker Philip Morris (now called Altria) looked an awful place to put your money. Its customer base was shrinking, with governments piling increasing pressure on tobacco companies. Moreover, it faced billion dollar law suits and a PR disaster from the millions of victims of smoking.

			Over the subsequent ten years, Microsoft delivered a total return of -36%, while Philip Morris/Altria returned 506%! This is shown in Chart 1.1. Curiously, many of the successful value investors who bought Altria around 2000 were buying Microsoft a decade later in 2010. How things change! It is a perfect illustration of how value investing is determined by the price versus the value, rather than by the company itself.

			The point is that everything has its price. What makes a share a good candidate for a value investor is not that it is a great company (although it may be), but that it is greatly undervalued.

			Principle 2: The margin of safety

			Having come up with an intrinsic value, value investors then apply a large discount (usually a third or more) when setting the price they are willing to pay for a share. For example, if you were to value a share at 75 pence, then, after applying a margin of safety of one-third, the maximum price you would be willing to pay for this share would be 50 pence. This is the margin of safety.

			While most investors will typically use a margin of safety of a third to a half, the exact amount can vary. For example, you may want a larger margin of safety where uncertainty is especially high (such that you have low confidence in the assumptions underpinning your valuation) or where you are finding far more opportunities than you can invest in. However one-third should always be regarded as the minimum to ensure there is a worthwhile gain and to counter potential over-optimism in your valuations.

			The margin of safety serves two purposes. The first is to achieve superior investment returns. If you buy a company for around its intrinsic value, you can expect only a market-like rate of return on the investment. However, if you only buy companies that are selling at much less than their intrinsic value, you should be able to get a much higher rate of return.

			The second reason is to provide extra protection against being wrong. When you are assessing the value of a company, there is a lot of guesswork and uncertainty involved, so it is easy to go wrong. As a result, it is worth adding an extra buffer in.

			The following table illustrates neatly how the extra margin of safety provides protection and enhances returns.
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							Lose a lot
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			Table 1.1. How an extra margin of safety provides protection and enhances returns

			This is no different from, say, catching a plane. You never know exactly how long it is going to take to get to the airport and through check-in as there can always be hiccups, so most travellers leave themselves a little more time than they expect they’ll need.

			Moreover, human psychology provides a further rationale for the margin of safety. Many recent behavioural studies have found that people all over the world tend to be over-optimistic most of the time, about everything from how much they expect to earn to how long they think they’ll live. Over-optimism is a vital trait for survival: it pushes us to take risks and try new things, it keeps us happy and hopeful rather than suicidal, and drives us to keep working rather than giving up. Indeed, studies have also found that highly successful people tend to be especially prone to over-optimism.

			Unfortunately, investing is one of the places where over-optimism can be dangerous. Over-optimism causes investors to disregard the risks and overvalue the opportunities, causing them to lose money. A healthy margin of safety serves as a valuable defence against this.

			The final point on margin of safety is that it can be applied in a much more holistic sense than just valuation. For example, investors may demand a margin of safety in terms of financial strength, thereby avoiding financially weak companies that cannot survive if things go worse than expected. In a portfolio context, investors also talk about having a margin of safety in terms of their risk management. This means being sufficiently diversified and avoiding using too much leverage to ensure that the portfolio is not wiped out if a number of investments perform worse than expected. These perspectives are considered more fully later.

			Principle 3: Mr Market

			Share prices can fluctuate wildly in either direction in a very short space of time. While good and bad news may come and go day by day, often this news and the radical gyrations of the market in response to it have little effect on the long-term, underlying value of a company’s shares.

			What is happening is that investors are driven by their speculative instincts

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
				
					
					
					
				
				
					
							
							
						
							
							
						
							
							
						
					

				
				
					
							
							
						
							
							
							
						
							
							
						
					

					
							
							
						
							
							
							
						
							
							
						
					

					
							
							
						
							
							
							
						
							
							
						
					

					
							
							
						
							
							
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
					

				
			

			
			
			
			
			
			
			
			
			
					At the heart of value investing is working out an intrinsic value for the underlying business. This is where you bring together all you know about the company into an estimate of its true worth.

					This can be tricky, so try and think long term and use a range of simple techniques (such as those outlined in the previous table) to check your assumptions.

					Be independent in your assumptions. Use your own information and insights, not Mr Market’s.

					Remember, a company is a good investment because it is grossly undervalued. Great companies can be bad investments, while troubled companies can often be great investments. 

					Be conservative and always use a healthy margin of safety. The more conservative you are, the more upside there will be in the investments you choose.

					Be patient. It can take a long time to find a great bargain and even longer for it to work out.

					Value investing is logical, practical and successful. However, sticking to the core underlying principles is remarkably difficult.
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