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1
            INTRODUCTION

         

         
            I am a better investor because I am a businessman and a better businessman because I am no investor.

            – Warren E. Buffett, chairman of Berkshire Hathaway

         

         From the moment we are born, what is the fastest-reacting organ in our body? Think about it (there’s a clue there). Still not sure? It’s our brain. Our cognitive and behavioural functions are the subject of much of this book, so it makes sense that we start our journey together, quite literally, at our beginning. At birth, our brain is about a quarter of the size of the average adult brain. Incredibly, it doubles in size in the first year and keeps growing, to about 80 percent of adult size at age three and 90 percent at five. During this period of rapid growth, our brain ‘goes wide’. Trillions of new neural pathways are formed, as we learn from our environment and develop many facets of our personality. From the age of five, until roughly the age of twenty our brain shifts gear and ‘goes deep’. It is during this period that our brain specialises and discards the billions of neurons that we no longer need. Our early life experiences are the forge that will shape the rest of our life – our passions, our drive and, most importantly, how we think.

         If you don’t think like a businessperson, I don’t believe it’s possible for you to be a successful investor. We all know Warren Buffett to be the world’s most successful investor, but I would say he is actually the world’s most successful businessman. His business just happens to be investing in other businesses. It is his business acumen that has been instrumental for his investing success. This skill did not develop by chance; it began for Buffett at the age of six when he started buying bottles of Coca-Cola from his grandfather’s grocery store for a nickel (5¢) and selling them to his friends at school for a dime (10¢). He then ventured into the coin-operated pinball machine business, newspaper delivery, selling tipsheets at the racetrack, and wedding car rentals, to name a few. Buffett was a practical business learning machine during the specialisation phase of his cognitive and behavioural development. By the age of twenty, Buffett’s psychological make-up was essentially fully formed from his 2experiences as an entrepreneur and businessman. For those of you reading this who are older than twenty, there is still hope for you, but one of the lessons here is to ‘go wide’ early and then ‘go deep’ fast. If you do, you can gain an edge that no one can catch, such is the power of compounding that we will explore in the coming chapters.

         Investing is, at its core, an entrepreneurial activity. You need to think like a business owner when it comes to investing your capital into other businesses. As Buffett’s background shows, to be a successful investor, you must first have a passion for business. How else will you craft your own investment process to develop differentiated insights into how the businesses you research operate; how else will you be able to identify value? How else will you have the intellectual curiosity to read between the lines of the financial statements of a business to pinpoint the business models driving it? Or to fully embrace the ‘ownership mentality’ and understand just how unbelievable it is that, against all odds, the founder-operated business that you have identified is still flourishing?

         Many investors believe businesses can be run from a spreadsheet, but I have never met a businessman or woman who agrees. Real business is messy. Nothing ever goes according to plan. The environment within which each business operates is in a constant state of flux. Nothing teaches this lesson better than founding and growing your own business. Especially one that fails. Only then will you come to truly understand the Darwinian nature of capitalism, the power of competition and the importance of a growing and defensible ‘moat’ around your business.

         To be a great investor, you must first be a great businessman.

         Today, I run an Investment Partnership which invests my capital and that of my partners in other businesses. Like Buffett, my entrepreneurial journey began much earlier, in my far-from-conventional childhood. My parents met at university in London. They had both left home at the age of sixteen – believing there was more to life than what was on offer where they had grown up. My mother is from a small steel-making town in North Wales, and my father is from an even smaller farming community in rural Denmark. They can best be described as ‘citizens of the world’ for their love of travel and adventure.

         I believe that entrepreneurship is a trait that we are all born with but that its spark is either nurtured or extinguished by our early life experiences. At its core, it is a mindset, a contrarian streak that encourages us to go against the grain, to push the boundaries and believe that we can provide a product 3or service which no one else has yet provided or take something that already exists and make it better. My parents embody this mindset as outside-the-box thinkers. When I was a child, they always encouraged me to explore my interests, and their entrepreneurial spirit and love for business certainly rubbed off on me, something for which I will always be grateful.

         The first business I can remember my parents starting was, during the infancy of the internet in the 1990s, an e-commerce business selling perfumes online via a website called Scent-Item.com – even today, I think it’s a clever name. Their excitement for the business, taking me and my sister to visit trade fairs, finding suppliers and helping to design the packaging for the products were all formative experiences for me. At the dinner table they often talked of little else!

         My parents helped me to ‘go wide’ from a very early age. I took my first flight when I was two months old. By the time I had graduated from high school, I had been to eight schools and lived in eleven different homes across six different countries. My parents even viewed the houses we lived in with an entrepreneurial mindset. They bought only houses that needed significant work. They renovated and then sold them (hopefully for a profit), then repeated the process. My childhood wasn’t perfect – there were times when we had a lot, and times when we had very little – but those experiences, especially the painful ones, have shaped my current outlook on both life and business.

         At the age of seven, I started my first business, The Console Club, to trade PlayStation and Nintendo 64 games amongst my friends in the school playground. This business taught me that your reputation with your customers is absolutely key, especially when you’re trying to grow your business.

         My next business was slightly more ambitious, as I graduated from local video game reseller to international gadget retailer. My family had moved to Australia when I was ten years old. On the way, we had made a stop in Hong Kong, where there were fantastic markets selling all sorts of toys and gadgets. I spent all the money I’d saved from my business ventures and from doing chores around the house (around $500) to buy a suitcase full of them. On arrival in Sydney, I began to sell them on eBay. This proved to be a real money spinner, so much so that I started ordering and receiving monthly shipments of merchandise direct from China. I learnt not only the power of ‘buying wholesale and selling retail’ but also the complexities of inventory management. 4

         Next, I started a dog-walking business and learnt the importance of scalability. Although such a business was lucrative, I couldn’t walk more than two dogs at once – and when your employees don’t turn up, you really are left holding all the leads!

         My first experience with the stock market didn’t come until I was eleven years old (better late than never!). My father asked me to help him choose which funds to invest his Australian Superannuation Scheme (pension) into. Together we reviewed all the different fund options, and I remember being amazed at the range of choices and the variation of past returns. We reviewed his portfolio every quarter to see how it was doing. This was my first exposure to the core principles of investing and the importance of having a long-term mentality, as we were investing with a thirty-year horizon for my father’s retirement.

