[image: Cover]
Table of Contents

Cover

Title page

Copyright page

Dedication

Acknowledgments

PART I: WARREN BUFFETT INVESTMENT PRINCIPLES

CHAPTER  1 Replicating Warren Buffett’s Investment Success

CHAPTER  2 Business-Like Investing

CHAPTER  3 Long-Term Investing

Capital Gains Taxes

Broker Commission

CHAPTER  4 Permanent Loss of Capital

Scenario 1

Scenario 2

    PART II: STOCK RESEARCH CHECKLIST

CHAPTER  5 Stock Research Checklist—Business Characteristics

Are You Able to Understand the Business Thoroughly? Is It a Simple Business?

Does the Company Have any Moat, which Makes It Difficult for Competitors to Penetrate Its Market Share?

What Is the Nature of the Business? Does It Operate in a Non-Exciting Industry?

Is the Company Involved in a Dirty Type of Business?

With National Chain Companies, Was the Company Successful in Multiple Locations before Expanding Nationally?

Has the Company Dominated in a Particular Segment of the Market?

Is This Company Operating in a Hot Industry?

CHAPTER  6 Stock Research Checklist—Earnings

What Is the Company’s Earnings Growth over the Previous 10 Years? Does It Grow Constantly?

How Does the Company Use the Retained Earnings? Do the Retained Earnings Reflect in the Stock Price?

What Are the Company’s Owner Earnings for the Past 10 years? Does It Grow Consistently?

What Is the Company’s Recent Earning Momentum? Is It Comparable to Its Long-Term Growth Rate?

Does the Company Have Any One-Time Event That Recently Increased Earnings?

What Is the Company’s “Operating Cash Flow”? Does It Grow at a Constant Rate?

How Has the Business Performed in Previous Recessions?

If a Particular Product’s Success Attracted You to a Company, What Percentage of That Company’s Sales Come from That Product?

Does the Company Have Client Concentration?

CHAPTER  7 Stock Research Checklist—Debt

Does the Company Have Manageable Debt?

Does the Company Have Manageable Short-Term Debt?

What Is the Company’s Current Ratio?

What Is the Company’s Long-Term Debt? Is It Manageable?

Does the Company Pay Little or No Interest Expense?

Does the Company Have Preferred Stock?

CHAPTER  8 Stock Research Checklist—Equity

What Is the Company’s ROE for the Last 10 Years? Does It Trend Upward?

Does the Company Have More Equity When Compared with Long-Term Debt?

CHAPTER  9 Stock Research Checklist—Profit Margin

What Is the Company’s Net Profit Margin for the Last 10 Years? Does the Company Generate a Consistent Upward-Trend Profit Margin or at Least Maintain an Average Profit Margin?

What Is the Company’s Gross Profit Margin for the Last 10 Years? Does it Consistently Grow, or at Least Maintain an Average Rate?

Does the Company Have a High Pretax Profit Margin?

CHAPTER  10 Stock Research Checklist—Capital Investment

What Is the Company’s ROA for the Last 10 Years? Is It Growing Constantly or at Least Maintaining an Average ROA for the Last 10 Years?

Does the Company Have Consistent ROIC Numbers?

Does the Company Need to Spend Large Amounts of Money as a Capital Expenditure to Stay Competitive?

What Is the Company’s Investing Strategy? Is the Company Investing in Its Area of Expertise?

What Percentage of Revenue Is Spent on Research and Development?

CHAPTER 11 Stock Research Checklist—Management

What Is the Company’s Growth Recently? What Plans Does Management Have to Grow the Business?

Does the Company Have Related-Party Transactions with the Family Members or Relatives of the Senior Management or Board of Directors?

Are You Able to Understand the Footnotes of the Company’s Financial Statements?

Is Management Candid in its Performance Reporting?

Is Senior Management Success Oriented?

Do the Financial Numbers on the Company’s Earnings Release Match the Numbers on the Documents That Are Submitted to the SEC (Especially Income Taxes Paid)?

Does Management Deliver What It Promises?

CHAPTER  12 Stock Research Checklist—Dividend

If You Are Buying the Stock for Dividend, Make Sure the Company Pays the Dividend Without Interruption and Has a History of Raising Dividends

What Is the Percentage of Earnings Paid as a Dividend? Is It a Small Percentage of the Revenue?

CHAPTER  13 Stock Research Checklist—Assets

Does the Company Have Any Hidden Assets That Have Been Overlooked by Wall Street?

Does the Company Have a Low Percentage of Net Receivables?

Does the Company Have More Pension Assets than Vested Benefits?

Are Any Large Shareholders or Raiders Working to Uncover the Value of the Under-Valued Asset Plays?

CHAPTER  14 Stock Research Checklist—Inventory

What Is the Inventory Buildup?

CHAPTER  15 Stock Research Checklist—Share Buybacks

Are the Company’s Total Outstanding Shares Decreasing over Time?

Has the Company Bought Back Shares Recently?

Does the Company Have Any Treasury Stock on its Balance Sheet?

Does the Company Have a Retirement of Stock on Its Balance Sheet?

CHAPTER  16 Stock Research Checklist—Insiders

Did an Insider Buy the Stock Recently?

Do the Insiders Own a High Percentage of the Company?

CHAPTER 17 Stock Research Checklist—Institutional

Is the Company not Followed Closely by Wall Street Analysts?

Does the Company Have a Small Percentage of Institutional Ownership?

CHAPTER  18 Stock Research Checklist—Inflation

Is the Company Able to Raise the Price of the Product or Service According to Inflation?

CHAPTER  19 Stock Research Checklist—Cyclical Company

Do You Understand the Relationship of the Company’s Revenue Cycle in Relation to Economic Cycles in a Cyclical Company?

CHAPTER 20 Stock Research Checklist—Turnaround

Has the Company Taken the Following Steps to Turn the Business Around?

CHAPTER  21 Stock Research Checklist—Stock Price

Does the Company Trade at a P/E Ratio That Is Less than Its Growth Rate?

Does the Stock Trade at a Discount to the Company’s Intrinsic Value?

Does the Stock Trade at a Discount to Its Book Value?

Does the Company Have Any Catalysts?

CHAPTER 22 Stock Research Checklist—Infosys

Are You Able to Understand the Business Thoroughly? Is It a Simple Business?

Does the Company Have Any Moat, Which Makes it Very Difficult for Competitors to Penetrate the Company’s Market Share?

What Is the Nature of the Business? Does It Operate in a Non-Exciting Industry?

Is the Company Involved in a Dirty Type of Business?

With National Chain Companies, Was the Company Successful in a Couple of Locations before Expanding Nationally?

Has the Company Dominated in a Particular Segment of the Market?

Is This Company Operating in a Hot Industry?

What Is the Company’s Earnings Growth over the Previous 10 Years? Does It Grow Constantly?

How Does the Company Use Retained Earnings? Are Retained Earnings Reflected in the Stock Price?

What Are the Company’s Owner Earnings for the Last 10 years? Does It Grow Consistently?

What Is the Company’s Recent Earning Momentum? Is It Comparable to Its Long-Term Growth Rate?

Does the Company Have Any One-Time Event That Recently Increased Earnings?

