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Investing: How To Get Started

Most people think that investing in stocks and shares is a risky game only played by rich people and gamblers.

From the outside it seems it’s hard to know how to make money investing in stocks. There are so many stories about people who lose their shirts.

This is true and false depending on what you set out to do.

Investing is not hard but trading shares is nigh on impossible.

Most people confuse the two things: trading is not investing and vice versa.

Trading is very close to gambling and, like betting on horses, it is extremely difficult to make a profit from that kind of activity.

Investing, on the other hand, is quite boring and the more boring you can make it, the better.

Investing is not hard. Making money by investing is not that difficult, but it takes effort.

There are many trading schemes, none of which I’m aware are much good at making money.

There are quite a few investing strategies and most will make you money. The simplest and the most tried and tested is value investing.

Value investing as a method was laid out clearly for the first time by an American professor called Benjamin Graham in the 1950s and one of his students, Warren Buffett, used it as the basis for his career in which he has become the richest man in the world.

Value investing is at its heart simple: buy cheap stocks then sell them when they are not cheap any more.

While value investing won’t make you the richest person on the planet, it is a platform for good investment profits. The basics can be potted down into a set of simple straightforward methods.

I have followed the principles of value investing for many years and it has always given me excellent profits.

Apart from excellent profits, one key benefit of value investing is that it doesn’t stress the investor out. Done properly it is a comfortable way to take risks with your cash.

Most stock market trading and investing ideas are packed with stress and even when these systems are doing well, anyone following such ideas can be put through the emotional wringer. This emotional price is simply not worth paying for most people; it burns them out and dulls their desire to be involved.

The low stress level of a sensible investing strategy is a sign that the investment style you are following is a solid one. Investing should not feel like war, it should just be a normal working endeavour that takes a certain amount of time and effort. It shouldn’t be a battle that keeps you awake at night.

Value investing is and should be quite an easy-going way to make money from the stock market.

Being dull doesn’t make value investing popular like trading, but it does mean that those that follow this idea make money year in and year out while traders come and go.






 Why Value Investing?

If you wish to double your money very quickly in stocks and shares, you should stop reading this book right now. This book is about getting rich slowly, not quickly.

Over twenty years value investing will build wealth, but you will not be rich from it in a couple of years.

A lot of people that trade the markets want to get huge profits, 100% or more in a year. This is basically impossible even if it might seem on the face of it achievable.

You have as much chance of doubling your money every year for three years as hitting a jackpot at Vegas.

To the nearest percentage there is no chance of earning gains like 100% a year from shares and if someone does, they have been very lucky and are not responsible for their good luck. Anyone reading this who has achieved such gains should close their positions now, pile their money up on a table and count it out before putting it back into the market. It will be a good opportunity to kiss their money goodbye. Luck or ‘one way’ markets that provide such profits do not last.

Value investing is a technique that when combined with the simple basics of investment provides a basis for building up wealth, with a lot less anxiety than the other investment strategies out there.

Its sixty year history is alone a strong recommendation that value investing works and will keep on working.

Other ideas have come and gone, yet value investing keeps on going.

One of the reasons for this longevity is that value investing requires discipline and some work. It is rather boring and unflashy.

This is a benefit but for many it is a drawback. People are drawn to risky games — and the stock market is considered risky — and they like excitement and kudos. These ‘punters’ want to make quick money because they have a gambling streak.

Value investing does not satisfy the gambling urge very much as it is quite drab, rather unexciting and takes regular maintenance. Gamblers want minimal work and plenty of sensation.

Value investing is like gardening, just the sort of thing that gamblers aren’t interested in.

Consequentially value investing is never in fashion. However, because it makes money, it is never out of fashion either.

Most investors know they should be value orientated but few can resist the enticing whirligig of trading and the glamour of go-go shares.

This is understandable.

People simply can’t resist the lure of the casino either.

Why else would people pour their money away on simple games like roulette, when they have worked so very hard earning the money in the first place? It is because people love noise, thrills and flashing lights. They get hypnotised by them. Many shares in the stock market are like casino games and the city has learnt long ago that most of their potential customers don’t want sensible profits; they want the lure of riches and a gambling high.

Sadly greedy gambling kills in the stock market — or at least costs the player a bundle.

Meanwhile, diligence pays.

This is why value investing works. The market has to pay investors a good return to own boring out-of-fashion shares. Prices of unloved companies fall until they are so cheap that smart investors can’t resist buying them. At some point this unpopularity goes into reverse and those that bought in cheaply make good returns.

If I turn that idea around you will quickly see why so many investors lose money.

The reverse situation is that people buy fashionable stocks that everyone loves. Clearly at some point the price of the share rises so high that people can’t resist taking their profits. At this point everyone who can buy has already bought and therefore the share price must fall. When the company’s share price falls it suddenly becomes less popular as holders start to lose money. Losses are made by everyone. As the price falls so the company gets more unpopular until no one wants to own it. After several rounds of this the share becomes ignored and cheap.

Enter the value investor.

The fundamental principle of value investing is the simplest: buy low, sell high. I like to say buy cheap and sell ‘not cheap.’

The rest of this book is about how to do just that. Value investing is not a great deal of fun, it is not very exciting, but it will make you money. You can spend the profits later on fun exciting things.

(NB. Actually I think value investing is great fun, but I am probably weird. Hunting out value is an amusing challenge. You feel like a bit of a Sherlock Holmes weighing all the evidence and once you are confident in your skills it’s amusing to note people unable to grasp simple facts that make the profit potential of a stock significant. However, I know as the CEO of ADVFN, one of the biggest share information websites in the world, that I am in a very small minority. It is like being a bird watcher rather than a football spectator. Market theory suggests this is yet another reason why value investment is so profitable. Few apply its rules.)






 Searching for Companies

The key to value investing is finding companies that are cheap. That means looking for them. this might seem obvious but most people do not look for stocks, they listen to tips.

It is a mistake to take tips. Taking tips is the same as throwing your money down the drain.

Simply, never take notice of tips. At worst, use tips as a starting place for your research. If you will do that you will find that tips do not fit your criteria ninety-nine times out of a hundred.

It gets worse: if a tip makes you money — and few will — you won’t have earned it and will have learnt nothing; it will be the financial equivalent of a snack on junk food. If you lose your money — and you very likely will — you will most likely lose a friend.

Just say no to tips and start looking for shares yourself.

Stock picking is all about developing the skill of searching for, identifying and monitoring stocks.

A few years back this would be a long, tedious and frustrating job. Good information on shares was really hard to find and when you found such data, it was expensive and after you bought it, it was very laborious to sieve through.

Thanks heaven for the internet and more particularly ADVFN.

I run ADVFN and I use it for all my investing. As such I’m not going to list all the many other places to go and find share information. ADVFN does the job for me.

Sites like ADVFN give you share information resources that in the 1990s would have cost you many thousands of pounds a year and in some cases tools that were simply not available.

This screenshot is for ADVFN’s FilterX, which is an ultra-powerful tool to select, grade, sieve and separate shares on the stock market out of a universe of more than 2,000 in London alone.

[image: FilterX]

There is one for US and Canadian shares too. If you know what kind of company you are looking for, FilterX can drag those shares out of the pack in a matter of minutes rather than through hours of manual paperwork work.

It a real boon.

The internet is the best thing to happen for the private investor, period, and the funny thing is, most share traders couldn’t care less about the facts and figures on the shares they follow, they want tips. They want to get rich quick.

Sadly instead they get poor fast.

On the other hand, professional investors use tools like FilterX, so the select group of conscientious private investors are in a small segment of the overall market when they use their own research to select stocks, and this puts them at an advantage over speculators who chase tomorrow’s big riser or people that follow the research or tips of others.

Another key advantage to value investing is that many companies you will find that meet the right criteria are too small for institutional investors to chase, so you and a few other investors may be the only ones following these stocks. By finding such a stock you are getting in at the ground floor of an upwards move, an advantage that adds to your upside.

