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SHARE INVESTOR

CHOOSING SHARES

owyoucanhea

long-term winner

Money's Value.able columnist, Roger Montgomery, sets out his
principles for long-term sharemarket success in a new book

ODAY IWILLREINVENT
the way you invest. If you
are like many people your
portfolio has enjoyed botits
of strong returns but other-
wise lurches from one crisisto the next, Why?

T'he way many people buy stocks and man-
age their portfolios is misdirected and much
of what passes as advice may be misguided.
The problem goes all the way back to the way
we even look it the market. But perhaps the
most stunning revelation is that, despite an
obvious and superior alternative, few people
have taken the time to investigate it.

As a professional investor I didn't have
the time either. Then one day I found myself
with the time, the curiosity and, most impor-
tantly, the energy.

Why, for example, do most portfolios mere-
ly rise and fall with the market, despite the
best efforts of investors and their advisers?
Why can’t all the brainpower the financial
industry is able to muster warn you that a
erash is imminent?

Don't be a sucker

Why do so many investors act as if crashes
are rare? And why do investors continue to
be suckered into clearly dublous "opportu-
nities"? Why are there billion-dollar losses
that are clearly avoidable?

One of the major reasons the sharemar-
ket proves to be such a contest for so many
imvestors is that we are approaching it the
Wrong way,

Dioesa rising share price mean the company
is 2 blue chip? Does a falling share price mean
the shares are more risky? Formy money, a
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rising price increases the risk of Ioss as well
as pushing up the opportunity cost.

A falling share price should be seen
as a friend of the investor, allowing you to
buy more of a good thing at even more
artractive prices. Most investors don't think
this way.

We have been mismeasuring risk. The mar-
ket is much more volatile than we thought
and more than we would like. A blue-chip
stock is not a low-risk investment.

A high-vield one is not defensive. There is
nothing defensive about paying a high price
for any business.

The conventional approach to investing is

need to be patient but over time, beating
the market is not the greatest challenge in
share investing,

Onee you discover how to identify extraor-
dinary businesses and estimate the right
price to pay, the only challenge lesft is to avoid
being distracted by the market's noisy and
often destructive remptations.

Most people, however, take their cues from
prices. If prices rise, the stock is “good”. If
prices fall the stock is “bad™ In realiry the
reverse may be true.

Without turning the stockmarket of f how-
pver, it's hard not to be swayed by its temp-
tations. Approach stocks the same way you

The conventional approach to investing
is fraught with guesswork

fraught with guesswork and presumptions
that have been left unchallenged by those
applying it to your portfolio and risking your
money on your behalf.

Whether vou are a full-time, part-time or
first-time Investor, a professional adviser
or self-directed investor, I wrote Value.able
to show you that there is a far simpler and
more successful way to invest in the stock-
market, and that your portfolio does not
need to be beholden to the intoxicating and
frequently wealth-destroying influences of
the stockmarket,

As I have demonstrated here in Money, in
real time you can beat the market and it is
not as hard as you might think.

Sure you won't beat it every year and you

would approach buyinga business and guite
suddenly the way you look at the stockmar-
ket changes.

If you were going to buy the local newsa-
gency or a fast-food franchise, what would
you look at to assess it?

I'he same things you should be looking
at when buying shares, If you were buying
an unlisted business, I doubt you would be
buying it with the objective of selling it next
week or next month either.

Once again, approach the exercise of buy-
ing shares the same way. And if vou stick to
buying businesses with the metrics | suggest,
youmight even be happy if the stockmarket
were ¢losed for several years.

I know of some businesses that generate
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returns of more than S0% on their investors®
funds. Compared with the 6% available from
a term deposit, such a business would be o
very attractive proposition.

No wonder renowned investor Warren
Buffett savs that he doesn't mind the stoclk-
market being closed for a few vears.

The very exciting thing about the market is
that once you are able to turn away from its
distracting influence, vou can begin to take
advantage of its almost bipolar nature.

Recognising value

If Cochlear is really worth $48,; then vou
can ignore all the enthusiasm that drives
the price tm $78 and wait, If it doesn't fall to
a price that represents a bargain, you can
look for opportunities elsewhere.
Conversely, if the price of a great business
has been pushed below its intrinsic value
because of some temporary event that is
being judged as though it is permanent, you

can see the opportunity for what it is.

Knowing the intrinsic value of a great
company for an investor is like seeinga ljggl:
house in a starm for a captain. The char
ing tides of opinions and speculation can
wash around you but the valuation doesn't
move, You are free to take advantage of the
market’s indecision or lgnore it. Just don't
be influenced by it,

As Ben Graham, the “intellectual dean™ of
Wall Street, once instrocted, it's the market's
wallet you want, not its wisdom. Just three
or four steps, if followed sensibly, should
produce satisfactory results over time. They
will reinvent the way vou invest,

Turn the stockmarket off, think abour
gshares as pieces of businesses in which
to invest rather than as gambling chips
on which to bet on “up™ or “down™ -and
know how to value a company. Do these
things and over time, vou should do reason-
ably well,

ROGER MONTGOMER

Roger Mantgomery's book 15 Value.able:
hiow to value the best stocks and buy them
for less than they're worth. My 2 Cants
Warth Publishing $49.95 (postage includ-
ed), it's available onby through the website
rOgQermontQomery.com

Five Money readers can win & copy.