         My father also had a bookshelf of business books and biographies which he encouraged me to read. I remember being transfixed by the story of how Sir Richard Branson, with no money upfront, started Virgin Airlines and took on British Airways, the industry colossus at the time. This was my first lesson on business moats and also that supernormal profits will, whenever possible, attract competition that will eventually drain them away. I have loved reading books ever since. Learning about the successes and failures of others has always fascinated me – and it is also far cheaper to buy the book than experience the mistakes yourself!

         When I was fifteen years old, we moved to Denmark. I took up a local newspaper round. It was a physically demanding job, through which I learnt the limitations of swapping time for money. There are only ever twenty-four hours in a day. I needed to work smarter. I became obsessed with trying to find the highest rate of interest for my savings, which amounted to around $40,000 thanks to my various business ventures and my obsession with saving. It was around this time that I discovered the power of compound interest, while doing sums during an English lesson. (Whoever said they never learnt anything useful studying Shakespeare?) This realisation led me to focus more of my attention on public markets.

         As I began my investing journey in public markets, I made every mistake under the sun, from trying my hand at day trading foreign exchange (FX) and commodities and losing half my capital to trading derivatives on the Volatility Index – better known as the VIX or the ‘Wall Street Fear Gauge’ – and promptly making and then losing over $100,000 in a matter of weeks. In 5hindsight, this was incredibly naive; I was speculating, not investing. These experiences provided me with an invaluable but ‘expensive’ education, including learning that leverage is a double-edged sword that amplifies both gains and losses and should be approached with extreme caution. I tried charting, trend-following and even shorting, but nothing generated the same returns as those I made from buying great businesses when they had been beaten down by an exogenous factor, such as the 2007–9 Global Financial Crisis (GFC). Thankfully, once I realised that something didn’t work for me or suit my temperament, I quickly left it alone and never touched it again. By the time I started university in the UK in 2009, I had about $150,000 of capital and was now solely focused on investing in the stock market.

         My passion, I realised, was starting, operating and learning about different businesses. At university I studied accounting and finance as I wanted to better understand the language of business and the numbers behind it. To get more exposure to how real businesses worked, it made sense to me to apply for a job at the investment banks that provided them with capital to invest and grow. So, during my summer holidays, I completed internships with Goldman Sachs and Morgan Stanley. Competition for places was extremely fierce, as the internships were highly paid, so, in preparation for them, I wrote hundreds of pages of notes to formalise my knowledge of various businesses and investing strategies. It occurred to me that the notes I prepared could be useful to others, so I started a new business (InternAhead.com) selling them to other students trying to pass the internship tests. This business taught me about the value of intellectual property (IP) and the cost efficiencies available through online marketing and distribution.

         Trying as many things as possible (going wide) to find your passion and then, having found it, following your passion (going deep) as early as possible has a real advantage: it gives you purpose and direction in life. My passion was business. To me, there was no better way of pursuing business than through the practice of investing. To be a successful investor, I knew I had to learn everything there was to know about both success and investing. And I knew that I wanted to start and run my own investing business. After graduating from university, I set myself the goal of launching my own fund in ten years’ time with ten million dollars of my own capital. My objective for the interim was to gain as much practical investing experience as possible while learning everything I could about all aspects of investing, and to craft my own 6investment philosophy for success. The Gronager Partners – Global Fund was launched on 23 November 2022, right into the teeth of the post-Covid bear market (a value investor’s dream!). With $8 million of capital (a few months late and $2 million short of my original goal, but who’s counting?), I built up this capital by learning and focusing on the core principles of value investing that I will share with you throughout this book.

         Investing is the very broadest of intellectual pursuits. For those who are curious and enjoy learning, there is no better calling. Of course, no investment journey (and no investment, for that matter) moves in a straight line. In the run-up to my fund’s launch, we had perhaps the defining ‘black swan’ event of the twenty-first century: the Covid-19 pandemic. With the world in lockdown, I was unable to meet potential investors or do any of the preparatory work usually necessary for the launch of a fund. Instead, I spent much of my time reading in my library, which at the time numbered over 500 books on business, finance and investing, as well as psychology and behavioural economics. I never read a book without a pen; I like to highlight key passages and make notes in the margins as I read. I began reviewing all my notes in each book, arranging them by subject and adding to them my own experiences for context.

         In A Life in Leadership, by John Whitehead (senior partner at Goldman Sachs 1976–84), I came across a passage I had previously highlighted: ‘You don’t really know anything until you try to help someone else to understand it.’ That insight is the basis for this book. What started as a lockdown activity to help clarify my thoughts on investing resulted in a better understanding of successful value investing, and it fine-tuned my investment philosophy. I hope it helps you to do the same. In the investing game, we can learn so much from the greats. No one ever had a smooth ride to the top, and we can learn as much from their failures as their successes – if not more.

         Throughout this book, you will meet hundreds of successful investors and businesspeople. Each new generation learns from the ones that went before. Sir Isaac Newton famously wrote, ‘If I have seen further it is by standing on the shoulders of giants’. This book is your opportunity to see further by standing on the shoulders of business giants and to learn from the investing greats.

         This is not a how-to book. There is no surefire recipe for investment success. No step-by-step instructions. Instead, this book explores what I have discovered to be the most important topics on my own journey. Each 7chapter pulls together the best thinking from the most successful investors and business leaders to offer a unique insight into the mindset and philosophy that is instrumental to their success.

         Part One looks at the principles of economics and financial concepts that all successful value investors understand. This section also covers various approaches to investing, so you can get a better insight into what approach might work best for you.

         Part Two delves into the art and science of building your own investment process. I encourage you to use this book as a starting point to discover where your investing interests lie. If you want to discover more detail on any topic, you can find in the bibliography (Appendix A) all the books you need to start your journey. For those in a hurry, there is a summary section at the end of each chapter.

         Please feel free to add your own notes in the margins as you read. My hope is that these pages will reveal to you the core principles that will enable you to make good decisions in both life and investing and, perhaps more importantly, to avoid at least some of the potential failures.

         That said, it is not my goal to simplify successful value investing. It is not simple. It is complex. It is an ever-evolving combination of art, science and temperament that I call Perceptive Investing.