Of course, to select a stock you have to have some criteria. Beginners don’t have any and in fact might not understand what all the mumbo-jumbo in a company’s financial information means.

Don’t worry, you would be truly horrified if you knew how few have any clue what many of a company’s business metrics actually mean. This is hard to believe, but pretty soon you will note that when you read articles about shares, little is mentioned about the financial figures of the business and when they are, little detail is considered.

This is because it is boring. Boring doesn’t sell newspapers or for that matter shares. What sells is hope. Words sell, not numbers. As they say in the US, don’t sell the steak, sell the sizzle.

As someone interested in quality steak you can buy it cheap when it’s raw.

Few people care about the financial facts, even if that is exactly what they should be watching. This is a part of human nature that gives smart diligent investors an edge.

As a proper value investor you will have your criteria which you will tune over time. You will come up with a few extra rules as you go along and hopefully that will improve your profits further.

It is your criteria and the tools you use that will determine your stock picking; tips will have nothing to say in the matter.

A value investor has a plan and sticks to it.

That plan should be that a share meets a set of criteria and that the criteria must be drawn from the basis of an investment idea. A value investor doesn’t have to buy every value investment company that comes along, they should collect the strongest. They should buy the best of the best, a share that stands out.

When deciding to take the plunge to buy a share, remember the gold miners’ saying, “If you think it’s gold it isn’t. If you know it’s gold it is.”

It also must be remembered that when you start on this journey you may end up with a large group of companies to pick through. Don’t worry, there is no rush to buy, tomorrow is as good a day to buy as today or next week.

The stock market will always be full of prospects. What is more, as months pass you will learn about different companies and you will start to know which are good choices and which are risky or hopeless. Over time your skill and knowledge will build, so it is OK to start slow and build slow. Investing is a means to an end not an end in itself. Take your time.






 Criteria

The following seven criteria are the keys to how you should start sieving down the thousands of stocks you have to choose from to find the shares you want to own.

Every day some shares will rocket up and some will slump down. As such some shares will disappear off the list and some will appear. Some will get more attractive and some less so.

With tools like FilterX, you can throw away all the stocks in the market that don’t pass all these tests and you can then evaluate the shares that have run this gauntlet and only pick the juiciest candidates.

You will rarely run out of choice.

If you miss one this week, more will come along next week. The choice will thin in a bull market and you will be spoilt for choice in a crash. In the end, the criteria must be your pole star to navigate the stock market. Leaving the course set by the criteria is full of peril and may well doom your enterprise completely.

Do not worry that you are throwing away amazing companies that will boom when you filter the market. Unless you have a way of sieving for super companies, the duds you dredge up as well will more than counteract the occasional profitable rockets.

You want a high success rate and you want to have a good reason why the method you are using works. This is why value investing is such a good way to make money. Meanwhile getting lucky very rarely leads to getting wealthy in the stock market.

 Financial Criteria 1:
 P/E

P/E stands for Price Earnings. Roughly speaking it means: how many years profit does it take to buy the company.

Expensive stocks have high P/Es. It is not uncommon for P/Es to hit 30, 50 or much more if the company is the flavour of the month.

A P/E of 14 is about normal. That means a normal profitable company makes profits equivalent to 1/14 of the price you would pay for the whole shebang if you could buy up all its shares at the current price and own the whole business.

The current value of a company is what many financial ratios revolve around. This key value is called Market Capitalisation, Market Cap or MKT Cap for short.

If you take today’s share price and multiply it by the total shares it has issued to shareholders, you get the company’s Market Cap.

Let’s take an example from January 2012:

[image: Vodafone Financial Information]

Vodafone has 50 billion shares.

Vodafone has a share price of 178.85 pence.

Market Cap is therefore 50 billion x 178.85 pence, which is 89.5 billion pounds.

That’s a lot of money.

Now it has a P/E of 11.77.

This is because the share price is 178.85 and the profits of the company (EPS) are 15.2p a share.

P/E is therefore 178.85 divided by 15.2 which gives the P/E value of 11.77.

So if you bought the company, the company would take 11.77 years, at the current rate, to earn back what you paid for it.

Clearly this is better than waiting twenty-five years.

As such, the lower the P/E is, the more attractive or cheap the company can be.

If you were buying a sweet shop you wouldn’t have to pay much more than a 3 P/E, because small businesses are thought of as precarious. If you were selling an internet business which was exploding with growth, 100 P/E might be in order. However, if the market average is 14, then anything below may be cheap.

There are pitfalls of course. The future is not certain and a company may not be able to carry on turning in good profits. A company that last year did well and earned a low P/E may have imploded this year leaving its P/E just a legacy from better times. In that case the next figure will show a different picture all together.

It can get even trickier when people use predicted future earnings to come up with a P/E, as often happens in the US, with a so called leading P/E.

All good criteria have their drawbacks, which is why we use a number of criteria together and why we check and double check to make sure we don’t make any mistakes with our stock picking. By carefully covering as many angles as possible we increase our chances of being right and making money.

For example, you can pull up the company’s previous performance and you can read all its news, so you can unpack the company’s story and decide for yourself if the P/E is low for a good reason or low because the company is cheap. This is where you develop your skill and increase the profit you can make.

So what value of P/E should you look at?

Anything below 10.

Anything below a 10 P/E is interesting. Below 10 is value investing territory. You might look at shares below 12 if there was a big bull market making everything expensive, but generally you shouldn’t bother.

A P/E of 10 is a good ceiling. The lower the better — 7 or 8 P/E tends to be ideal, but in a crash P/Es can get a lot lower, so anything above 1 should get a check.

In normal markets anything below a 3 will turn out to be a dead company that has just imploded. However, they are still worth a look over. The nearly dead companies are just the sort of shares you want to learn how to spot. Do a post mortem; learn what a stock exchange disaster looks like and how it got there.

Some companies can be written off for dead but if you look very closely, they have a chance of surviving. This kind of company can be a big winner but they are very dangerous.

You should check them out but they will most likely fail the selection process. The other criteria you will be searching with will probably weed them out, but sometimes they won’t.

A P/E of around 7 or 8 is a sweet spot; things generally get dicier under 5.

Remember the lure of excitement and greed is not your friend, yet once again you should look and study closely if criteria are met.

Recap Criteria 1 

A value investor should throw away all companies whose P/E is above 10 and below 1.

 Financial Criteria 2:
 Dividend Yield

If a company pays dividends, you get a payment from the company simply for being a shareholder. You do nothing and the money comes your way. This money cannot be taken back.

Prices rise and fall, but dividends only fall on your doormat. They are a strong sign that the company has profit and money and in the main, the value of the money paid out to you twice a year does not drag the company’s share price lower in the long term.

If a company’s share price is 100p and it pays out 10p in dividend then its Dividend Yield is 10%.

In this example you get a 10% pay-out of the company’s value every year. It comes from the profits the company is making. That is, after all, what companies were invented for.

This dividend is normally paid out twice a year; a smaller interim dividend and a fat final dividend pay-out. There is such a thing as a special dividend too when a company pays out a one-off dividend. This is not common but it happens.

Here is an example: the insurance giant Aviva.

This company is paying out a cool 7.13% dividend and, besides, has a 7 P/E.

[image: Aviva Financial Information]

This is just the sort of company a value investor will be reading up on.

So what parameters are we sieving the stock market for when we look at Dividend Yield?

Cut out companies with a dividend yield less than 3%.

This is a pretty high hurdle to climb. In an era of low interest rates, 3% is a nice return. Less than that is a bit mundane. You could drop the figure low if you are short of stocks to pick but 3% is a good cut off point to start with. You are of course cutting out all those companies not paying a dividend at all. Remember you are playing Scrooge here. Who needs small dividends, bah humbug!

Cut out companies with a dividend yield above 10%.