What Is the Company’s “Operating Cash Flow”? Does It Grow at a Constant Rate?

How Has the Business Performed in Previous Recessions?

If a Particular Product’s Success Attracted You to a Company, What Percentage of That Company’s Sales Come from That Product?

Does the Company Have Client Concentration?

Does the Company Have Manageable Debt?

Does the Company Have Manageable Short-Term Debt?

What Is the Company’s Current Ratio?

What Is the Company’s Long-Term Debt? Is It Manageable?

Does the Company Pay Little or No Interest Expense?

Does the Company Have Preferred Stock?

What Is the Company’s ROE for the Last 10 Years? Does It Trend Upward?

Does the Company Have More Equity When Compared with Long-Term Debt?

What Is the Company’s Net Profit Margin for the Last 10 Years? Does the Company Generate a Consistent Upward-Trend Profit Margin or at Least Maintain an Average Profit Margin?

What Is the Company’s Gross Profit Margin for the Last 10 Years? Does It Consistently Grow or at Least Maintain an Average Rate?

Does the Company Have a High Pretax Profit Margin?

What Is the Company’s ROA for the Last 10 Years? Is It Growing Constantly or at Least Maintaining an Average ROA for the Last 10 Years?

Calculate the ROIC for the Last 10 Years. Does the Company Have Consistent ROIC Numbers?

Does the Company Need to Spend Large Amounts of Money as a Capital Expenditure to Stay Competitive?

What Is the Company’s Investing Strategy? Is the Company Investing in Its Area of Expertise?

What Percentage of Revenue Is spent on Research and Development?

What Is the Company’s Growth Recently? What Plans Does Management Have to Grow the Business?

Does the Company Have Related-Party Transactions with the Family Members or Relatives of the Senior Management or Board of Directors?

Are You Able to Understand the Footnotes of the Company’s Financial Statements?

Is Management Candid in Its Performance Reporting?

Is Senior Management Success Oriented?

Do the Financial Numbers on the Company’s Earnings Release Match the Numbers on the Documents That Are Submitted to SEC (Especially Income Taxes Paid)?

Does Management Deliver What It Promises?

If You Are Buying the Stock for Dividend, Does the Company Pay the Dividend Without Interruption and Have a History of Raising Dividends?

What Is the Percentage of Earnings Paid as a Dividend? Is It a Small Percentage of the Revenue?

Does the Company Have Any Hidden Assets That Have Been Overlooked by Wall Street?

Does the Company Have a Low Percentage of Net Receivables?

Does the Company Have More Pension Assets than Vested Benefits?

If You Are Looking at Under-Valued Asset Plays, Are Any Large Shareholders or Raiders Working to Uncover the Value of the Company?

What Is the Inventory Buildup?

Are the Company’s Total Outstanding Shares Decreasing over Time?

Has the Company Bought Back Shares Recently?

Does the Company Have Any Treasury Stock on Its Balance Sheet?

Does the Company Have a Retirement of Stock on Its Balance Sheet?

Did an Insider Buy the Stock Recently?

Do the Insiders Own a High Percentage of the Company?

Is the Company Not Followed Closely by Wall Street Analysts?

Does the Company Have a Small Percentage of Institutional Ownership?

Is the Company Able to Raise the Price of the Product or Service According to Inflation?

If You Are Looking at a Cyclical Stock, Do You Understand the Relationship of the Company’s Revenue Cycle in Relation to Economic Cycles?

If you Are Looking at a Turnaround Companies, Has the Company Taken the Necessary Steps to Turn the Business Around?

Does the Company Trade at a P/E Ratio That Is Less than Its Growth Rate?

Does the Stock Trade at a Discount to the Company’s Intrinsic Value?

Does the Stock Trade at a Discount to Its Book Value?

Does the Company Have Any Catalysts?

CHAPTER  23 Intrinsic Value

Future Earnings

Infosys (INFY)—Owner Income Projection

    PART III: INVESTMENT MANAGEMENT

CHAPTER  24 Margin of Safety

CHAPTER  25 Where to Search for Stock Prospects

Value Line

Value Line Investment Survey—Standard Edition

Value Line—Small and Mid-Cap Edition

Magic Formula

The Wall Street Journal

Company Visits

Magazines

Shopping Mall Visits

CHAPTER  26 Portfolio Management

Diversification

Number of Stocks in the Portfolio

Position Sizing

Managing the Portfolio

Diversification with Different Countries

CHAPTER  27 Selling Strategy

CHAPTER  28 Mr. Market and Investor Psychology

Fear

Greed

Emotionless Investing

Media

Market Timing

CHAPTER  29 Risk Management

Systematic Risk

Unsystematic Risk

CHAPTER  30 Options

Calls

Puts

LEAPS

CHAPTER  31 Cigar-Butt

CHAPTER 32 No Shortcut Approach

Identify the Stocks

Research Stocks

Calculate Intrinsic Value

Manage the Portfolio

Monitor the Company’s Portfolio

Make Sell Decisions

CHAPTER 33 Perfect Pitch

Bibliography

About the Author

Index

[image: Title page]
Copyright © 2012 by Jeeva Ramaswamy. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey.

Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form or by any means, electronic, mechanical, photocopying, recording, scanning, or otherwise, except as permitted under Section 107 or 108 of the 1976 United States Copyright Act, without either the prior written permission of the Publisher, or authorization through payment of the appropriate per-copy fee to the Copyright Clearance Center, Inc., 222 Rosewood Drive, Danvers, MA 01923, (978) 750-8400, fax (978) 646-8600, or on the Web at www.copyright.com. Requests to the Publisher for permission should be addressed to the Permissions Department, John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-6008, or online at http://www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best efforts in preparing this book, they make no representations or warranties with respect to the accuracy or completeness of the contents of this book and specifically disclaim any implied warranties of merchantability or fitness for a particular purpose. No warranty may be created or extended by sales representatives or written sales materials. The advice and strategies contained herein may not be suitable for your situation. You should consult with a professional where appropriate. Neither the publisher nor author shall be liable for any loss of profit or any other commercial damages, including but not limited to special, incidental, consequential, or other damages.

For general information on our other products and services or for technical support, please contact our Customer Care Department within the United States at (800) 762-2974, outside the United States at (317) 572-3993, or fax (317) 572-4002.

Wiley also publishes its books in a variety of electronic formats. Some content that appears in print may not be available in electronic books. For more information about Wiley products, visit our web site at www.wiley.com.

Library of Congress Cataloging-in-Publication Data

Ramaswamy, Jeeva, 1972–

 Creating a portfolio like Warren Buffett : a high return investment strategy / Jeeva Ramaswamy.

 pages cm

 Includes index.

 ISBN 978-1-118-18252-9 (cloth); ISBN 978-1-118-22742-8 (ebk);

 ISBN 978-1-118-24036-6 (ebk); ISBN 978-1-118-26501-7 (ebk)

 1. Investments. 2. Portfolio management. 3. Buffett, Warren. I. Title.

 HG4521.R276 2012

 332.6–dc23

 2011045521


To my mentors:

Warren Buffett and Peter Lynch

Acknowledgments


I get numerous e-mails and phone calls asking “How was the GJ investment fund able to beat the best market index with a wide margin from its inception?” and “What is the secret behind stock market success?” I wrote this book to answer those questions, and more. By simply applying well-known Warren Buffett investment techniques I have learned how to pick stocks and manage a portfolio. All of my ideas are learned from Warren Buffett’s teachings.