         Art, Science and Temperament

         Successful  investing  is  often more art than science, a concept that is beautifully captured by René Magritte’s 1936 painting La Clairvoyance, and informally known as ‘Perception’.

         
            
[image: ]SOURCE: © DACS, 2024

            

         

         What do you see when you first look at the painting? What do you see if you look closer?

         For many, at first glance the painting, much like the investing process, appears simple. However, 8 this simplicity is deceptive. The closer you look, the more complex the subject matter becomes. Investing is a zero-sum game. Success comes from ‘seeing’ things that others don’t, whether that’s correctly identifying an enduring moat around a business or recognising the growth opportunities open to a company which have not yet been discounted in the current share price.

         
            Perception: [noun] from the Latin perceptio, meaning ‘gathering’ or ‘receiving’.

            
               1. The ability to see, hear or become aware through intuitive understanding or insight.

               2. The ability to recognise subtle differences between similar objects or ideas. It takes the concept of wisdom deeper in the sense that it denotes a keenness of sense and intelligence applied to insight.

               3. To indicate practical wisdom in the areas of politics and finance.

            

         

         The ability to correctly predict the future price of something while relying only on current and past information is the hallmark of the successful value investor. Most investors are first-level thinkers who, when presented with an ‘egg’, as in the painting, will treat it as an egg. Like the artist, it takes a particular focus and insight to be able to study the ‘egg’ and be able to ‘see through’ to the ‘fully grown bird in flight’. This is second-level thinking.

         Perceptive Investing is the ability to review incomplete data sets and, through intense focus and insight, project forward a different outcome from that priced in by the market. The art part of investing is the ‘intangibles’ or qualitative aspects of a business. How do we evaluate the soft factors such as business culture, competitive advantage (or ‘moat’) and business strategy?

         The science part of investing is the straightforward part; it is the raw numbers, ratios and valuation metrics or quantitative factors that can be applied to determine if an investment is worthy of further analysis.

         Take Amazon, which IPO’d at $18 on 15 May 1997. What evidence was there in the prospectus and the company’s past behaviour that would have led you to invest? If you had invested, what evidence would have made you buy, sell or hold when the stock price peaked at $113 during the dot-com boom just two years later, having earned an approximately 5× return? Or if you hadn’t invested at the IPO, what might have led you to invest after the dot-com crash in 2001 when the price had tanked about 95 percent to $5.51? By 2007, Amazon stock was back at $101.09, but just over a year later, it had 9fallen to $34.68 as the full impact of the GFC was felt. What new investment decision, if any, would you have made based on the data available at the time?

         The fact is that, at any point in time, if you understood the science of investing in Amazon or the numbers behind the business, there was always more than enough data to show what remarkable feats of financial performance Amazon had previously achieved. Mastery of the art of investing came from being able to see through the numbers to the incredible culture, management and ‘scale economies shared’ business model that Amazon was evolving. Amazon was clearly an exceptional business from both perspectives (art and science) regardless of the volatility of the stock price, which would have put off most investors.

         For the long-term value investor who could correctly forecast Amazon’s growth trajectory and its discount to intrinsic value, the purchase price was irrelevant at those two points in time. What was far more important was the decision to buy and hold. If you had invested $10,000 at the IPO and held – that investment would be worth over $12,000,000 in 2024. Even if you had invested $10,000 at the dot-com peak, it would still be worth over $500,000 in 2024 – a 50× return or 21 percent annualised! A valuable lesson here is that great businesses have very long runways and offer plenty of additional growth opportunities along the way.

         Many investors have identified Amazon as an exceptional business over the years. Some even bought the stock, but arguably not even one of them had the foresight or the fortitude to hold the stock for any significant period. Had they held it, the Forbes World’s Billionaires List would contain their names alongside that of Jeff Bezos. Why do I say that? In this book, I will make the case that what separates exceptional investors from the rest is their temperament. In the case of purchasing Amazon, the right temperament would have been essential to allow an investor to focus only on the underlying fundamentals of the business while treating the volatility of the share price as an opportunity and not a risk. Temperament would also have given an investor the necessary patience to allow the thesis behind their initial purchase decision to yield positive results.

         
            Intrinsic Value: First defined by John Burr Williams in his 1938 work The Theory of Investment Value, which was based on his PhD thesis. Williams defined the present value of an investment, or its ‘intrinsic value’, as the sum of all the future cash flows produced by it and discounted back to their present-day value. This value can be quantified using a Discounted Cash Flow (DCF) Analysis:

            
               [image: ]

            

         

         10 It sounds so simple, and yet, like most things in both life and investing, the difficulty lies in the execution. As adults, with now-fully-formed brains, we like to think that we are entirely rational. But as we will see throughout this book, our unique cognitive and behavioural biases seek to undermine our decision-making processes at every turn. Investing, unlike almost all other activities, has no direct correlation between the time spent selecting the input (choosing investments) and the quality of the output (the investment results). Nor is there a positive correlation between intelligence and results. In fact, there can often be a negative correlation. As Buffett himself quipped, ‘You don’t need to be a rocket scientist. Investing is not a game where the guy with the 160 IQ beats the guy with the 130 IQ,’ and ‘If you have a 150 IQ as an investor, you should take the 20 points and sell them.’

         The reason for this is that there are only two rules that matter in investing: Rule Number 1: Don’t lose money; and Rule Number 2: Don’t forget Rule Number 1. Absolutely everything else is subjective depending on your point of view and interpretation of the data based on your own investment philosophy. Of course, there are certain personal characteristics that can help an investor to achieve success. There are also certain investment characteristics, many of which we will explore in detail, that tend to work in an investor’s favour over the long term to deliver outstanding results. At its core, this is a book about temperament.

         The foundations of our temperament are present at birth. We begin building on them from that moment on, through our early life experiences as our brains grow rapidly and ‘go wide’. The remainder of development occurs as our cognitive and behavioural functions reach maturity and our brains ‘go deep’. Understanding and mastering our temperaments as both individuals and investors is the first step on the path to long-term investing success as Perceptive Investors.