If a company has more than a 10% dividend, the chances are the company has imploded. Just like a low P/E, a company with an enormous dividend based on last year’s pay-out may be in terrible trouble. Exceptions to this are very rare. Such dividend yields appear to be huge because a company has hit the rocks and its share price has utterly collapsed, say, from 100p to 7p. Therefore last year’s 1% dividend now looks like a 15% dividend.

The bad news is the company is sunk and is not going to pay another dividend, so the high dividend is a mirage.

Once again you need to read the news about the company on ADVFN, go back a few years of history and try to work out the story of the firm. Check the share price chart to see if it tanked in a day or fell away over years and maybe check up on the bulletin boards in case the gossip gives you an insight into the ‘behind the scenes’ story. Make sure the reason a dividend is high is not because the company is crumbling into bankruptcy. Judge whether the company is going to pay out this year and is likely to pay out next year too.

Recap Criteria 2 

A value investor should pick companies with a dividend yield between 3% and 10%.

 Financial Criteria 3:
 50% Fall From Share Price High

The classic criteria for selecting value stocks is that the share has more than halved in recent history — that could be in the previous year or even three to five years.

The idea is that if the company’s business hasn’t changed much, or perhaps it might even have improved, then the share price fall is not based on the company’s business but on some other factor.

There are many reasons a share price can fall. There can be a big seller trying to turn his shares into cash. This can be a founder’s estate or a fund that is a forced sell due to technical factors. A whole sector can be out of favour and as the investment industry flips into the next hot sector, the stocks they are selling get smashed. The reasons for a falling share price can be many and varied. The trick is to find stocks hammered down for no good reason at all.

This is one of the factors people don’t like about value investing: they have to buy dorky stocks. People will often say to me, “Why buy that share? It is going bust.”

When you ask why, they say, “It is obvious because the share price has fallen so far.”

It might be true, but the share price won’t tell you; however, things like the P/E, dividend yield, and its sales performance etc. will.

Yet not many people start from this more numerate standpoint; instead they go with the flow and buy rising stocks everyone says are amazing and avoid anything unpopular.

Again they will invest in tips and opinion rather than the financial numbers. This makes life much easier for the value investor who is in effect operating scientifically or at least more scientifically than those driven by rumour, tips and hearsay.

You can of course only select companies that have fallen 60% or more, or 40%, but 50% is a good benchmark and it will cut out a lot of shares from your selection universe. You can take one year or three or five. With a tool like ADVFN’s FilterX you can play around with all the parameters and focus in on the sweet spot of the market that looks most fruitful.

Recap Criteria 3 

A value investor should pick companies that have fallen 50% from a medium term high.

 Financial Criteria 4:
 Directors Purchasing

People are often impressed by public company directors. A PLC director is a high status and highly paid position. Yet company directors put their underpants and panties on one leg at a time like the rest of us.

Having met hundreds I can tell you they are just like everyone else in their ways.

Just like most people they don’t want to waste their money. Just like most of us, they aren’t rolling in money. They might earn a lot but like most things to do with money, the more you have the more you need and buckets of spare cash is a rarity even amongst the so-called rich.

So when directors puts their hands in their own pocket and buy stock in the company they runs, it is because they are dead certain they will make money out of that investment.

The interesting thing is that when directors buy shares in their own companies they have to tell the stock exchange so people can see them do it. This is to stop them getting up to monkey business, not of course that that could ever happen. This is what people mean by transparency. You can see what they are up to. Directors buy and of course they sell too.

These ‘directors’ buys’ are a very useful tool as the announcement in effect tips the hand of what the directors think about the future prospects of their company.

No one knows better what the prospects of a company are than the people running it. They know the good news first and they know the horrible truth about how messy their business really is under the bonnet. They know what’s going on from the crow’s nest to the bilges. They have such a good grasp of the potential of the businesses they run that they are banned from buying or selling for a large part of the year and have to go through a fair amount of paperwork just to do a trade.

Directors don’t like to lose money holding shares in their own company either, so ‘directors buying’ and ‘directors selling’ are important selection criteria in the decision of outsiders like us to buy and sell shares.

These days there are many ways directors can get shares in the company they run, so actually writing a fat check for shares is a big vote of confidence in the business. The more they buy of their own stock, the bigger the thumbs up. Also there is more than one director in a public company and these days wives and important people in the firm have to tell the stock exchange what they’ve done too. This means if a few directors are loading up on shares it’s a strong signal the future of the company is bright. The more of them are buying, the better.

Of course like all signals there are exceptions. Directors know that people are watching their buying so if they think things look dicey they may buy some shares to help prop up the share price, but they won’t buy many. A small sub-£5,000 buy may be token, especially if the director is earning a fat pay packet.

Sometimes when a company is right out of cash and luck, the directors will buy shares to put some money into the company. If the company is out of cash it is worth wondering whether this is the case.

Sometimes the director can be mad and have a history of buying shares all the way down as the company folds. You need to check the RNS (Stock exchange regulatory news.)

This is an example of what a screen of Vodafone news looks like:

[image: Vodafone News]

Here is an example of RNS about Vodafone, in this example some financial results:

[image: Vodafone News Example]

In amongst the news you will find an RNS called ‘Directors’/PDMR shareholdings’ (PDMR is an acronym for ‘Person discharging managerial responsibility’).

What you want to read about is purchases or sales of shares by the directors and you can ignore grants and gifts of shares by the company to its people as not relevant to this criterion.

When you find out about the buying and selling of shares by officers of a company you have a good idea of its prospects.

As such the value investor needs to check the details and balance the likelihood that the buys are simple straightforward purchases in a company because the director knows the business is worth a lot more than the current share price suggests.

Recap Criteria 4 

Are directors buying, how many of them have and how much are they spending? The more the better.

 Financial Criteria 5:
 Cash in the Bank

A share with a low P/E and a high dividend can be and often is also one that is on the ropes. That’s fine in itself but the company must have the fuel to fight back to have a chance to win.

A dying company that has just imploded can fit a lot of the criteria that select a value investment but also be on its way into bankruptcy. We want to avoid that stock. However a company with a pile of cash can live to fight another day and make a comeback and a fat return.

When a business is out of cash, it is out of luck.

A business can even be in great shape, but if it has no cash to pay wages it’s game over. That’s common sense. Value investing is all about common sense. Value investing is about having several common sense rules and combining them to focus in on potential winners.

A company that is said to be in trouble can be just fine if it has a pile of cash to buffer it from its problems. This is exactly the kind of company we want to look into.

While some companies can be strapped for cash, others have more cash in the bank than the company is worth. This might seem ridiculous but it happens time and again. In fact it is not uncommon at all.

When a company is out of fashion and down on its luck, a good cash pile is a safety net and the bigger the pile the stronger the protection it has from a terminal accident.

For simple selection criteria any company with less than a million pounds of cash should be cut out of the group to research. This is being kind so as to leave in certain small companies that might be a good selection. However, you could make the cut at £10 million or even £50 million in cash. Wherever you put the cut, this will dispense with a lot of companies.

The more cash you demand the more likely the business is sound. There is no rocket science in that assumption.

Later on you can revisit the selections and trace the cash balances over the last few years. Any company haemorrhaging giant amounts of cash will stand out and you can dump them or mark them down when you come to the final selection.

Here is a random screen shot showing how you can track cash using ADVFN’s Financials page:

[image: Amec Financials]

I look at cash this way. If a company is cheap and in trouble but has a cash war chest, it can keep itself going and away from the pillagers that prey on failing companies. Cash gives a company flexibility and time. Cash is the power to survive and overcome.

Looking deeper at a company, a steadily growing pile of cash will indicate that the business is actually growing or at least improving. Growing cash is a good indication that the business is going well. Back to Vodafone, for an example of a company with cash pouring in:

[image: Vodafone Cash]

While accountants can magic profits in and out of existence they can’t hide cash. As such cash is solid evidence that things might be just fine behind the scenes. This might not be in question with a massive blue chip like Vodafone, but for an obscure company a fraction of its size that might not be clear at all from much of the accounts.