When I became interested in investing, I was interested in learning from the masters. I started reading Warren Buffett’s partnership letters and Berkshire Hathaway’s annual reports to uncover investment principles. After reading most of the books written about Warren Buffett, I reverse engineered his initial investment decision and learned about investing and practiced thoroughly. That knowledge gave me great returns, and that confidence led me to start investment funds similar to his partnership. Over the last two years I have been able to beat market indexes by the largest of margins and I performed in the top 5 percent of the hedge fund and mutual fund universe. Whenever I make a buy-and-sell decision, I try to think about what Warren Buffett would do and try to use his previous investment decisions as reference points.

I have to thank, specifically, Warren Buffett and his gracious teaching mentality and willingness to spread great investment principles to the investment community through annual reports, TV appearances, interviews, and annual meetings. He has truly given other investors a lot to write about and expand upon. Apart from being a great investor, he is also a great human being in terms of philanthropy and living a simple lifestyle. That makes him my mentor and hero.

Next I would like to thank Peter Lynch and his investment books, for he elaborated thoroughly on his investment experience and his research methods, and that was very useful for me.

I would like to thank John Wiley & Sons Inc. team members Debra Englander (Editorial Director), Kimberly Bernard (Development Editor), and Tula Batanchiev (Editorial Assistant).

I would like to thank my freelance book editor, Bill M. West.

I would like to thank my mom and dad, who taught me the necessity of working hard for success.

I would like to thank my wife, Girija Jothi Arumugam, for supporting all my endeavors. I am still amazed by her financial acumen, the way she handles the home finances, and her clear thinking about planning the future. My life totally changed when I held my baby Harshini. She calls Warren Buffett a “Thatha,” which means Grandpa in Tamil. She was able to pronounce Peter Lynch’s name correctly and identify stock charts correctly at the age of 18 months. It makes me happy to realize that she will one day read this book and learn successful stock market investment techniques.

PART I: WARREN BUFFETT INVESTMENT PRINCIPLES

Before you start investing in the stock market, you should have a clear understanding of investment principles so that you can profit from the stock market’s cycles. A simple investing principle is “Buy low and sell high,” but most of the investing public does the opposite.

When good news about a particular company appears in the press, the stock goes up. When that happens, people get greedy and buy at the high price thinking that stock will keep going up, and they can profit by selling at an even higher price than they already paid. After a couple of weeks or months, some bad news comes out about the particular company or a bad economic report or political event happens, and the stock starts coming down in price. When the price goes to less than the price they paid, stockholders get fearful and want to limit their loss or protect their capital and sell at a loss. Unfortunately after they sold, the stock starts to come up in price. Now they are kicking themselves, feeling that they sold too early.

So how do you behave in this market environment? How do you profit from this kind of market behavior? The answer is that you should have a clear understanding of investment principles. The following chapters explain investing principles written by Ben Graham and practiced and improved upon by Warren Buffett. Warren Buffett experienced many boom and bust cycles in his investing career. Those basic principles are guided him during those market cycles and made him one of the greatest stock market investors in the world. Let the journey begin.

Key Points

	Investors should have sound investing principles, patience, and confidence in their own research and belief in themselves.
	Stock investing is part ownership in the company. A business-like investing approach will help you to make intelligent buying and selling decisions.
	Long-term investing includes buying stock at attractive prices, which are less than the intrinsic value of the business, and holding that stock as long as the company’s fundamentals are improving.
	Avoid permanent loss of capital. Never react to short-term price variations because of market gyrations. Analyze the underlying company fundamentals and make a rational decision.



CHAPTER 
1
 Replicating Warren Buffett’s Investment Success


Warren Buffett learned investing from Ben Graham. Initially he practiced Ben Graham’s teachings, then his principles evolved and he finally beat his mentor’s investment successes. When Graham died, he left an estimated $3 million dollars. As I write this book, Warren Buffett’s net worth is around $45 billion dollars. Graham once told California investor Charles Brandes, “Warren has done very well.”1

Buffett started with Graham’s cigar-butt approach, buying the stocks that are trading for less than net current asset value regardless of the company. He started reading Phil Fisher and was influenced by his partner Charlie Munger. He then slowly started to recognize the successes of growth companies. So, he started buying sustainable, competitive, growing companies with fair prices and holding them for the long term.

In this way Buffett learned investing from his mentor and eventually beat his mentor’s investment success. We can learn from Warren Buffett and replicate his investment success. The returns from when he ran Buffett Partnership from 1956 to 1969 are shown in Figure 1.1.2

Figure 1.1 Buffett Partnership Return
[image: c01f001]

As you can see, Buffett generated a gross return of 31.6 percent compound annual return, which excludes the general partner allocation. He generated 25.3 percent compound annual net return after expenses and general partner allocation. After Berkshire Hathaway, apart from investing in the stock market, he started buying whole companies and leaving the existing managers to run the companies. Warren Buffett allocated the money generated by the companies. Berkshire Hathaway’s book value increased 20.3 percent compounded annual return for 45 years from 1965 to 2009. Achieving such a great return for such a long time made Buffett the most successful investor of this twenty-first century.

Buffett has shared his investment principles in Berkshire Hathaway’s annual letters, numerous interviews, and in speeches at different universities. If you have a goal to replicate Warren Buffett’s investment success, you can do it by studying his investment principles and putting them to work for you. His overall investing principle is very simple, but execution of it requires patience and independent thinking. I am not advising you to go ahead and buy the stocks that Warren Buffett buys. Rather, you can learn Buffett’s investment principles and buy your own stocks and manage your portfolio the same way he manages his. You will be able to replicate his investment successes and find success in the stock market.

Because I am sure you have your doubts, I am providing the following calculation as an example. Your full-time profession may not allow you to become a fund manager or you may not believe you will be able to build an empire like Berkshire Hathaway, and that is fine. I can understand that. You do not need to be a fund manager or build a wildly successful company. In the following example, you can see how you can invest your own money without outside investors, starting with a modest investment amount of $100,000.

Buffett Partnership generated a 31.6 percent compound annual return for 12 years. You can apply the same return information to your initial investment of $100,000
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You may have more doubts about these calculations. You could argue that Buffett is a genius and others cannot generate an annual compound return like his. But, in fact, many of Warren Buffett’s followers did just that and I will explain this later. So, plan to replicate just 50 percent of his investment successes in your lifetime, a reasonable and attainable goal.
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This example covers Buffett’s investing career of 52 years. Not everyone has that kind of time available. Depending on your age, you can adjust your final value depending on how many investing years you have left before your retirement. Just be confident that you, too, can make multimillions of dollars from the stock market, if you invest like Warren Buffett.

You do not need to be a genius to replicate, or at least partially replicate, Warren Buffett’s investment success. You do not need a Master’s degree in Business Administration (MBA) or even to run your own business. You should, at least, have interest in learning Warren Buffett’s investing principles and how to implement those principles. Those factors are explained in this book. Believe in yourself, you can do it.