In 25 words or less tell ws vour favatirite
tips on investing for the lang term. Send
entries to Valu-

able, Maoney, GPO
Box 3542 Sydneay
NSW 2001 or emall
MoNey L acpMacaznes.
cam:au, Don't forget
to include your name
and postal address.
Entries close

October 5, 2010
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Sl Ess CHOOSING SHARES

SECRETS OF STOCKMARKET SUCCESS

Follow these steps and you should have all the

tools you need to win over the long term

STEP 1. Forget about the
sharemarket

Instead of watching the stock-
market'severy g and zag, turm
the steckmarket off. Yes. vou
heard corractly,

Turm away from its noisy and
distracting nfluence. Instead
focus on businessss:

That's the first thing that
Value.able teaches,

STEP 2. Avoid the bad
businesses

Let's suppose | of fer you the
opportunity toimvest in a busi-
ness with mie We will invest
SNFmillan of our awn monsy
and barrow 531 milllon from the
bank. | our first year we sarm
55 millicin,

Mow supposs we run the
blisiness for another 10 years
and today, we sarn a profit of
$108 rmillion, Sounds pretty
gnod doesn't t?

Many investors' analysis stop
thers. They focus onthe earm-
ings coming aut of the business
and hiow much those damings
grow. But it isa trap:

Any busness owiier Knows
that it's nat only the profits thas
coime out of & business that are
important, but also how many
af thase dollars are required 1o
be reinvested to keep the biisi-
TIESS TUNNinGg.

Heow wouild you feal, for
example, if | told you that in the
past 10 years we have had to
infect a further $2 billlon of our
own money, o arow the busi-
ness, as wellas borrow an addi-
tional $1.4 billion n debt? No
wonder the profits have grown
From 55 millian té $108 million!

Yol eould do the s3me thing
by putting a couple of billion
gxtra into your bank account
and buying a rocking chair,

The company now has the
benafit of over £2 billlon of our

B4 MONEY SEFTEMEER 2010

own capital and it's earming
FI08 million. This represants 3
return of just 5%,

And this is not some hypa-
thetical example: The numbers
| harver given you belong toa
company called Primary Health
Care. Itis listed on the Austral-
1an Securities Exchange

You-should appraach buying
shares ina businessiile mannar.
If you are not prepared to own
the whiole business, don't buy &
fitthe place of it

And if vou aren't happy to
own the business for 10 years,
don't awn the shares for aven
10 minutes,

Soit's easy - whan you know
wihat 1o look for— ta avoid tha
bad businesses.

And that's the second
extracrdinarily simple discovery
Value ahle Lrcovers

STEP 3. Stick to extraordi-
nary businesses, those that
generate wonderful returns
1f you kriowe what to loek for.
finding therm 15as easy as avoid-
i the bad businesses,

Have a ook at Orgtan's num-
bers since-Sally MacDonald
joined the company in 2006,
The year before Sally was
appointed CEQ, Oroton aamed
first $1.6 million dollars n prafit
Today It aarms $22 milllon: Lika
Primary Health Care, this eom-
pamy has alsohad the benefit
of additional capital but, while
owners have put in anather
$10 millian since 2005, each
one of those dollars bas pro-
duced a return of almost twao.

Ten million additional dollas
has incraased profits by mors
than $21 millian,

This 200% return is impossis
bie to achieve in a bank account
and represents the sorts of
returns that rmake me want 1o
own the whole business, You
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It's easy when you know
what to look for to avoid
the bad businesses

can ses why you wolld e ouite
content to see the stockmarket
tiirned off for several years,

Finding great businesses 15 as
easy &5 avoiding the bad ones, if
you know what to ook for

And that's the third thing that
Valueable will show you.

STEP 4. Find outhhe -
business’s real value

Buying a areat business is the
goal of long-tenm investing
because time |s indeed the best
friend of the great business.
The longer you own shares in

i, the more likely your returns
will mirmic the perfarmances

of the business.

Now, Imagine how your
naturns might bae boosted if you
could buy such a business at a
bargain price as well

Because of the sometimes
bipotar nature of the stockmar
ket, axtracrdinary busingsses
are oocasionally treated ke

second-class citizens. As 8
PRSIt you recene mouth-water
iy appartunities to buy them at
prices that do not reflect thar
true warth

Look for businesses with
damonstrated track records of
success, that bave been mist
by temporary difficulties and 3
stream of negative press. Woaol-
worth's cames to mind today,

Thelast job isto estimate its
true worth, This can be done
with & Tes simple steps and yall
really only need a handful of
numbers. With Value.able you
can see when a bargain price is
avallable, By learning to turn the
stockrmarket of, to separate the
extragrdinary businesses from
the ordinary and to undérstand
what they. might truly be worth,
wiou will have all the tools you
need to baat the market over
the long perm.
* See page 48 for ancthar view
af investing in the sharemarket.