In hard times cash is king and companies that have halved in value are in a difficult spot. This is why they are cheap. It is their capacity to turn things around that makes them good investments and for that they need cash in the bank.

Recap Criteria 5 

The company should have more than £10 million of cash in the bank. The bigger the company the more it should have, but a £10 million base line is a solid cut off. You can’t have too much cash, so there is no upper limit. Again you can tweak the level down but under £1 million and you can safely conclude the company has no cash left.

 Financial Criteria 6:
 Sales to Market Cap

It is sometimes said it is easy to sell lots of stuff but it is hard to make a profit. The latter half is certainly true but the first half of the assertion is utter nonsense. It is hard to sell lots of anything. That is why salesmen are so well paid — selling is hard. Anyone who has actually tried selling will tell you it’s a tricky business.

‘Sales’ is also the top line of a business, the first process that drives the whole machine of a company. You can dispense with lots of things in a business and it will keep going. You could tear out the plumbing and businesses would still carry on. However, stop sales and most companies would pack up and close in days.

As such, the sales of a company are vital. The importance of sales is also underestimated, especially in snotty Britain. This makes sales another good criterion to go checking into.

Clearly if a company has huge sales yet has a low market cap then that is good news if we are looking for a cheap share. There are a few ways this works.

For instance, say you have two companies that do very much the same thing. Let’s use the example of mobile phones. If the companies sell roughly the same amount yet are valued wildly differently, as far as their market cap is concerned, something might be wrong with the company with the low valuation, or that company may be cheap.

A good example of this was Orange, when it was listed in London. It was in essence a very similar company to Vodafone yet the company’s worth was much less when compared pound for pound in sales against VOD, as investors call it.

These companies were at the time fighting for market share so it was hard to see exactly how loss-making or profitable they really were, but the sales were clear.

 Orange was valued at a fraction of Vodafone per pound of sales. That didn’t last because French Telecom snapped them up. They wanted those sales and that business was cheap, so they took it over. If two companies are very similar except their market cap/sales ratio are very different, it is a positive sign for the lowly valued company that it is cheap, as it is selling a lot more per unit of market cap than the similar but more highly regarded business.

Another reason why this is a good thing to study is that some companies get so out of fashion you can buy their whole business for a few days of sales. If that company is not about to go broke it is clear the business is cheap.

The reason is that if the company gets taken over, the new owner can simply extend credit payment terms a few days and cover the purchase cost of the company with cash flow. That is a very tempting prospect for corporate raiders.

This is exactly the sort of trick that ‘private equity’ — companies that buy up cheap public companies — get up to and many a ‘private equity’ takeover has paid a value investor a handsome premium.

Likewise a new owner can — and they do — send all their creditors a 5% debit note with a letter saying “please credit us this or else we will no longer buy anything else from you” and in this way they hope to pay for the business in one fell swoop.

This was the type of thing that happened to Arcadia, a company that went from 30p a share to 400p a share in a matter of months and yet still paid out its new owner hundreds of million in dividends when it was taken over at that elevated price. At one stage a few days of sales could buy the business and then the price rocketed and in the end ‘private equity’ gobbled the company up.

If a business can sell a lot of its products, it is likely to be well run. While all sorts of things can go wrong with a company, the more a company sells as a ratio to its market cap the more likely it is to be cheap.

An average company is valued at £1 of market cap to £1 of sales. That is a good benchmark. Some companies are worth ten times sales, some are worth 0.1 times sales; the difference of course between those two companies is that one company’s sales are worth a hundred times more than another’s.

It is clearly odd that a pound of sales of one company can be worth a hundred times more than another and this is the basis of why we look at this number. It might not be odd, it might just be wrong.

The values we are looking for are companies with a sales to market capitalisation ratio of less than 1. This means a company’s sales total more than the company can be bought for.

To start with we can cut out any company that is worth more than half its sales, or has a ratio greater than 0.5. We don’t need to be gentle; there are plenty of companies that will survive this guillotine.

A company worth only .1 or 10% of sales is fine too; there are a lot of companies down there and they can come roaring back. As such we should initially set the cut off at 0.5, because value investment style companies sell lots of product but are not considered highly because of it.

Recap Criteria 6 

Exclude companies that are valued at less than half of their sales.

 Financial Criteria 7:
 Equity

Equity is a term which has two meanings in investment. It means shares — a share is equity — and it means how much money the shares have a hold over.

In this judgement criterion, equity means the latter; how much money is left for the shareholders if everyone was paid off.

Below is a diagram of a company’s balance sheet. The left column is liabilities and the right is assets.

[image: Amec Balance Sheet]

You can see they balance. The balancing item between assets and liabilities is equity.

That is because shares are a liability so that if you paid off all creditors and other liabilities with assets, the money left over would go to the equity shareholders.

Equity is the chunk at the bottom left. This example has a nice fat lump of equity.

If the company didn’t have enough assets to pay off its creditors there would be nothing left for the equity portion. So the less equity there is, the less sound a company is. Some companies have minus equity, or as most understand this idea, ‘negative equity.’

This means they do not have enough money today to pay off everyone. This makes their finances very shaky. Happily they owe banks and have bonds and these aren’t going to be called on to be paid off immediately; or so it is hoped. If a company is making good profits it can roll these debts and carry on paying their debts down. This often happens.

However if a company is up the creek this situation can bring down the house. As such equity is a good place to check. The more the better.

But there is another wrinkle: assets called intangibles. These are assets which are extremely vague and really the only reason they are tracked is to stop many companies from avoiding tax.

No one ever bought dinner with an intangible asset, I wonder if anyone ever paid a debt with one. Why? Because they are intangible — you can’t see, smell or touch them.

If, however, you buy my software company for a lot of money and there are no buildings, machines etc., then the balance you appeared to pay for that floppy disk of computer code goes in the books as intangible. That can be correct, but the same reasoning can value all kinds of crud as an intangible asset.

Intangibles are slippery and many a mountain of them vanishes in good time. This means you should ignore intangibles when you look at a company and then judge whether it can pay its bills or not. A company with little equity and a lot of intangibles may well be a dead duck. So keep an eye on intangibles when making your final selection.

Here is an example of a balance sheet of a company that went horribly bust: Connaught.

[image: Connaught Balance Sheet]

If you take out the intangibles of this council house drain cleaning company then you will see it owes more than it has in assets to pay them off. There was more perhaps to this company than drain cleaning but when the cold winds of the credit crunch blew it quickly got flushed down the pan. If it had more equity and less intangibles it would be trading today.

Again this is simply a way of running another test of the companies you are looking to buy. It is another way to kick the tires.

Recap Criteria 7 

Discard all companies with negative equity.






No-Nos!

Companies can look great but in reality there is something nasty going on. The company can fit all the criteria nicely, have a marvellous balance sheet, but still you want to invoke a special rule and say no thanks. Here are mine. You should look to develop your own over time. Investing is a game of skill and like all skill-based activities, skill will develop with practice. The more skill you develop, the bigger your returns will be.

 No-No 1:
 Family Firms

Blood is thicker than water and family firms carry a risk that business is not for the benefit solely of shareholders but for the benefit of the family.

The chairman’s son may be a bright guy, but it would be incredible if he was absolutely the right and best executive in the world to run the company. Who could possibly imagine that the fact he is the son of the boss wasn’t a big factor in his hiring?

There is nothing wrong with this per se, good luck to them, because we can see the relationship upfront and decide accordingly whether to invest. This is how the market should work, not though edict but through transparency. That doesn’t mean, however, that family inheritance in the governance of a PLC is a good thing.