Before reading books about Warren Buffett, I did not know the basics of stock investing. All of my investment knowledge has come from reading books written about Warren Buffett, Berkshire Hathaway’s annual letters, numerous interviews with Buffett, and the reverse engineering of his investments over many years. Each time as Warren Buffett buys new stock, I try to find out why he bought that company’s stock at that specific time. Basically, I try to understand his investment reasoning.

After successfully implementing his investing principles into actual trades with my own money, I was very confident that I could handle other people’s money and do the same. I did follow Buffett’s footsteps and started my own investment partnership fund, GJ Investment Funds, with the same rules that he used when he started his partnership. Nowadays, we call these partnerships hedge funds and only accredited investors are allowed into the funds. Normally, hedge funds charge 1-to-2 percent of the management fees and 20 percent of the profit. Even if the hedge fund is down a certain year, it still charges 1 to 2 percent of the management fees on assets under management. Buffett did not use that method; he didn’t charge a management fee at all. As general partner, he took 25 percent of the profit above a 6 percent hurdle rate with a high water mark. He believed he did not deserve to get paid if he did not make money for his limited partners above 6 percent. I felt the same way and used those same fund rules. When I started the fund in November 2008 using the Buffett principles, I was very successful. I beat Buffett Partnership returns with a wide margin and got to the top 5 percent of all mutual and hedge fund managers. I am very confident that Warren Buffett’s investment principles will continue to guide me to deliver great returns in the future, too. I have found, and so have many others, that it is possible to replicate Warren Buffett’s investment success.

For example, Edward Lampart of ESL Investments also used Warren Buffett’s investment principles to build his empire. He acquired Kmart from bankruptcy, acquired Sears, and then merged both firms to form Sears Holdings Corporation. He became chairman of the firm. Sears occupies more than 40 percent of his $9 billion dollar hedge fund. The other two biggest positions belong to AutoZone and AutoNation. His employees sit on both companies’ boards. These top three positions occupy more than 90 percent of the portfolio. Lampart learned investing by reverse engineering Warren Buffett’s investments. He managed to deliver more than 29 percent compound annual return using Buffett’s investing principles. Another example is Appaloosa Management’s David Tepper. Using distressed securities and debt, he was able to deliver more than a 28 percent compound annual return. Another example is Ian Cumming. He runs Leucadia National very similarly to the way Buffett runs Berkshire Hathaway. Leucadia stock compounded 33 percent from 1978 to 2004.

The examples are endless. I can keep going with the list, but I believe you get the point. If you are able to implement Warren Buffett’s investing principles and execute them properly, you can deliver excellent returns for your investment portfolio. As an individual investor, you are in a more advantageous position than Warren Buffett. Here’s why:

 1.
He manages a $50 billion investment portfolio and he can select only large-cap stocks. He cannot invest in small and mid-cap companies because those investments will not make much difference to his portfolio.

 2.
 You can buy and sell your portfolio holdings faster without affecting the price of the stock; Buffett cannot do that. For example, he owns around 10 percent of Coca-Coca. If he feels that Coca-Cola’s stock price becomes overvalued at the current market price and decides to sell at that price, he will not be able to sell all of his holdings at that price. It is not likely there will be a buyer for such a large amount of stock. He needs to sell slowly, without affecting the price of the stock. If he tries to sell all his holdings in a couple of days, his selling alone will knock down the price of Coca-Cola stock.


In this book, I will explain how to implement Warren Buffett’s investing principles step-by-step, using actual investment examples. All you need is confidence, and to believe that you can replicate Warren Buffett’s investment success. Believe in yourself. You can do it.

Notes
1.  Warren Buffett interview with Charles Brandes, May 1993.

2.  Buffett Partnership Ltd. letter, May 29, 1969.



CHAPTER 
2
 Business-Like Investing


If you buy a stock in a business believing that you are a part owner of that company, you behave differently from the stock market crowd. The vast majority of stock market investors believe that the stock exchange is like a big casino and stocks are entry tickets to play the game.

The buying and selling decisions of many investors are totally price myopic and have nothing to do with company fundamentals. They try to predict what the price of the stock will do in a short time and try to profit from that price swing. They think they are investors, but in reality they are traders. They try to predict what the market will do during the short term and buy or sell their holdings depending on those market predictions. Predicting the market is impossible. History proves that “predicting” the stock market simply does not pay off. Still, traders spend tremendous amounts of time and energy trying to do just that.

During the year’s end, you can see market gurus and hedge fund managers try to predict the market for the next year. You can go and look back at their predictions for previous years and find out what really happened, and you will find 90 percent of those predictions were wrong. The other 10 percent may be right, but that is because of pure luck, nothing else.

Whenever those market pundits are very bullish on the market, the market actually tanks. Whenever they are worried about the world coming to an end, the opposite happens. For example, just go to the market predictions made by many Wall Street market pundits during the end of 2008, after the financial crisis. You will find they predicted that 2009 would be a horrible year, the sky was going to fall, and everyone should get out of the market. What actually happened? The stock market started to rally starting in March of 2009.

You cannot invest based on those predictions. Millions of market participants are taking action depending on their own perception of the market and what it will do. No one can predict what those millions of individuals think.

Do you want to bet your hard-earned money trying to predict what others will do? In order to avoid this irresponsible behavior, you need to understand a company thoroughly before investing in it. If you want to become a better investor, you need to remove the trader mentality and think like a business owner. Thinking like a business owner before you buy into any business will have you eager to find out everything about the business. You′ll research past revenue, profit margin, debt level, competitive forces, sustainability of the business model, market share, management performance, company capability, and so on.

Before investing in a business, find out how that business performed in the last recession. Understand the history of the business and how it performed over the last 10 years. What is its earning growth? What is its owner growth? Gathering as much information about the company before making any decisions is referred to as fundamental investing. Once you know all the facts about the company, you can reasonably assume the future cash generation of the company. You can also attempt to calculate the value of the company, which is called intrinsic value, a calculation that will be explained in a later chapter. If you buy the stock at less than the calculated intrinsic value of the company and hold that stock for the long term, you can do reasonably well in stocks.

If you are a business owner, you do not sell your business as soon as you can get 10 to 20 percent more money for your business. Instead, you prefer to continue running your business and increasing its economic value over the long term so that you can earn maximum profit from your business. You need to have the same kind of mentality when you invest, even if you are merely purchasing 100 shares of a company.

Below is an example from Warren Buffett’s investing career. Buffett started investing Berkshire Hathaway’s money in GEICO in 1976.1 Within five years, he had invested approximately $45.7 million. Due to company share buy-back programs, his stake increased to 51 percent of the company without purchasing any additional shares. In 1996, Berkshire Hathaway paid $2.3 billion to acquire the remaining 49 percent of the company. That means 51 percent of the company’s worth was $2.39 billion dollars. For calculation purpose, we assume that he invested $45.7 million in 1976. That means in 20 years, his $45.7 million, increased to $2.39 billion, which is 52.36 times the size of his initial investment.