      

   


   
      
         
11
            CHAPTER 1: WHAT MAKES A SUCCESSFUL VALUE INVESTOR?

         

         
            Why do smart people do things that interfere with getting the output they’re entitled to? It gets into the habits, and character and temperament, and it really gets into behaving in a rational manner. Not getting in your own way.

            – Charles T. Munger, vice-chairman of Berkshire Hathaway

         

         One of the tricks I learnt early as a child with puzzle books was that if you started at the ‘treasure’ at the centre of the maze and worked backwards to trace the correct ‘entrance’, you solved the puzzle far faster than if you started the other way around. I did not know it at the time, but what this technique demonstrates is a well-known key problem-solving skill called ‘inversion’. Take a problem and invert it, or look at it differently. With this concept in mind, we are going to start the journey to craft our investment philosophy at the conclusion, by answering this question: What makes a successful value investor?

         To answer the question, we need to clarify what a value investor is and what success looks like. Value investing involves assessing businesses to identify value that is not currently represented in the share price. In other words, we are looking for businesses whose share prices are lower than they should be or are likely to be once the value we have identified is realised by the market and, therefore, their shares are trading at a discount to what we estimate the businesses’ intrinsic or fair values to be.

         Next, success. In the investment industry, success is cash earned, and it is relatively straightforward to measure. Your net worth (public or private) is your scorecard. It acknowledges the investment returns that you have generated over the course of your investing lifetime. Clearly, net worth is not the only measure of success, but it is the only useful one when it comes to investment. Perhaps you think reported investment returns are a better measure, but they are almost never like for like. From a returns perspective, the best definition of risk comes from billionaire debt investor Howard Marks, the chairman and 12co-founder of Oaktree Capital Management, a Los Angeles-based investment firm with approximately $80 billion under management: ‘The highest incremental return for the lowest corresponding unit of risk.’

         Of course, risk is also an incredibly subjective subject. Entire industries, including the hedge funds of funds business, have formed around the measurement of risk in relation to returns. Countless ratios have been devised to measure it, usually with fancy-sounding names including Sharp, Sortino and R2, and a few with Greek letters. But I define risk the way Warren Buffett does, as ‘the probability of a permanent capital loss.’ This makes sense because the best way to protect ourselves from risk or a permanent loss of our own or our investors’ capital is to only buy businesses for less than their intrinsic value – otherwise known as buying with a margin of safety.

         The other aspect of success is time. Over what time frame do we measure success? I don’t think anyone would argue that one year, regardless of how high the returns might be, is enough time to judge whether an investor is successful or not. And yet it’s too late if we measure success only at the end of managers’ careers when we can no longer invest with them. In the interim, there is always the risk that a method of investing that is working well today could have all its gains wiped out tomorrow. How do we square this circle? At Gronager Partners we measure the success of our own investments on a five-year rolling basis and ask that our investors measure their own performance along the same time frame. So, for our purposes in this book I am going to say that five years of investment returns is the minimum period over which success should be measured.

         Therefore, by my definition, a successful value investor is one who increases their net worth during each five-year period by consistently identifying and buying into businesses when their intrinsic values are greater than their share price, and holding those stocks over the long term. The Investment Process at Gronager Partners centres around a dynamic checklist of about 250 questions that we use to assess potential investments and continuously reassess current investments. Two hundred and fifty questions might sound excessive, but we have found that they force us to look at all aspects of a business as objectively as possible, and in a particular order, so we can form an unbiased investment decision.

         From these definitions, we can conclude that all successful investors are value investors. To be successful, they must have spent their careers uncovering underpriced securities, be they stocks, bonds, derivatives or any other type of investment. And they all succeed by buying ‘value’.

         13The late Charlie Munger, Warren Buffett’s long-time business partner, agreed: ‘All investing is value investing, whereby we seek to buy an asset for less than its intrinsic value … everything else is just speculation.’

         Buffett and Munger are two of the most successful value investors of all time and are, therefore, central figures in this book. Other notable value investors include Benjamin Graham, widely regarded as the father of value investing, along with David Dodd and Philip Fisher, who emphasised the importance of quality and growth as factors in the calculation of a business’s intrinsic value.

         These investors, and the many others you will meet in this book, are never swayed by fashion or fad, and they believe that the markets often overreact to good or bad news. Although such news may impact the share price, the movement in the price rarely corresponds to a company’s long-term fundamentals. This discrepancy between the business’s intrinsic value and its share price can provide an opportunity to buy shares at a discount or sell at a premium.

         Let’s take a closer look at Buffett’s track record to see just how potent a value-investing approach can be. From 1957 to 1968, before his takeover of Berkshire Hathaway, Buffett ran his own early incarnation of a hedge fund called the Buffett Partnerships. [FIG. 1]
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                           	 20.6%



	1964  
            
                           
                           	27.8%
            
                           
                           	 18.7%



	1965  
            
                           
                           	47.2%
            
                           
                           	 14.2%



	1966  
            
                           
                           	20.4%
            
                           
                           	-15.6%



	1967  
            
                           
                           	35.9%
            
                           
                           	19.0%



	1968  
            
                           
                           	58.8%
            
                           
                           	  7.7%



	Compounded annual gain 1957–1968
            
                           
                           	31.6%
            
                           
                           	  9.1%



	Overall gain 1957–1968
            
                           
                           	2,598%
            
                           
                           	  184%




SOURCE: https://novelinvestor.com/notes/buffett-partnership-letters-by-warren-buffett 

               

            

         

         14During its twelve years of operation, the Buffett Partnerships earned an average annual return of 31.6 percent (25.3 percent after fees). This was an astonishing result compared to an average return of 9.1 percent per year for the Dow Jones Index, the most widely followed index of the period. The Buffett Partnerships didn’t have a single losing year, whereas the Dow Jones had four losing years over the same period. To put this into perspective, a $10,000 investment in the Buffett Partnerships at inception would have been worth $149,765 (after fees) when the partnerships were dissolved – versus just $28,437 for an equivalent investment in the Dow Jones Index!