When companies don’t act in the sole interest of their shareholders, investors should beware. Over time I have noticed many family businesses fail on the markets, to be bought back for a song by the family shareholders. This makes them as a whole group dangerous to your wealth. I apologise to scrupulous family firms, I’m sure there are paragons, but an overall heightened risk means I throw every single one of them out of my stock picking universe. I’m surely wrong about some of them and I’m sure it’s my loss, but as a group their specialness disqualifies family firms out of hand. Someone else is welcome to the gold nugget that gets away.

Apart from the risk of close family ties to outsiders the opposite can also be a big danger. Families fall out and then all sorts of internecine actions take place which can destroy a business.

The conflict of interest inherent in family firms means that I will exclude a value stock which is family run.

When it comes to family, family comes first, which is how it should be; however, I don’t want to be on the outside of that arrangement when investing.

 No-No 2:
 Government Footballs

Governments are unpredictable things. Their policies are unstable and they are run by people who care little for economics or business. Governments care about politics and will warp, destroy and generally mess up anything in business they touch. Governments don’t care about profits, they care about taxation. Politicians don’t care about profits either; they care about votes and getting good press.

If you have a business and politicians think they can get votes closing you down, they will close you down.

You might be providing a vital service, or be trying to, you might be employing thousands, but if there are votes in it to stomp on your business they will do it without a thought.

Cover a mountain with giant windmills at uneconomic prices, no problems.

Have a coal mine which might produce energy for everyone cheaply but is sited near a pretty village with important votes or with some rare amphibians nearby, forget even trying to get going.

Political footballs are always utterly vulnerable to disaster originating from the government and political system. Once a share is ensnared in politics it is immediately poised on the edge of doom.

Of course there are plenty of examples but a notable one to research is Railtrack; I could write a separate book on that case and I’m sure someone has. Companies get horribly mashed up by being too close to government time and again.

If a company is a political football, just say no.

For example, it takes a lot of nerve to hold a nationalised bank like Lloyds, being aware that it only takes a single bad decision from government to kill the value of that company. This is ironic as I hold this company as of January 2012 and only time will tell if this rule-breaking position will bite me. If you are going to break rules a huge amount of consideration is required, if only to have your excuses lined up when things go south.

 No-No 3:
 Financial Restatements

If you own shares in a company that restates its financial figures revealing a hole in its accounts, sell it. Only if it is trivial should you not bail immediately.

Certainly do not buy the share that reveals accounting errors of any material kind unless it happened a long time ago and the management has changed significantly. Even then be very careful.

Many companies that restate their figures promptly go bust.

It shouldn’t be the case that there is any skulduggery on the stock market but it is fair to say not many weeks go by without some scandal or other cropping up.

This is exacerbated by modern accounting that produces company accounts far removed from a financial reality we would recognise as a member of the public. The arcane nature of accounts means that all sorts of nonsense can go on in the shadows and then be buried away out of sight.

An investor is reliant on the company’s auditors and the honesty of a company’s directors to make investments. If these barriers are breached then the investor has nothing to go on. As such if a company reveals a significant inaccuracy in its past accounts, unless of course miracles of miracles the company has done better than it thought, sell the shares immediately or refuse to buy any if that is the reason it is ‘cheap.’ There are plenty of cheap companies and there is no need to risk good money on dodgy accounting.

 No-No 4:
 Legal Outcomes

Don’t buy companies that are relying on the outcome of a big court case to change their fortunes.

The law is not known as a good business model for anyone but lawyers and funnily enough there aren’t any/many lawyers listed on the stock market.

This doesn’t stop certain companies that look cheap on paper to actually be relying on some kind of pay-out in court to keep them going. Sometimes this can pay off, but it’s simply not worth investing in the faint hope. Companies mired in litigation do not often prosper; the more unlikely the court action or remote from a decent jurisdiction the case is, the worse the prospects.

This kind of thing often affects mining companies. As soon as they hit pay dirt someone tries to muscle in using the ‘interesting’ local law system to try and grab the winnings. This is a situation that a value investor doesn’t need or want to invest in.

Let the lawyers make their money and steer well clear.






 Value Investing: How To Do It In Practice

 Step 1:
 Build a Portfolio

You have to be prepared to lose money when you invest. At least to begin with.

This is just a function of the process. There are costs that can put you 2-3% behind and then there is the fact that there is no chance of buying at the absolute bottom of any company’s share price.

Roughly speaking, for every share you buy only one in ten will not go lower and never go lower than where you buy it at. If you could accurately pick the bottom for stocks you would quickly be the richest man in the world. Value investing can make you the richest person in the world — like Mr Buffett — but it takes a lot longer than it would if you could judge the bottom of the market for a share.

This is why Buffett doesn’t seem to care when he buys a stock for $18 only to see it fall to $6: because in the long run it will be $100 and maybe well more than that. You can’t pick the bottom or the top of the market, you just need to buy cheap shares and then sell them when the stock has gone up and is not cheap anymore.

Over time you will get into profit.

You will get into profit quickly in a bull market and slowly in a bear market. The thing to remember is you will be right and you will be wrong, you will be unlucky and you will be lucky. You have a sensible system not a crystal ball, so you will win some and you will lose some and the result will be a good profit.

You really do not want to buy too few companies with your money, you want to buy a group of different companies using the same selection system so that the profits are protected from luck and get smoothed.

Buying a bunch of stocks is called a portfolio and it gives you diversification. The more stocks you have the more diversified you are.

You know about not having all your eggs in one basket. That is what portfolio diversification is all about.

Imagine you are really good at a game of chance, for example roulette.

Let’s say you play black and red and amazingly you can get it right two times out of three, so you should make a fortune. However, if you put all your money on each go you would lose all your money soon enough and be broke. Betting like that, you’d never get rich. This in its simplest form is why you don’t put your money in too few shares. If you put all your money eggs in one basket case share you can be wiped out.

A portfolio protects you.

Also funny things happen when you have more than a few of anything.

Take dice.

If you throw one die, you will get a score between 1 and 6 and the number of times the numbers 1, 2, 3, 4, 5, and 6 come up will be even across the whole range.

Now take two dice and you will find 7 will be the result more often than 1 or 12. Take a thousand dice and the result of throwing them will very often be in a narrow range of the possible total outcomes. The number of dice involved smooth out the result.

Do this with a million dice and the likelihood of a small range of results will increase even more. The more dice you throw the more likely the result will be the same each time and of course the average result for each dice will become more stable too.

Shares can be like dice; a bunch of them will smooth out the results of your selection.

It makes your results smooth and clear. There is no wondering if things are going too well or too badly, because a portfolio spreads your risk and makes your profits smooth.

A portfolio is a good way to take the stress out of investing. Who needs more stress?

I track my portfolio using ADVFN’s excellent portfolio charting tool. I can see the day-to-day total profit change and gauge if things are going my way over the long term. It also lets me track defunct portfolios I may have closed out on long ago and it lets me create theoretical portfolios to see how an investment idea turns out.

Why not put all those tips into a portfolio and see how you get on — who knows, maybe someone is a hot tipster after all.

Below is an example of a portfolio of companies I thought might get taken over, which I built in theory using the ADVFN portfolio tool, just before the roof caved in during the credit crunch.

[image: Portfolio]

With this image I can see a few obvious lessons staring me in the face. Takeover targets get hit hard in a crash, rally hard and if you have OK stocks and you are prepared to hang onto them for a long time then things tend to recover . . . But that’s not the point. The point is that the behaviour of a portfolio gives you an insight to how in the medium term you are doing and if you are doing your investing correctly.

This chart tells me that buying takeover targets in a bull market can be a risky game. So that’s one thing I’m not planning to do.

 Step 2:
 Portfolio Size

To be a sensible value investor you need thirty shares in your portfolio.

You might say, hold on a moment, that means I need a big slug of cash to get going and I don’t have that much money.

That is OK.

Let’s say you buy £1,000 of a share that you decide to invest in after running all the criteria and rules. £1,000 is a sensible quantity.

You will therefore need £30,000 to buy a proper portfolio.

But you don’t have £30,000 right now. What are you to do?