We can calculate the compound annual return of his investment:
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If he had sold his GEICO shares for a 50 or 100 percent gain, the investment might not have grown to 52.36 percent total return. How was it possible? The answer is because he had the mentality of a business owner, not one of a trader.

GEICO stock might have gone up or down in those 20 years. If he had acted like a trader, he might have sold for a quick gain and moved on to other securities. He might have invested that money in other stocks, which might have lost money. As a business owner, he believed that GEICO had a lot of earning potential. He did not want to leave that great potential reward for short-term profit gain. Because of the business-like approach with a long-term time horizon, Buffett was greatly rewarded.

We can also use Berkshire Hathaway as an example. Buffett took over the company in 1965 with a business-owner mentality. Initially he thought of turning around the textile operation, but found that came with a large number of obstacles. He used the cash flow from Berkshire to buy insurance companies and then used the insurance companies’ premiums to buy other businesses. When he liquidated Buffett Partnership, he paid cash or Berkshire Hathaway shares to the limited partners, depending on their preferences. Most of the limited partners stayed with him, and for good reason. The Berkshire Hathaway book value increased 434,057 percent from 1964 to 2009. The stocks traded almost identically to the book value, a 20.3 percent compounded annual return.

If you invested $10,000 in Berkshire Hathaway in 1965 and kept that stock until the end of 2009, that money would be worth $43.4 million. If, however, you acted like a trader and sold your position as soon as it doubled, you would have lost a great fortune. The limited partners who stayed in Berkshire Hathaway became multimillionaires. I was fortunate to meet a couple of them at one of Berkshire Hathaway’s annual meetings.

The business-owner type approach to investing made all of those limited partners a great deal of money. Warren Buffett did not sell any of his shares during those 44 years, because as a business owner he knew the potential of his company and what kind of potential reward he could get in the future.

During Buffett’s investing career, there have been many down times, including recessions, real estate bubbles, the 2001 technology bubble, the 1987 crash, and many more. Still, he persisted and generated a 21 percent compound annual return for Berkshire Hathaway shareholders. He did so by owning businesses and buying shares in wonderful companies. Berkshire Hathaway shares have lost more than 50 percent six times over the years since Buffett took over. This did not bother Buffett. He managed to continue thinking like a business owner. He always knew that Berkshire Hathaway’s operating companies would earn great amounts of money in the future.

During the recent 2008 recession, revenues of Berkshire’s operating companies decreased more than 30 to 50 percent. Berkshire Hathaway shares decreased from around $146,000 per share for Class-A shares in February 2008 to as low as $70,050 per share in March 2009, marking a 52 percent drop. Buffett’s net worth decreased 52 percent. The stock price may have bothered him, but he did not panic and sell Berkshire Hathaway shares at the bottom. As a business owner, he knew the economy would begin to recover and his operating companies would increase revenues and earnings. That is just what happened. The Berkshire Hathaway operating companies’ revenue started to increase around 30 percent to 50 percent from the low point in two years. Berkshire Hathaway stock also recovered and was trading at around $120,000 in December 2010.

As an investor, if you hold 10 to 20 diverse businesses, you will do fine in the long term. When you have a business-owner mindset, market price swings will not bother you. But that is not human nature. Whenever we see the price of our stocks drop, it is in our wiring to react and sell the stock before it goes down further. As an investor, you need to think like a business owner and restrict that human urge to react. Thinking like a business owner will cause you to behave differently. When you do not see fundamental deterioration in a company, daily price swings should not bother you. When the bargain opportunity exists, you can buy more shares at bargain prices, because the traders of the world will certainly react by abandoning ship and selling.

To provide a recent example, in May 2010 the news of the debt crisis in Greece spread quickly in the financial media, causing the market to free fall. The Dow dropped from 11,151 to 10,380 in five trading days.

On May 6, 2010, the Dow dropped about 1000 points as the result of a technical glitch and closed the trading day around negative 350 points. All the pundits on television were talking as though the world was going to come to an end. They urged us to sell holdings and short securities to earn money from the downturn. If anyone believed in such market prediction and acted, they likely would have lost money on the following Monday. During the following weekend, the European Union announced a $1 trillion bailout and the Dow soared 404 points on May 10, 2010.

If you had a business-owner mindset, you might have raised the following questions:

 1.
In your portfolio, what percentage of revenue is coming from Greece?

 2.
 Was the company going to generate 7 percent less revenue because of this problem in Greece?


If your company did not do any business in Greece, the revenue and earnings capability of the businesses did not change. Therefore, you should have ignored the market price of your company shares. If your portfolio had no companies with exposure in Greece, you should have left your portfolio alone. Even if your companies had exposure to Greece and earned around 2 to 5 percent revenue and earnings from there, you only needed to adjust your earnings projection and calculate the reduced intrinsic value of the company. If the price of the stock was trading below the intrinsic value, you could have left it as it was. When the market is falling, do not panic and sell your position. If you know the true worth of the business, you can ignore the market prices and take advantage of the opportunity to buy more shares.

Whenever businesses try to institute new initiatives to improve, those changes take multiple quarters or years to reflect the bottom line. Those initiatives might be reducing costs, introducing new products or services, penetrating a new market, spinning off divisions, or acquiring other businesses to grow revenue. Therefore, upon getting word of such initiatives, you cannot buy stock today and expect those changes to happen quickly and increase stock price. Instead, you need to be patient until those initiatives deliver the expected results.

If one of your existing holdings gets into trouble or a temporary downturn, you should not sell that position. If you feel that the problem is temporary, the current management can fix the problem or the business is in the process of fixing the problem, you should hold that stock. Doing so gives you a better return after the business fixes the problem. Below is an example from my investment in Horsehead Holdings Corp., symbol ZINC.

Horsehead Holding Corp. engages in the production and sale of zinc and zinc-based products in North America. The company products include Prime Western (PW) zinc metal, zinc oxide, and special high-grade (SHG) zinc metal. In addition, the company recycles electric arc furnace dust, a hazardous waste product generated by steel mini-mills. An accident happened in one of the company’s production plants in Pennsylvania on July 23, 2010. The following is the announcement from the company regarding the accident.2

Horsehead Holding Corp. Reports Explosion and Two Fatalities at its Monaca, PA Plant, July 23, 2010

Pittsburgh, PA, July 23, 2010—Horsehead Holding Corp. (Nasdaq: ZINC) reported today that on July 22, 2010 an explosion occurred at its Horsehead Corporation Monaca, PA facility. The explosion, which occurred around 4:30 p.m., resulted in two fatalities and injuries to at least two employees in the plant’s refining facility. The Company is honoring the request of the families to not release the names of the deceased and injured employees. Both injured employees were treated and released from local hospitals yesterday evening. The Company’s President and CEO, Jim Hensler, said, “We are deeply saddened by the loss of our co-workers and most concerned about our employees and their families; our initial efforts are directed to helping them. The exact cause of the explosion is unknown and is currently under investigation.”

The Monaca plant produces zinc metal at its smelting operations and refined zinc metal and zinc oxide at its refining operation. The zinc refinery has been temporarily shut down pending an accident investigation. The Company is assessing the damage and the time it will take to complete repairs. The smelter will continue to produce zinc metal during this period. The Company has notified its insurers and will be actively working with customers to minimize supply disruptions.