         Next, let’s look at Buffett’s track record as the steward of Berkshire Hathaway from 1965 to 2023. [FIG. 2]

         During this almost sixty-year period, Berkshire compounded its share price by almost 20 percent per year; the S&P 500 Index returned 10.2 percent. To put this into perspective, a $10,000 investment in Berkshire Hathaway shares in 1965 would be worth approximately $438 million today – versus just over $3 million for an equivalent investment in the S&P 500. For any original Buffett Partnerships investor who had invested $10,000 at inception and rolled it (net of fees) into Berkshire Hathaway at the end of 1968, their investment would have been worth over $3 billion by the end of 2023!

         This raises the question: Why has no subsequent investor come even close to replicating or beating Buffett’s sixty-five-year-plus track record? Through his annual investor letters (a must-read for any investor), Buffett himself suggests that it comes down to three reasons:

         
            1. Group think

            2. Playing it safe

            3. Illogical diversification

         

         Buffett believes that too many investment managers take the easy route and follow the crowd. As a result of group-think investment policies and actions, all the funds start to look the same and, therefore, get roughly the same results. This in turn plays into the second reason: playing it safe. No one is going to be fired for doing what everyone else did. Being a contrarian investor is therefore seen as a ‘career risk’ by most investment managers, who are more interested in their job security and a steady pay cheque. The idea of buying out-of-favour assets, even at attractive prices, involves too much risk to them personally so that they stick with group think. Or as the early 15twentieth-century economist, fund manager and father of modern macroeconomics John Maynard Keynes put it, ‘Worldly wisdom teaches that it is better for a reputation to fail conventionally than to succeed unconventionally.’

         
            
2 Berkshire’s Perfomance vs. the S&P 500

            
               
                  

	 
            
                           
                           	Annual Percentage Change



	YEAR
            
                           
                           	in Per-Share Market Value

                of Berkshire
            
                           
                           	in S&P 500 with

                Dividends Included



	1965  
            
                           
                           	   49.0
            
                           
                           	  10.0



	1966  
            
                           
                           	  (3.4)
            
                           
                           	(11.7)



	1967  
            
                           
                           	  13.3
            
                           
                           	  30.9



	1968  
            
                           
                           	  77.8
            
                           
                           	  11.0



	1969  
            
                           
                           	  19.4
            
                           
                           	  (8.4)



	1970  
            
                           
                           	  (4.6)
            
                           
                           	    3.9



	1971  
            
                           
                           	  80.5
            
                           
                           	  14.6



	1972  
            
                           
                           	    8.1
            
                           
                           	  18.9



	1973  
            
                           
                           	  (2.5)
            
                           
                           	(14.8)



	1974  
            
                           
                           	(48.7)
            
                           
                           	(26.4)



	1975  
            
                           
                           	    2.5
            
                           
                           	  37.2



	1976  
            
                           
                           	129.3
            
                           
                           	  23.6



	1977  
            
                           
                           	  46.8
            
                           
                           	  (7.4)



	1978  
            
                           
                           	  14.5
            
                           
                           	    6.4



	1979  
            
                           
                           	102.5
            
                           
                           	  18.2



	1980  
            
                           
                           	  32.8
            
                           
                           	  32.3



	1981  
            
                           
                           	  31.8
            
                           
                           	  (5.0)



	1982  
            
                           
                           	  38.4
            
                           
                           	  21.4



	1983  
            
                           
                           	  69.0
            
                           
                           	  22.4



	1984  
            
                           
                           	  (2.7)
            
                           
                           	    6.1



	1985  
            
                           
                           	  93.7
            
                           
                           	  31.6



	1986  
            
                           
                           	  14.2
            
                           
                           	  18.6



	1987  
            
                           
                           	    4.6
            
                           
                           	    5.1



	1988  
            
                           
                           	  59.3
            
                           
                           	  16.6



	1989  
            
                           
                           	  84.6
            
                           
                           	  31.7



	1990  
            
                           
                           	(23.1)
            
                           
                           	  (3.1)



	1991  
            
                           
                           	  35.6
            
                           
                           	 30.5



	1992  
            
                           
                           	  29.8
            
                           
                           	   7.6



	1993  
            
                           
                           	  38.9
            
                           
                           	 10.1



	1994  
            
                           
                           	  25.0
            
                           
                           	   1.3



	1995  
            
                           
                           	  57.4
            
                           
                           	 37.6



	1996  
            
                           
                           	    6.2
            
                           
                           	 23.0



	1997  
            
                           
                           	  34.9
            
                           
                           	 33.4



	1998  
            
                           
                           	  52.2
            
                           
                           	 28.6



	1999  
            
                           
                           	(19.9)
            
                           
                           	 21.0



	2000  
            
                           
                           	  26.6
            
                           
                           	 (9.1)



	2001  
            
                           
                           	    6.5
            
                           
                           	(11.9)



	2002  
            
                           
                           	  (3.8)
            
                           
                           	(22.1)



	2003  
            
                           
                           	  15.8
            
                           
                           	  28.7



	2004  
            
                           
                           	    4.3
            
                           
                           	 10.9



	2005  
            
                           
                           	    0.8
            
                           
                           	   4.9



	2006  
            
                           
                           	  24.1
            
                           
                           	 15.8



	2007  
            
                           
                           	  28.7
            
                           
                           	    5.5



	2008  
            
                           
                           	(31.8)
            
                           
                           	(37.0)



	2009  
            
                           
                           	    2.7
            
                           
                           	  26.5



	2010  
            
                           
                           	   21.4
            
                           
                           	  15.1



	2011  
            
                           
                           	   (4.7)
            
                           
                           	    2.1



	2012  
            
                           
                           	   16.8
            
                           
                           	  16.0



	2013  
            
                           
                           	   32.7
            
                           
                           	  32.4



	2014  
            
                           
                           	   27.0
            
                           
                           	  13.7



	2015  
            
                           
                           	 (12.5)
            
                           
                           	    1.4



	2016  
            
                           
                           	   23.4
            
                           
                           	  12.0



	2017  
            
                           
                           	   21.9
            
                           
                           	  21.8



	2018  
            
                           
                           	     2.8
            
                           
                           	  (4.4)



	2019  
            
                           
                           	   11.0
            
                           
                           	  31.5



	2020  
            
                           
                           	    2.4
            
                           
                           	  18.4



	2021  
            
                           
                           	  29.6
            
                           
                           	  28.7



	2022  
            
                           
                           	     4.0
            
                           
                           	(18.1)



	2023  
            
                           
                           	   15.8
            
                           
                           	   26.3



	Compounded Annual Gain – 1965–2023
            
                           
                           	19.8%
            
                           
                           	10.2%



	Overall Gain – 1964–2023
            
                           
                           	4,384,748%
            
                           
                           	31,223%






            

            NOTE: Data are for calender years with these exceptions: 1965 and 1966, year ended 9/30; 1967, 15 months ended 12/31.