All is not lost as investing is going to be a long term project.

You can start with one share and save for the next.

As the months pass, even years, you will expand your portfolio towards the thirty target.

As you do so your results will smooth out. As long as you keep the size of your share buys in any company to an initial purchase of £1,000 each time, your profits and further investments will get you to a thirty share portfolio. As you progress the benefits of a portfolio will increasingly kick in.

A purist would sell down any share that does very well, so if you were lucky enough to double your money in one share, you would sell half and find another share. However you shouldn’t obsess about this kind of thing too much. It will be a nice problem to have at some point but it’s really better to keep things simple.

 Step 3:
 Making a Selection

Let’s say you are just getting started.

First things first, do you own shares now?

If you do, get them into your brokerage account.

Then examine them. If you don’t know why you own them or why you bought them, or exactly why you are keeping them, then sell them. Never own an orphan stock.

For fresh beginners, prime your account with some cash.

Decide your investment ‘clip.’

This is the amount you buy of a share you want to add to the portfolio. It might be less than £1,000 a share but £1,000 is really a good minimum. Definitely do not invest less than £500.

Why? Because the costs of buying and selling usually have a fixed minimum and this will eat too much of the profit percentage you make if you own too small an amount of shares.

So you are ready to buy your first share.

Firstly you must trawl through a sea of stocks to select the best ten shares you can find that fit the criteria.

Here’s how you do that using FilterX on ADVFN as an example.

To use FilterX you need to register with ADVFN. Go to the website at http://www.advfn.com and click the FREE MEMBERSHIP button to register. FilterX is free to use and ADVFN charges you nothing to use it, or for that matter any number of its smart tools. It can do this by carrying adverts from stock brokers, etc. It also has super sophisticated products for keen traders who need their price information in real time and who need to see into the inner working of how prices are formed, using tools such as Level 2.

Meanwhile value investors can use FilterX for free, no charge, nada. They can also go to a section called Financials where every company on the London stock exchange has all its balance sheets and results laid bare. This sort of information used to cost thousands of pounds, but the data is free on ADVFN.

To use FilterX, you log onto ADVFN, click on FINANCIALS and then FilterX. 
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You build a filter using the financial criteria, discarding all companies that don’t fit them.

To construct your new filter, click START FILTERX. You get a long list of all companies on the exchange, which you can start to prune down to those you are interested in.

[image: FilterX Companies]

Start by adding columns for all the criteria you are going to use, by selecting from the three dropdown boxes. The columns I add are:


	P/E ratio (from Key Figures)

	Dividend yield (from Key Figures)

	Cash (from Fundamentals)

	Price/sales (from Deeper Analysis)

	% 1 year (from Key Figures)

	% 3 year(from Key Figures)

	Equity (from Fundamentals)

	Bid (from Key Figures)



So it looks like this:

[image: FilterX Columns]

Now you start to define the criteria you want to use to discard companies. Click on the P/E number for any company and you will go automatically to a screen that lets you filter out ranges of P/E:

[image: FilterX P/E]

Interestingly the tool tells us that a 14 is the most common P/E on the London market. By picking our criteria to filter the UK market, 1,800 companies are immediately removed. We now have roughly 400 to look at.

At this stage I’m going to remove all companies that aren’t trading by filtering out all companies who do not have a ‘bid’ price, i.e. you can’t buy or sell shares in. These companies may have been stopped from trading or have recently gone bust. This makes scanning the columns easier.

Now I’m going to zap all companies not paying enough dividends. Gone are all companies paying more than 10% a year or less than 3%. I now have 135 companies to look at.

I’m now going to knock out all companies which are worth more than half their sales. I note after the last two culls the remaining companies have ‘sales to market cap’ on average of 1.5 but the most common value is just above half times sales, near the zone I want.

I’m now down to 62 companies in the list.
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At this stage I’m going to add a column for market cap value to the filter, as the size of the business might sway me later.

Now we are going to hack away companies with less than £10 million in cash. We now have just 31 companies.
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Here they are sorted by market capitalisation. It is not surprising that I own a fair few of these stocks.

Now if I knock out anything that hasn’t halved in either the last year or the last three years, I’m only left with two stocks. I own them both.

I don’t need all the stocks I own to stay in this range; it is only a signal to consider buying in. Selling we will consider later.

The beauty of the system is even though we refine down to two stocks, both in this case solid educational technology companies, I can see a whole bunch of what is known as ‘edge cases,’ shares not totally fitting the criteria but nonetheless interesting.

Looking into these firms further will highlight future candidates or perhaps a compelling candidate to take to the next round or to just keep an eye on.

At this point we should select the ten most interesting companies on this list.

Draw up a spreadsheet or write them down on a scrap of paper.

Then go to their quote on ADVFN and find their news. Read the last couple of years of the interim and final accounts statements. Look for directors buying. Check the balance sheet to make sure it has equity and for anything that looks odd. Then score each criterion out of ten, using your judgement to rate the companies for their different values like this:
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Company C would be your winner and an investor would buy that. If you are careful you will surf the web and check out the company’s website etc. before making the final decision.

You can of course refine this process a million ways and in fact in time you will. I very rarely need to use a filter these days because I’m running the stock picking screen in my head every time I look at a share. Given time you will too.

As the weeks roll by you will soon have value stocks in a portfolio that will over time give you a good return and you can repeat the process every few weeks to see if anything new has popped up. You can play with the filter making the criteria tougher or gentler as you go. This framework will soon get you familiar with a lot of shares and keep you on a sensible path.

Step 4:
 Buying Shares

Coming up with lists of likely shares to put in your portfolio is no good at all if you don’t actually put all that theory into practice, and buy some shares.

For that you need a broker — a company that sorts out the buying and selling of shares and charges you for that service. You open an account with a broker, send them some money, and then buy and sell stocks.

Opening a brokerage account has got harder over the years. We are probably all familiar by now with having to prove who we are when opening bank accounts and such like, and like a bank, the broker will want utility bills and copies of passports or drivers licences with mug shots. Allow yourself a couple of weeks messing around to get an account set up. It shouldn’t take that long, but it’s best to have your account set up well in advance because if you want to buy a share and you don’t have your account open you will be stuck.

There are telephone brokers and online brokers – some companies offer both services.

An example of an online broker is The Share Centre (http://www.share.com).

[image: Share Centre]

I am happy to endorse this company.






 A Few Other Issues

 Issue 1:
 Investing Costs

Trading in and out of stocks is very expensive indeed. Do it too much and you will burn through your cash and end up with nothing. Trading without a very, very, good reason is trading randomly. Random trading will make you win half the time and lose half the time, minus the cost of trading. You will note this will doom you to blow all your money. Investing is not random and therefore you will earn profits. Trading randomly only makes your broker rich.

Churning your investments can bleed you white. Don’t do it!

The average period I hold a value investment is about eighteen months. It can be a few days if I get excessively lucky, it can be for three years if I see the opportunity too far off. It averages out. It also keeps costs low.

Turning my portfolio over every eighteen months means my costs are less than 1% of my capital a year. If I turned it over twice as fast my costs would double. If I went faster my costs would begin to become prohibitive. Value investing is cheap and that is one of the reasons it succeeds.

 Issue 2:
 Charts

Charts can only tell you the future if you have spotted something no one else has. If you read about a chart technique in an old popular book on charts, the scheme will not work. There is an army of maths PhDs looking at the numbers behind charts who have huge computers churning through the data to try and predict the future. As such you can happily give up trying yourself, unless you are a maths PhD with a large computer.

What you can do is use charts to predict the past. Everyone can predict the past but the past can be reassuring and informative. It can tell you about the story you are buying into but don’t hope to get too much of an insight about tomorrow. Of course I don’t follow my own advice on this, but that is only human nature. There is no harm in trying to predict the future from the charts but the reality is if you could do it reliably you’d make all the money in the world, like Jim Evans, the hero of my thrillers The Armageddon Trade, The Twain Maxim and Kusanagi.