After the announcement, on that particular day, the stock lost 9.51 percent and closed the day down 4.5 percent from the previous day’s closing. The announcement said the plant was going to shut down temporarily for accident investigation. As soon as negative news was published, the stock lost 9.51 percent and was trading at $7.32 per share. Below is an announcement that was published five days later regarding an update of the incident.

Horsehead Holding Corp. Provides Update on Operations at its Monaca, PA Plant, July 28, 2010

Pittsburgh, PA, July 28, 2010—Horsehead Holding Corp. (Nasdaq: ZINC) today provided an update on the incident that occurred at its Monaca, PA facility on July 22, 2010, which resulted in two fatalities in the plant’s zinc oxide refining facility. The zinc refinery remains on temporary shutdown pending completion of an investigation and assessment of the damage. Teams from the U.S. Occupational, Safety and Health Administration (OSHA) and the U.S. Chemical Safety & Hazard Investigation Board (CSB) are investigating the cause and the circumstances that may have contributed to the occurrence of this incident. Horsehead is strongly committed to the safety of its employees, contractors and visitors and is cooperating fully with these investigations. In addition, the Company’s insurance underwriters and the Company are conducting their own investigations into the cause and the circumstances that contributed to this incident. The United Steel Workers union is also participating in the investigations.

A preliminary assessment of the damage indicates that each of the 10 columns used to produce zinc oxide and refined zinc metal in the refining facility will need to be rebuilt before production can be safely restarted using these columns. It was further determined that the rebuilding process will be delayed pending results from the accident investigation to assure that all safety measures are considered before production begins. The investigations may take several weeks to complete. It is anticipated that it could take several months for production capabilities in the refining facility to be fully restored. In the meantime, until the full extent and timing of repairs is known, the Company has decided that all employees at the Monaca facility will remain on the payroll and continue to receive benefits.

The Company’s President and CEO, Jim Hensler, said, “We are committed to safety and restoration of our operating capabilities and are working hard to provide support to our customers.”

While the smelting facility and other operations at the Monaca plant remain active, they are operating at a reduced rate. The smelting facility is currently operating five of its six furnaces producing zinc metal. The operating level of the smelter will be adjusted based on market conditions and as operations at the zinc refining facility are restarted. The full financial impact of this incident is not known at this time. The Company expects that the cost of repairs and the loss of revenue from its zinc oxide sales during the rebuilding period, which historically have represented 40% of the Company’s revenues, will be partially offset by increased metal sales and will be subject to recovery under the Company’s business interruption and property insurance.

“Our thoughts and prayers continue to go out to the family and friends of Jim Taylor and Corey Keller who were fatally injured in this incident,” said Horsehead President and CEO Hensler. “We support the initiative taken by the United Steelworkers in establishing a memorial fund on their behalf. We encourage anyone wishing to make a donation to send a check made payable to the “Keller & Taylor Memorial Fund” and mail it to USW Local 8183, 1445 Market St., Beaver, PA 15009,” Hensler added.


The announcement clearly states that five of six furnaces would be operating during the inspection period, and that increased metal sales, along with company insurance, partially offset the revenue loss. Even after the announcement, the stock did not increase much. On July 28, 2010 the stock closed at $7.78 per share. This temporarily fixed the problem and appeared to be a good buying opportunity.

On August 1, 2010 the company announced that it had found the root cause of the accident and was working on fixing the issues. Horsehead announces it would restart the facility on December 21, 2010. The announcement follows.

Horsehead Corporation Announces Return of Zinc Smelter to Full Production, December 21, 2010

Pittsburgh, PA—Zinc producer Horsehead Corporation, a wholly owned subsidiary of Horsehead Holding Corp (Nasdaq: ZINC), today announced that it has re-started a sixth zinc smelting furnace at its facility in Monaca, PA, returning the smelter to full production. The Company has re-started operations at the refinery, with the ability to produce the full compliment of zinc oxide products, and expects to return to pre-incident zinc oxide production capability at its refinery in early January 2011.

Horsehead previously reduced its operations from six furnaces to five in response to the incident on July 22, 2010 at its zinc refinery that resulted in a shutdown of its zinc oxide production process. Since that time, the Company has made significant changes to improve safety and efficiency.

“Our progress in re-building the refinery remains on schedule,” said Jim Hensler, Horsehead’s President & CEO. “Horsehead is increasing metal production to supply refinery columns that have started into production. Also, we have expanded our customer base since the incident and expect, given current market conditions, to remain at a six furnace operation level for the foreseeable future,” Hensler added.

Looking at Figure 2.1, consider that if you bought the stock after the announcement on July 28, 2010 that confirmed the problem would be fixed in three to six months, you likely could have bought stock at around $7.78 per share. The restarting facility announcement came on December 21, 2010 when the stock was trading at $13.04 per share. This five-month holding period experienced a 67.60 percent return. Thinking like an owner instead of a trader would have given you patience and led you to experience the return. On the contrary, if you panicked and sold your shares when the company announced the bad news, you likely would have lost the upside.

Figure 2.1 ZINC chart
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The main focus of mutual fund and hedge fund managers is to generate maximum returns. Those funds report their performances to their investors every month or every quarter. If they do not deliver good numbers, the clients are likely to pull out their money. Because of that pressure, their intention is to generate maximum possible returns before their reporting period. Managers constantly buy and sell large numbers of securities to generate maximum possible return during the short term. Even if they have found the perfect company to buy they are forced to sell too soon and leave the huge upside on the table. Thankfully, those kinds of performance pressures are not there for you. That is another added advantage for you as a regular investor. Your main focus is to generate maximum possible returns from your investments.

I am very confident that when you behave like a business owner, you are able to beat 90 percent of professional mutual and hedge fund managers. Discussing how he behaves like a business owner, Warren Buffett once remarked, “I never attempt to make money on the stock market. I buy on the assumption that they could close the market the next day and not reopen it for five years.”3 Buffett totally ignores the market during the short term. Whenever stocks drop as soon as he buys them, he does not worry or panic; those are just quotation losses. Buffett prefers to monitor his investment successes the same way a company’s Chief Executive Officer monitors the company’s progress. He looks at the revenue growth, earnings growth, return on equity, return on invested capital, debt level, capital expenditure, and so on. He considers how much the business’ net worth increased that year. CEOs do not measure their successes by the stock price increase.

If a business fundamentally improves, the stock price should follow during the long term. Short-term price swings depend more on market news than on fundamental company changes.