            SOURCE: https://www.berkshirehathaway.com/letters

         

         16The final reason for investor underperformance is illogical diversification, or, to use Buffett’s aphorism, ‘Deworsification’. According to Buffett, ‘Diversification is a protection against ignorance. It makes little sense if you know what you are doing.’ In other words, if you are a speculator or are not assessing businesses to identify value and are instead buying based on rumour or news reports, then diversification makes sense, because when one share price drops (and it will), the others in your portfolio will help balance out the loss. But if you are a value investor conducting a rigorous investment process up front, unnecessary diversification is exactly that: unnecessary. Concentration, not diversification, will lead to higher investment returns. As Andrew Carnegie said, ‘The secret to getting rich is to put all of your eggs into one basket and then watch that basket very, very carefully.’

         I believe that the secret to Buffett’s success is that he invests only in things that he understands, known as his ‘circle of competence’. He thinks like an owner of a business rather than just a shareholder. He has the right temperament; he is comfortable being lonely or a contrarian in his views; and he is focused, passionate and intellectually honest as well as curious and patient when it comes to his investment process. But when the time is right, he is decisive. To conclude, he does all the above while acting with humility. In this chapter, we are going to explore the aspects identified in more detail, along with thoughts on the subject from many other exceptional investors and business leaders.

         Circle of Competence

         
            It ain’t so much the things that people don’t know that makes trouble in this world, as it is the things that people know that just ain’t so.

            – Mark Twain, American writer and humorist

         

         Buffett’s concept of investing only in businesses that you understand – that is, those within your circle of competence – is seemingly straightforward. It certainly makes intuitive sense. The complexity comes when seeking to define 17your  circle of competence. What does it encompass? Where are its boundaries? How can you prove that you really understand a sector or business? Perhaps most importantly, how do you maintain your conviction that you are right and the market is wrong when the share price falls by 50 percent after you buy?

         An investor’s circle of competence is the sum of all the knowledge they have accumulated over the course of their lifetime. As we like to remind ourselves at Gronager Partners, ‘In the investment business all knowledge is cumulative.’ The boundaries of an investor’s circle of competence are therefore constantly changing as they learn and experience more. In the investing business, experience counts.

         However, one competence that is non-negotiable is the language of business, namely accounting. Financial and accounting literacy is an essential element in any investor’s toolbox because it allows them to read and analyse a company’s financial statements. From these documents and other sources, investors use fundamental analysis to forecast the company’s economic prospects. They then discount those prospects back to their present value, which gives them an assessment of the intrinsic value of that business.

         Clearly, to do this well, we need to have a thorough understanding of the company: how it makes money; how it will grow in the future; and any competitive advantages (or ‘moat’ around the business) that will ensure its enduring success. But as Ian E. Wilson, a former chairman of GE, once said, ‘No amount of sophistication is going to allay the fact that all your knowledge is about the past and all your decisions are about the future.’

         Predicting the future is not enough. We must also ensure a business sits within our circle of competence and buy it at the right price. The most successful investors have a strong intellectual curiosity about business and why things work the way they do. They have a thirst for knowledge and can’t help but ask questions. The information gleaned from reading newspapers, trade and industry journals, investor forums, books and annual reports passes through their investment filters and helps their investment process, not only in relation to idea generation but also building ‘muscle memory’ for analysing and evaluating new businesses.

         When it comes to risking your capital, you must invest only in things that you truly understand. This is what builds your margin of safety, meaning that, even if you are wrong, you will not lose all your capital. When the 18market crashed in 1973, Buffett bought a major stake in the Washington Post Company, which he held for over forty years. A decade later, in his article ‘The Superinvestors of Graham and Doddsville’, he wrote that when he invested, the company was valued at $80 million, and yet ‘you could have sold the assets to any one of ten buyers for not less than $400 million’ – now that’s a margin of safety! Remember: Rule Number 1: Don’t lose money; Rule Number 2: Don’t forget Rule Number 1.

         Every investor’s circle of competence is likely to start off small, but its breadth and depth will expand over time through constant learning and evaluating potential investment opportunities. However, it’s also important to remember that you don’t need to know or have an opinion on everything. It’s perfectly acceptable to pass on a stock or sector on which you don’t have an opinion or with which you’re not comfortable. This is an essential part of your investment process that will allow you to narrow down your investable universe. There are over 45,000 equities listed globally, so it is more than okay to say, ‘I don’t know.’ Buffett famously has a tray on his desk marked ‘Too Hard’. More than half of the businesses that I look at almost immediately end up in my own ‘Too Hard’ pile.

         Succeeding as an investor never depends on how much you know; it depends on whether what you know is right or wrong. As Buffett said at the 1998 Berkshire Hathaway AGM, ‘We don’t get paid for activity, just for being right.’ Operating within your circle of competence means you increase the likelihood of being right, more often than being wrong.

         Every day there are companies in the news. Some are IPOing; some are hitting new all-time highs; others are entering bankruptcy. The action and noise are relentless and can easily overwhelm your senses as an investor if you let them. Being clear about your circle of competence helps to minimise the noise and reduce any potential FOMO (fear of missing out). Too many investors are sucked in by the noise and try to widen their circles of competence too quickly. When it comes to successful investing, you are better off having knowledge an inch wide and a mile deep than a mile wide and an inch deep. Every investor has a subset or type of company or sector that they find the most interesting. That, in my experience, is always the best place to start building your circle of competence.

         It is this curiosity about the sector or business that will encourage you to ask the right questions and motivate you to keep digging until you find 19satisfactory answers. Once you have some experience investing within your circle of competence, you can purposefully start to expand it. If your instincts are telling you that you’ve found an opportunity worth pursuing, use that curiosity to become an expert in that business or sector through thorough, independent research.