By all means get acquainted with technical analysis, but remember, chart schemes of the past have already been picked over a million times and pre-empted to death.

 Issue 3:
 Selling

Classically when you see a 30% profit on a value investment you are meant to sell. You won’t go far wrong doing this. Occasionally a stock you have held will run a lot further and it is frustrating to sell out early on a stock that then goes up three, four, even ten times. There is probably no way of deciding how far to run your profits, but you will often be rewarded by not being greedy. I tend to sell at around 30% but if there has just been a crash and stocks have fallen massively, I will cling on for a jumbo rise. After a crash you hold on till normality resumes and then sell.

However, a share can go up a long way and then fall to nothing; there isn’t a good way of knowing. Our idea is to buy when a share is cheap and sell it when it is NOT cheap. Anything beyond this is not value investing, it’s gambling. As your skill develops you will get the hang of it or at least feel you have. When a share you hold has gone up enough to seem similar to the random herd of companies, then it’s most likely a good time to sell it. A 30% rise will often achieve that goal.

A few other ideas that appear to work for selling are:


	Sell when the share jumps on good news.

	Sell on any big rally that seems to have no reason, but perhaps wait a day or two after the rally ends.

	Sell when the share is back or nearly back to a similar valuation ratio to shares in the same sector.

	Sell when a share has recovered to a level it has traded at comfortably in the past, which represents a return to normality.

	Sell if an accounting irregularity appears.

	Sell if you’ve forgotten why the stock is in the portfolio in the first place. (This can happen sometimes.)

	Sell when a takeover has been mooted as possible in an RNS but not yet confirmed. Perhaps wait a day or two first. This is infuriating when the company jumps two months later but many ‘almost takeovers’ evaporate.

	Sell when the newspapers start saying, “Buy this stock,” after the share has already risen from the grave.

	Sell if you conclude the CEO is bonkers or a crook.



 Issue 4:
 Compounding

If you can make 25% a year you will increase your capital by ten times in a decade. That means a hundred times in twenty years and a thousand times in thirty years and of course ten thousand in forty years.

This is why Mr Buffett has so much money. It is also why it is hard to make 25% every year.

It also shows how even with rates like 10%, small amounts of money compounded can turn into big piles of cash given enough time.

This is why it’s good to start young.

Compounding is the key to this game and keeping costs down and keeping profits under tax shelters like ISAs is so important. Value investing is a winning game and winnings must be protected and nurtured.

If you are a Brit, start out with an ISA and build your portfolio there. Think of it as at least a five year project, better still ten or twenty years. After a few years you will not be the first person to be shocked about how much capital you have built up. Try not to use the result to build a new kitchen or move house, the best is yet to come. The bigger your portfolio gets, the bigger the impact on your wealth. Do a spreadsheet and build an investment plan that folds a growth figure into it like the one below. Then see the results over ten, twenty or thirty years. It will make your eyes bug out.
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It does look like a computer glitch but it isn’t. Einstein is reputed to have said compound interest was the greatest discovery of the twentieth century and even if he didn’t, it is.






 Conclusion

Sensible investing is not difficult, it is just work. The less you get paid by the stock market in thrills and spills, the more you will earn at it in cash.

Value investing has been a very reliable method of making money in the stock market and it is a good place to start for people who want to build up wealth and don’t want to be gamblers.

Value investing works because investors build up their skill in stock selection picking under-priced shares. They do not risk much of their money on any stock in particular and they know what they are buying and why. This puts the value investor in a small, smart and diligent group of people buying and selling shares and this select nature is a large part of why it is a successful way to make money from the stock market.

Meanwhile others punt shares on rumours for the hell of it and some never wonder why or even realise they are losing a lot of money. Gamblers are like that. However, gambling is not compulsory in the stock market and in fact gives plenty of opportunity for the careful and diligent to make money.

This book is about getting started, not all that can be known about value investing, and it is most certainly not the only way to make money from the market. It is, however, a sound platform to begin investing and one that you will never have to vacate. In the end if all the value investments were to disappear then for me it would be time to wonder if it was a good moment to sell up. This has only happened once to me, in 2006, and it didn’t take long for the following market crash to deliver me the best selection of value investments I’ve ever seen.


The End

Also by Clem Chambers and available from ADVFN Books:

101 Ways to Pick Stock Market Winners

101 tips to help day traders, investors and stock pickers to focus on what characterises a potentially successful stock. Personally researched by Clem Chambers, one of the world's leading authorities on market performance.

There are 2000-plus stocks in the UK market, but you don’t have to be a financial guru or a degree-wielding mathematician in an investment bank to pick one to invest in. You just need a toolbox of simple ideas to find likely companies you could add to your portfolio.
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Read some sample tips:

Know Your Company

Call Up the Financial Director

Look At What’s Hot in the States

Get Down With the Kids

Look at Company Dividends

Avoid Taxi Ads

Avoid T-shirt Deals

Look for Info in Chat Rooms

Check Out the Company’s Website
  


101 WAYS TO PICK STOCK MARKET WINNERS

SAMPLE TIP:

Know Your Company

You can definitely invest in a company and know bugger all about what it does. Many investors will be quite smug in this fact. This is because in a Bull market even a chimp throwing poo at the FT to make its share selections will make money. Nevertheless, it can’t hurt to know what the company you are investing in does.

You can actually know a company better than the City if you so choose. How many highly paid fund managers go into a cheap furniture enterprise or drop in to drink at the out of town locations of a pub chain?

You might actually do business with a company and know whether its business is booming or slumping. You are assured to have a much better view on the company than any Oxford grad climbing the slippery pole in some brokerage in the Square Mile.

A chartist will say everyone’s opinions are already in the share’s chart, so you don’t need to know if the CEO is bonkers or a genius, or whether its business is suddenly booming or not, because the market knows all.

This could be right, it may well be right for a BP or Vodafone company, but outside of the top 500 companies, the City is pretty much lost for a clear view of what is going on. The City will tell you with a curl of the lip that anything under £500,000,000 in value is a small company.

This is great news, because while they go off to lunch you can get to know these small companies in detail and get to spot the ones about to rise above the myopic radar of the City.

Remember: the market pays you to make it efficient. Getting to know companies, particularly smaller ones is a place it will pay you to help it.









101 WAYS TO PICK STOCK MARKET WINNERS

SAMPLE TIP:

Call Up the Financial Director

Don’t be intimidated by someone with a grand title like FD or CFO - rest assured the FD of a PLC puts his underpants on one leg at a time like everyone else.

Frankly if he won’t take your call, especially if it’s the CFO of a small company, it’s a bad sign in itself. The FD is not a busy man, or rather if he is he must be having trouble. He may not want to talk to you; that’s another matter. If he doesn’t want to talk to you, you shouldn’t buy his stock.

There are no paparazzi outside his front door and if he’s any good at his job he’ll have time on his hands. He is just like you, he answers calls he wants and doesn’t answer calls he doesn’t want to take. If he doesn’t want to take a quick shareholder’s call, there is a problem with the business.

If he takes your call, that’s a thumbs up immediately. If he’s on holiday, that’s a bad sign. Some company directors seem to be constantly on holiday; this shouldn’t fill you with confidence.

OK, so the FD of Vodafone may be busy but most small company CFOs should be reachable. When you get through, ask a few questions and gauge whether you’d buy a used car from him. If you would, then that’s a fair sign the company is in good hands.

Now you could apply this rule to the CEO. He is the top guy after all. However, don’t waste your breath. The CEO is likely to be a first-class salesman. He could sell you London Bridge if he wanted to. CEOs get to the top job by charming the birds out of the trees. You will likely fall under the spell as much as anyone else.

The FD, on the other hand, is a number crunching nerd. He can sell you a pup with numbers, but magic with words is not his strong suit. 