Business-like investing will help you make a correct decision in selling also. In Wit and Wisdom from the World’s Greatest Investor, author Janet Lowe writes:

Mr. Market was a character invented by Graham to illuminate his student’s minds regarding market behavior. The stock market should be viewed as an emotionally disturbed business partner, Graham said. This partner, Mr. Market, shows up each day offering a price at which he will buy your share of the businesses or sell you his share. No matter how wild his offer is or how often you reject it, Mr. Market returns with a new offer the next day and each day thereafter. Buffett says the moral of the story is this: Mr. Market is your servant, not your guide.4

Selecting great stock is one part of the process. If you are right, be patient. You will be rewarded handsomely. Lowe explained this when she wrote:

One reason for buying excellent companies (in addition to strong growth) is that once the purchase is made, the investor has only to sit back and trust the company’s managers to do their jobs. In 1973, Buffett already -size chunk of Berkshire, plus a bank in Illinois, an Omaha weekly newspaper, interest in half a dozen insurance companies, a trading stamp company, and a chain of women’s clothing stores and a candy company.5

Regarding the ease that results from making wise initial decisions, Sam Thorson, writer for the Nebraska Journal and Star once recorded Buffet as saying, “I can almost do it with my hands in my pockets. I really live a pretty easy life.”6

If you are a business owner and your business doubles, you do not immediately sell the business. You know the true worth of the company and you ride it as much as possible. But Wall Street crowds think the other way. Of course, taking profits never hurts, but missing out on future rewards does. Traders sell their positions as soon as they double their money. Then, they use that money to buy a possible loser.

The business-like investing approach will help you to make intelligent buying and selling decisions. When you are planning to sell stock, do the research and find out the current intrinsic value of the business. Ask yourself what the price of the stock is compared to the intrinsic value of the business. If the price of the stock is less than its current intrinsic value, that is good. Also consider the growth prospects of the company. If the company is still growing, that is great news. Even if you are up 100 percent or 200 percent, do not sell it, because you are going to earn maybe 1,000 percent from that investment. Think like a business owner and behave like one. After all, the greatest investor in the world does:

Most of our large stock positions are going to be held for many years, and the scorecard on our investment decisions will be provided by business results over that period and not by prices on any given day. Just as it would be foolish to focus unduly on short-term prospects when acquiring an entire company, we think it’s equally unsound to become mesmerized by the prospective near-term earnings when purchasing small pieces of a company, i.e., marketable common stocks.7

Notes
1.  “Buffett Listed by Fortune with Wall Street Winners,” Omaha World-Herald, July 31, 1983. Quoting from Fortune magazine, August 8, 1983.

2.  Horsehead holdings corp., News, www.horsehead.net.

3.  Janet Lowe. Warren Buffett Speaks—Wit and Wisdom from the World’s Greatest Investor. New York: John Wiley & Sons, 1997, p. 150.

4.  Janet Lowe. Warren Buffett Speaks—Wit and Wisdom from the World’s Greatest Investor. New York: John Wiley & Sons, 1997, pp. 94–95.

5.  Ibid, Page 150.

6.  Sam Thorson “Warren Buffett, Omaha in search of social challenges,” Lincoln, Nebraska. Journal and Star, March 18,1973, p. 6F.

7.  Robert Dorr. “Newspaper Holdings Kind to Omaha Investor Buffett.” Omaha World-Herald, April 16, 1978, p. 6J.



CHAPTER 
3
 Long-Term Investing


Long-term investing, also known as buy and hold, does not mean buy a company’s stock and then forget about the company for 10 to 20 years. You need to buy a growth company and consistently follow its revenue and earnings growth every quarter and every year. As long as the company is growing at a decent rate, keep holding the stocks for long-term gain instead of selling the stock to protect short-term gain. In long-term investing, investors should ignore the stock price variation, which is happening every day depending on the market events. As an investor, you need to judge the investment by its economic progress as a business. Many investors believe that if the stock price increases as soon as they buy it, then they picked a winner and they feel happy. On the other hand, if the stock price goes down, they think that they picked a loser and they feel awful.

When you buy in, you should allow sufficient time to judge whether or not your investment is successful. During the short term, the price variation of the stock is irrelevant to the underlying company’s fundamentals. But, during the long term, a company’s fundamental changes should reflect the stock price. You need to monitor your investment by following the underlying company’s fundamentals.

Here is Warren Buffett’s reasoning for his Washington Post purchase:

It’s a lot of different going out to Kalamazoo and telling whoever owns the television station out there that because the Dow is down 20 points that day he ought to sell the station to you a lot cheaper. You get into the real world when you deal with a business. But in stocks everyone is thinking about the relative price. When we bought 8 percent or 9 percent of the Washington Post in one month, not one person who was selling to us was thinking that he was selling us $400 million worth for $80 million. They were selling to us because communication stocks were going down, or other people were selling, or whatever reason. They had nonsensical reasons.1

In February 1973, Buffett started buying the Washington Post at the price of $27 per share. The price of the stock kept going down to as low as $20.75 per share. But, he kept on buying the stock. By October 1973, Berkshire was the largest outside investor in the Washington Post. Buffett invested around $10 million in the paper. He still holds that stock and, as of his 2009 annual report, the investment is worth around $357 million. If he felt that he lost money and sold his stock as soon as it dropped 23 percent, he might have had a loss in his investment. Instead, he held it for the long term and generated an excellent result. That is the beauty of long-term investing. That kind of mentality makes Buffett significantly different from the rest of the market.

History shows that long-term investing is a very profitable strategy when compared with short-term investing. Nowadays, there are a lot of articles written about long-term investing stating that buy-and-hold strategies are dead in today’s dynamic markets. Market gurus who appear in the media claim that Buffett’s kind of investing is an old way of investing and it is not appropriate for today’s market.

Today’s market is filled with high-frequency trading, day trading, and exchange-traded fund (ETF) investing. Big institutions are using algorithmic trading software to make the buy-and-sell decision rather than depending on emotional humans. Their mantra in these companies is: “To make money in the stock market you have to buy and sell frequently, otherwise you will get killed.” But that is not the case in today’s market. Long-term investing still yields the best return compared to short-term investing.

Now we look at the recent long-term investing performance of stocks, which we will assume were bought on January 1, 2001, and kept until December 31, 2010, making for a 10-year holding period. We will consider this as a long-term investment. We will look at a couple of the best-performing companies during the last decade.

One such company is Apple Computer (AAPL). Everyone knows about this company, and today there are millions of people using its products. Figure 3.1 shows the price chart of AAPL for last 10 years.

Figure 3.1 AAPL chart
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AAPL’s closing price on January 2, 2001 was $10.81 per share, adjusted for splits. On December 31, 2010, AAPL’s closing price was $322.56 per share. The total return was 2,983 percent in 10 years, which is a 40.43 percent compounded annual return. If you had invested $10,000 in Apple stock 10 years ago, that would be worth around $298,300 by year-end 2010. Millions of investors might have bought and sold Apple shares during last 10 years and made profits or lost on their trades. How many people might have gotten 29 times their invested money from the Apple stock? The answer is probably less than 1 percent of the investors. So, why did the other 99 percent of the investors not get that kind of return? The answer is because of their short-term focus. As soon as they doubled or tripled their money, they likely sold their shares and left the huge upside on the table.

Now we look at the next example, the energy company Southwestern Energy (SWN). See Figure 3.2.

Figure 3.2 SWN Chart
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On January 2, 2001, the SWN closing price was $1.13 per share, adjusted for splits. On December 31, 2010, the closing price was $37.43 per share. The total return was 3312 percent in 10 years, which is a 41.91 percent compounded annual return. If you had invested $10,000 in Southwestern Energy 10 years ago, it would be worth around $331,238 as of the end of 2010. So, the conclusion is long-term investing can most certainly work in this dynamic fast-paced market also. It will work in the future too.