         Thinking Like an Owner

         
            Investing is most intelligent when it is most businesslike.

            – Benjamin Graham, father of Value Investing and author of The Intelligent Investor and Securities Analysis

         

         Many investors point to this quote as referring to the fundamental cornerstone of value investing. A stock should not be looked at as a piece of paper or numbers on a screen. It should be treated as a fractional ownership interest in the underlying business.

         For me, however, this interpretation is too simple. I believe Graham was also alluding to the way in which each investor conducts their own affairs. The very act of buying a fractional ownership interest in an underlying business is not simply a transaction but also an act of entrepreneurship, and the purchase should be treated with the same respect as any business venture. Just think about this for a moment. If the share price of a company drops but it buys back its own shares, who is more likely to be right? The market or the company’s executive team? Obviously, it’s the executive team, because they know what is going on inside the business.

         When most investors want to know how a business is doing, they will look at the share price. Graham is saying this is a mistake. Ignore the share price and, instead, think like a business owner. Focus your attention on the fundamentals of the business. Are they getting better or worse? There is a clear distinction between knowing a business and investing based on its fundamentals and buying or selling pieces of paper that change in price second by second.

         
            What are the Fundamentals?

            The fundamentals of a business include:

            
	Products and services

               	Management team

               	Inventories

               	Working capital needs

               	Capital reinvestment needs (e.g. property, plant & equipment)

               	Raw materials

               	Expenses

               	Labour relations

            



         20You are either an investor or a speculator. If you are the latter, Mark Twain has some useful advice: ‘There are two times in a man’s life when he should not speculate: when he can’t afford it, and when he can.’

         Buffett, who is the most well recognised of Ben Graham’s disciples, fully embodies this concept. He considers it extremely foolish to view constantly changing share prices as being closely related to changes in a company’s intrinsic value. Adding or removing positions based solely on stock price movements, rather than actual changes in the underlying business, he regards as equally foolish. For Buffett, there is no difference between owning one share of a business and owning the entire business. The mentality of operating like a business owner or entrepreneur applies equally to both.

         In June 1996, Buffett issued a booklet to Berkshire Hathaway’s shareholders titled An Owner’s Manual. Its purpose was to explain Berkshire’s broad economic principles of operation. In it, he explained Berkshire’s partial ownership of both Coca-Cola and Gillette (publicly tradeable businesses) and why they were not interested in their short-term share price movements:

         
            We think of Berkshire as being a non-managing partner in two extraordinary businesses, in which we measure our success by the long-term progress of the companies rather than by the month-to-month movements of their stocks. In fact, we would not care in the least if several years went by in which there was no trading, or quotation of prices, in the stocks of those companies. If we have good long-term expectations, short-term price changes are meaningless for us except to the extent they offer us an opportunity to increase our ownership at an attractive price.

         

         Many investors, including me, believe that you never really understand a business until you own it – until there is real money on the line. To see yourself as an owner of a business is a psychological process. Once you have capital at risk, you will be twice as motivated to learn everything you possibly can about the business and track its progress to ensure that it remains a sound investment. If you monitor potential investments on a ‘paper’ watchlist, you 21don’t have any skin in the game. Instead, I suggest buying even one share to help put you into the right psychological space that fosters the ownership mentality. Once purchased, that business will suddenly be on your mental radar, as you now have money at risk. From my experience, you will pay far closer attention to the business and be more motivated to find out if it is worthy of a larger position in your portfolio.

         The endowment effect posits that it is human nature to care more for things that are ours than those that are not (more on this and other biases in Chapter 8). This is why when we are an owner of the business and see ourselves in that light, we can commit the time required to understand all aspects of the business and to constantly evaluate new information to ensure it remains a good investment.

         When I analyse a business, I look at it as if I were going to buy the entire business, not just a small portion of it. To encourage this perspective, I like to ask myself two related questions:

         
            1. If I were to inherit the business today, would I keep it or sell it?

            2. If I had the money to buy the whole business, would I buy this one or a different one?

         

         Owning your own business is the surest path to wealth. Research in the US and Europe suggests that over 90 percent of individuals with a net worth over $5 million would be classified as entrepreneurs or SME (small and medium enterprise) business owners. There would have been countless times during their respective journeys when the owners would have been approached by prospective buyers or would have received offers to cash out, but they refused. Usually because they knew they were onto a good thing and had 100 percent confidence that their business would only become more successful and valuable over time. This is what it means to properly understand a business, to think like a business owner, and to be willing to have all your eggs in one basket and watch that basket very carefully.

         Successful value investors don’t believe in overdiversification. We aim to understand the businesses that we invest in as well as the founders or executive management teams that lead them. Only by achieving this degree of comfort with our investments can we have the confidence to add to our positions when the share price falls and the discount to intrinsic value increases. Thus we can ride the subsequent stock price rally to higher highs as the business 22outperforms over the long term. This is how the real money is made in markets, and in life – by seeing and recognising intrinsic value where others don’t.

         Temperament

         
            One of the key elements to successful investing is having the right temperament – most people are too fretful; they worry too much. Success means being very patient, but aggressive when it’s time. And the more hard lessons you can learn vicariously rather than through your own hard experience, the better.

            – Charles T. Munger, vice-chairman of Berkshire Hathaway

         

         Bill Miller is one of the most successful investors of any generation. When he was the lead portfolio manager of the Legg Mason Capital Management Value Trust from 1991 to 2005, he outperformed the S&P 500 Index for fifteen consecutive years, compounding at 9.4 percent per annum (versus 9 percent for the S&P 500). When asked what separated exceptional investors from the rest, he said, ‘Broadly speaking, there are only three competitive advantages to be had in investing: informational (I know a meaningful fact that nobody else does); analytical (I have used the publicly available information to arrive at a superior conclusion); and psychological (behavioural). It is the third that distinguishes the exceptional from the rest.’

         Buffett and Munger have also long argued that what distinguishes the successful from the unsuccessful in investing is not IQ or experience – it’s temperament. Although, to a certain extent, the right temperament can be taught through repetition and reward, the bulk of temperament is innate. It forms a key part of who the greatest value investors are, both as individuals and investors. Let’s look at the key characteristics in turn.