101 WAYS TO PICK STOCK MARKET WINNERS

SAMPLE TIP:

Look At What’s Hot in the States 

In classic efficient market hypothesis, information travels instantaneously and prices jump to hit their correct level immediately. You can see this at work when news appears. The price spikes almost immediately and rises in seconds to a new level of balance. However, watch the market long enough and you will see lags. Sometimes the lags last seconds, sometimes minutes and sometimes hours. Or sometimes even weeks, months and years. What’s hot in the US today will be hot in the UK tomorrow.

A prime example of this was the dotcom bubble. The US Nasdaq market had been fizzing for two years with IPOs like Netscape before the UK market experienced the beginning of the frenzy. What was big in the US finally made it across the pond.

This has happened for decades. The US originates the big idea and at some point it gets to the UK. Now it doesn’t take too much effort to watch US trends and, once you do, you will see tomorrow happening today in the US. Then you add that to your investment ideas and await your opportunity.

Over the past few years ‘fracking’ has been big news in the US… and it’s starting to become big news in Europe. Meanwhile you can figure out now how to get in on the ground floor. 









101 WAYS TO PICK STOCK MARKET WINNERS

SAMPLE TIP:

Get Down With the Kids 

Those pesky kids are always onto the latest thing first. As mature adults of the world, we are far too busy to spend time searching out the latest trend in order to turn our worlds upside down.

There are still a couple of older generations that haven’t got to grips with computers and maybe never will. How were they to know that they should have bought Google or Apple stock?

If they had stalked their grandchildren they might have seen it coming because weird stuff that fascinates kids often turns mainstream later.

Keeping an eye on what kids are up to is an opportunity to get in early because kids don’t buy shares and the oldies in the City, who have all the money, don’t do new.

At some point even the grey-haired get the picture and suddenly off goes the price of the stock making the stuff that the kids have been loving for a couple of years.

This might sound implausible, but anyone buying Games Workshop when it got the rights to the Lord of the Rings film license, will attest that while little metal figures pushed around a board based on a ’60s book loved by hippies, might sound quaint, it was also something that rocketed the price of the company by multiples.

Now if you had read the trade press, known the product and watched the kids practically living in Games Workshop stores, you would have made a pretty penny.









101 WAYS TO PICK STOCK MARKET WINNERS

SAMPLE TIP:

Look at Company Dividends 

Dividends are great. The cheques that pop through the letter box are precious things. For a start no one can come and take them back, unlike the promises many companies make.

Dividends are living proof a company has at least the resources to cough up cash to its owners. This might seem like a trivial thing but it is actually a strong indication of a good business.

Many big companies have the sort of finances that would push families into bankruptcy court. Yet there are companies that make piles of money and these companies tend to pay dividends.

The City isn’t much of a fan of dividends, mainly because of tax. A growing company that can plough back its cash into growing won’t create a year dividend tax bill. Being able to plough back cash into growth should work out much better for shareholders in the long run. So goes the theory anyway.

However, a dividend from an unloved company is a good indication it’s not about to go down the pan; what’s more it’s paying you out. Even big companies can be paying out over 5% of dividends, perhaps even 7 or 8%. That’s a lot more than a government bond is paying, so the question is begged: is the company cheap? If a company paying a 5% dividend goes up 20% it will still be paying 4%, so a solid, high dividend-paying company has potential to rise under the pressure of its dividend payout.
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SAMPLE TIP:

Avoid Taxi Ads

There are also warning signs that indicate a stock is something you should steer clear of — or, if you already have it in your portfolio, consider offloading it sharpish. Or maybe the signs show a stock you could short.

For example, taxi ads. 

Unlike publicity, all advertising is not good advertising. Taxi ads are as bad an investment omen as you can get.

For some reason companies doomed to failure love to advertise on and in taxis. It’s not a particularly expensive way of advertising, at least in terms of the size of the cheque you have to write. Nonetheless, taxis seem to carry publicity for companies doomed to go down the pan.

This may be because companies with a lot of money to spend on a make or break launch end up shovelling it indiscriminately in all directions in an orgy of desperate spending. The taxi livery and seat ads are a final resort in this carpet bombing approach.

As a money Yoda might say: Throwing money around, a successful company does not make.

It’s not the taxi’s fault, as such, it’s just that any company that is so desperate to push itself forwards with advertising, is probably in the process of throwing so much money out of the window that it will soon go broke.

Of the army of dotcom busts, few seemed able to resist the taxi and even today, the new brands come and go, never to return.

Keep your eye out for phone box advertising too; also a good signal for a short.
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SAMPLE TIP:

Avoid T-shirt Deals

Another sign that you should avoid a company is shirt deals.

From a common sense point of view, how can it make sense to pay millions of pounds to have your name on a football shirt?

Undoubtedly a great salesman could present to us and dazzle us with science and have the ignorant scales fall from our eyes to see in full Technicolor why it makes perfect sense to blow a fortune on having your company name on a bunch of youngsters kicking a football. I’m sure we wouldn’t be swayed by the bragging rights of a big bunch of tickets to all the games; for friends and family and customers with an amazing box with incredible views, I’m sure the reasons will be strictly commercial. Isn’t the whole country transfixed by football?

However, many companies doing these kinds of deal, and doing them big, have gone spectacularly bust.

AIG was on Manchester United’s shirt, Northern Rock on Newcastle United’s. Man City and Accident Group, Charlton and AllSports, West Ham and the XL airline; all these companies came horribly unglued.

Perhaps a company doing a shirt deal is actually just out of control.

You can extend this idea to companies that put their names on stadiums and to firms that sponsor Formula One.

Remember the Enron Stadium and the Parmalat Formula One team?

This of course could be what is known as observer bias, in so much as you don’t notice companies that do these deals and don’t go bust.

Yet even so, the thought is, why would you throw such titanic money around on these kind of unaccountable deals which have no measurable returns if you were running a smart business? Manchester United is a great team, but $100 million to put your logo on 11 shirts is surely a sign of a kind of unexpressed insanity. It’s easy to come up with a lot of bad reasons to do so but not many good ones.

As such, when you’re thinking of selecting a stock or shorting one, this kind of trophy marketing is a red flag.
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SAMPLE TIP:

Look for Info in Chat Rooms

Finding a good stock is all about having information about companies and their performance — but where do you look for those nuggets that will lead you to a great investment?

One place is the internet — chat rooms and message boards.

If you find that a discussion on a stock you are interested in is muted this is an extremely good sign. Silence is golden. That’s because people talk a lot about stocks when they are unsure or when they think their investment needs a shove in the right direction.

Conversely, when you find a share which is the topic of furious debate on a bulletin board, whatever you do, do not buy it. The noisier the thread, the more virulent the language, the more colourful the debate, the worse the prospects are for the company.

Dying companies attract the attention of the worse investors. Don’t join the rush of lemmings to a cliff.
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SAMPLE TIP:

Check Out the Company’s Website

Another place to find out about a company is the company’s website. It will tell you a lot about the management.

Many companies even have photos of the management. These can be truly grim, but the point of looking at the website is to evaluate the general personality of the company and look for clues of quality or otherwise.

For example: an investor was interested in a mine in a faraway desert.

On the website it showed the mine and work in progress.

The management were in a few shots of the mine, and its workers under the desert sun. Their faces were as white as a Scottish office worker’s. Clearly they didn’t spend much time at the mine.

The equipment was impressive, but it seemed unscratched and dusty. The big trucks still had paint inside the load-carrying tipper bays. Clearly not many tonnes of rock had been ferried about.

Whoever had put together the website hadn’t been briefed on the official story.

You shouldn’t invest in a company which has a website full of wishful thinking. Likewise, a good website is a positive indicator.

* * *

There are lots more tips like these in 101 Ways to Pick Stock Market Winners, available now for the Kindle. Find it in Amazon's Kindle store:
Click here if you're reading this on a Kindle. If you're using the Kindle app on an iPhone/iPad/computer then go to the store and search for Clem Chambers.
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