Let’s look at another example from Buffett’s investing career,

We owned 5 percent of the Walt Disney Company in 1966. The whole company was selling for $80 million in 1966, debt free. $4 million bought us 5 percent of the company. They spent $17 million on the Pirates of the Caribbean ride in 1966. Here was a company selling at less than five times the ride and they had a lot of rides. I mean that is cheap.2

In 1966, Buffett invested in Walt Disney (DIS), his initial investment price was around 31cents per share on a split-adjusted basis. He then sold at around 48 cents for a quick gain. Berkshire Hathaway had a stake in Cap Cities/ABC. After 30 years, Cap Cities/ABC merged with Walt Disney. At that time, Berkshire received $65 per share worth of Walt Disney stock. If he had kept his shares in Walt Disney without selling for a quick gain, he might have generated 209 times his initial investment in 30 years. That is 19.5 percent compounded annual return for 30 years.

On the other side of the rosy pictures I painted previously, if you invested $10,000 in GM or Fannie Mae or Freddie Mac or Lehman Brothers, you might have lost all of your money during 2008 financial crisis. As an investor, you need to differentiate the successful companies from the bad ones. Before buying any company’s stock, you have to do thorough research on that company as per the “stock research checklist” which I will explain in from Chapters 5 to 21. After the purchase, you need to monitor how the business is doing each and every year. Consider what the management is doing to improve the bottom line. What are the management’s plans for the future expansion? How is the management executing the growth plan? As long as you are satisfied with the company’s progress, you can hold the stock. That’s why Buffett has a list of stocks as “core holdings,” which will be in his portfolio for a long, long time. Of these stocks, Buffett once said, “Charlie (Munger) and I expect to hold our stock for a very long time. In fact, you may see us up here when (we are so old that) neither of us knows who the other guy is.”3

Apart from the excellent returns explained above, here is a selection of the additional advantages of long-term investing. You can:

 1.
Reduce the capital gains taxes.

 2.
 Reduce the broker commission.

 3.
 Reduce the expenses for an accountant.

 4.
 Reducing the probability of picking losers.


Capital Gains Taxes

If you sell the stocks before one year, capital gains are taxed at a personal level and may be around 30 percent. If you sell the stock after one year, those capital gains are taxed at 15 percent. If you have capital gains, but do not sell the stock, you do not have to pay anything until you sell the stock. For example, consider two investors, A and B. Both start with a $100,000 initial investment amount. Both are generating 20 percent return every year. But, they invest with different methodologies.

Investor A is a short-term investor. He tries to sell everything as soon as his holdings cross the one-year holding period. Realizing the capital gains, he takes out the money for that year’s capital gains taxes and invests the remaining money next year. He generates 20 percent every year. Here are his numbers:

[image: c03t02623vd]
Total tax paid was $197,094.98 over 10 year period. The final net amount after 10 years was $121,899.44.The amount profited from 10 years of investing was $121,899.44 − $100,000 = $21,899.44. The net return generated after 10 years of investing was 21.89 percent.

Investor B is a long-term investor. He invested in year one and did not sell any stock for 10 years. His holdings also increased 20 percent annually. He sold the stock and paid the capital gain taxes at the end of the tenth year. Here are his numbers:

[image: c03t02723wf]
Capital gains tax after the tenth year (15 percent) was $619,173.64 × 0.15 = $92,876.05. The amount profited from 10 years of investing was $526,297.60. The total net return generated after 10 years of investing was 526 percent.

Look at the difference of long-term investing compared with short-term investing, a whopping 504.11 percent! That is one of the many benefits of long-term investing.

Broker Commission

Broker commission is another expense that will eat away at your long-term return. If you use a full-broker service, you will end up paying more commission; discount brokers charge you less for the trade. For example, TD Ameritrade charges $9.99 per trade (of up to 100,000 shares). In a short-term investor scenario, imagine you have $100,000 dollars in your account holding around 20 stocks and with a turnover rate of 100 percent, which means 40 buys and 40 sells. If you trade your full position at one time, that is 80 transactions.

Normally you should not buy and sell your full positions at one time because market prices change all the time. You need to buy or sell incrementally to get better pricing. For our consideration, say you are trading 50 percent of the positions each time, which means 160 transactions per year. That means total expenses would be $1,598/year, 1.59 percent of the initial investment size of your $100,000 portfolio. Multiply this expense over 10 years and you are paying a total of $15,980.

Now consider the long-term investor scenario, 40 transactions for buying and 40 transactions for selling. Total commission is $799. With long-term investing, you would save around $15,180 dollars in a 10-year period.

The above-mentioned calculation is for 10 years, but think about the expenses for 20 to 40 years of investing duration. In the above calculation, we assumed just 100 percent turnover ratio every year. But in reality, think about the day trader who makes 20 to 30 transactions each day. On an even bigger scale, think about mutual funds’ and hedge funds’ commission dollars. Those funds make thousands of transactions every year. They are charged about one to three cents per share from bigger brokerage houses like Goldman Sachs. The commission rates for international exchanges are even higher. When you practice long-term investing you can save a lot of money in commission dollars.

Accountant Expenses

When you are filing taxes, each and every transaction needs to be reconciled to calculate the profit and loss of each trade. Think about the day-trader transactions. The accountant needs to spend a lot of time to calculate the profit and loss. They need to consider wash-sale provisions also. Most accountants charge by the hour. If you have more transactions, you have to spend a lot more money for accounting. When you are a long-term investor, you can save on that cost too.

Picking Losers

When you are doing short-term trading, as soon as you get the profit in one of your trades, you like to redeploy that profit to another stock. If you pick the wrong stock at that time, you are probably going to lose the previously gained profit. Even then, you are liable for capital gains tax on the previous profit unless you take a loss on the recent trade. When you are doing too many transactions with too many stocks, your level of research in each one of the companies will be less.

As Warren Buffett puts it,

I made a study back when I ran an investment partnership of all our larger investments versus the smaller investments. The larger investments always did better than the smaller investments. There is a threshold of examination and criticism and knowledge that has to be overcome or reached in making a big decision that you can be sloppy about on small decisions. Somebody says, “I bought a hundred shares of this or that because I heard about it at a party the other night.” Well there is that tendency with small decisions to think you can do it for not very good reasons.4

To recap: Long-term investing includes buying stock at attractive prices, which are less than the intrinsic value of the business, and holding that stock as long as the company’s fundamentals are improving. As Buffett puts it:

Stocks are simple. All you do is buy shares in a great business for less than the business is intrinsically worth, with managers of the highest integrity and ability. Then you own those shares forever.5


Notes
1.  Roger Lowenstein. Buffett: The Making of an American Capitalist. New York: Random House, 1995, p. 152.

2.  “Warren Buffett Talks Business”, The University of North Carolina, Center for Public Television, Chapel Hill, 1995.

3.  Berkshire Hathaway annual meeting, Omaha, 1996.

4.  “Warren Buffett Talks Business”, The University of North Carolina, Center for Public Television, Chapel Hill, 1995.

5.  Andrew Kilpatrick, Of Permanent Value: The story of Warren Buffett, (Birmingham: AKPE, 1994) p. 568, Quoting from Forbes, August 6, 1990.
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