         The first is to operate with what Buffett calls an ‘inner scorecard’, that is, not caring what others think, versus living by an ‘outer scorecard’ whereby we live our lives based on how we think others will perceive us. This concept was made famous when Buffett posed the question, ‘Would you rather be the best lover in the world but known as the worst or the worst lover in the world but known as the best?’ Buffett argued that when you have an ‘inner scorecard’, 23no one can define success but you. And your knowledge of the truth is what matters. But this is not necessarily easy, and, just because of the way they are wired, it’s harder for some people than others. Human beings are naturally sociable animals; it is, therefore, unusual for an individual to go against the herd and not be influenced by group think. However, this is a necessary trait to be a contrarian investor and see value where others do not.

         Investors who have this innate ability to be independent can look at a potential investment in an industry or business and not care what the person next to them thinks. Nor what the television pundits say about it or the column inches devoted to it in the newspaper. As Peter Lynch, investor, fund manager and philanthropist, puts it, ‘Stop listening to professionals! Dumb money is only dumb when it listens to the smart money.’

         As the manager of the Magellan Fund at Fidelity Investments between 1977 and 1990, Lynch averaged a 29.2 percent annual return, making it the best-performing mutual fund in the world at the time. During his thirteen-year tenure, assets under management increased from $18 million to $14 billion!

         Successful value investors like Lynch prefer to form their own conclusions using all the available information, regardless of the multitude of sources telling them that something is or isn’t going to happen. If there isn’t sufficient information available to arrive at an unbiased decision to invest, or their analysis leaves too many unanswered questions, or it’s found to be an unsuitable investment, it’s discarded. Walking away from an investment after reaching your own conclusion, despite everyone around you claiming it to be a ‘no-brainer’, is a unique ability. The key here is to let the information, and your analysis, do the talking, and never allow yourself to be swayed by the opinions of others, however well-intentioned they may be. Clearly there is money to be made by ‘pump and dump’ tactics in this arena, but that is the domain of the speculator, not the successful value investor. Independence is an incredibly important attribute for successful investors. You will constantly face the temptation to act, and you need to be able to say ‘No!’, firmly and confidently.

         The ability to remain objective and unemotional when conducting the investment process is also essential. Bill Miller argues that value investing is the search for truth – the separation of what is right from what is wrong. By objectively and rationally evaluating the facts, you can purposefully step out of the herd mentality that pollutes the market. As evidenced by the dot-com bubble or, more recently, the ICO bubble or GameStop mania, human beings 24are emotional. Expecting emotions to stay out of your investment process is unrealistic. However, if you are aware of them and how they can impact your investment process, you’ve already won half the battle.

         Whenever I am completing our 250-question Investment Checklist for a current or potential holding, I write down how I am feeling before I start the work. If I feel angry or stressed or tired, I know it’s not the best time to be doing investment research, because my mood will almost certainly colour my analysis. It’s just human nature. Dr Kenneth Shubin Stein has shown through studies and scientific literature that hunger, anger, loneliness, tiredness, pain and stress are common preconditions for poor decision-making. Once we recognise the creeping influence of any one of these emotions or conditions, we should take a break, and only after recalibrating our emotional state should we make decisions. We should continue with the investment process only after our emotional balance has been fully restored. The ability to make mindful decisions is a key component of the correct temperament for successful value investing.

         Dr Shubin Stein also found four actions that can improve brain health and function: meditation, exercise, sleep and nutrition. By focusing on these aspects of our lives, we should be able to sustain superior performance for longer periods of time. The key takeaways from these studies are that everybody, including investors, needs to be more aware of their emotional state. We need to be honest in acknowledging when our emotions are compromising our best judgement and proactive in finding ways to rebalance them. How we respond emotionally to the ups and downs of the market is a key factor in our ultimate success or failure.

         The complementary ability to remain optimistic despite the adversity that value investors will face is equally important. For example, there is currently a widespread opinion that artificial intelligence will render investment professionals obsolete (along with many other occupations). AI is all about statistics and data, and in our industry there has always been more data and statistics than anyone could sensibly use. Whilst AI may be able to predict trends based on massive data sets and spot patterns faster, it is likely to leave value investing relatively untouched. AI will not be able to answer questions such as what moats a business enjoys or how defensible those moats are. For day trading and quant trading, AI may be helpful, but for a concentrated value investor, outsourcing aspects of the investment process is unlikely to yield positive results. 25Besides, for a successful investor, the investment process is the best part. Why would you want to outsource any of it?

         Optimism about the future is always preferable – in any endeavour. As Peter Lynch said, ‘When you invest in stocks, you have to have a basic faith in human nature, in capitalism, in the country at large, and in future prosperity in general.’ If you spend too long thinking of all the potential bad outcomes and coming up with any number of the countless reasons not to invest, you doom yourself to failure. As the German philosopher Friedrich Nietzsche said, ‘Stare too long into the abyss and you become the abyss.’

         Success in investing comes down to temperament. As Lynch suggests, ‘Ultimately, it is not the stock market nor even the companies themselves that determine an investor’s fate. It is the investor.’ No successful investor credits their IQ for their success. They love what they do and are happy to spend their lives constantly refining their competitive edge in markets by thinking about business and investing. They embody the adage that ‘if you love what you do, you will never work a day in your life’ – something that we can all aspire to.

         The Willingness to be Lonely

         
            The stock market is the only market in the world where everyone runs away when things go on sale.

            – François Rochon, founder and president of Giverny Capital

         

         Simply put, to beat the market, you must do something different to the rest of the investors in the market. You must be a contrarian. As David Swensen, former CIO of the $35 billion Yale University Endowment Fund, said, ‘Investment success requires sticking with positions made uncomfortable by their variance with popular opinion.’ Or as American-born British investor, fund manager and philanthropist Sir John Templeton suggested, ‘Buy when others are despondently selling and sell when others are euphorically buying … It takes the greatest courage but provides the greatest profit.’

         Templeton returned an average of 15 percent a year for thirty-eight years to the investors in his Templeton Growth Fund, so he clearly knows what he’s talking about. But it’s not just courage that’s needed. Implicit in his comment is his willingness to be lonely.

         26As mentioned earlier, human beings are conditioned to be social. We are herd animals. The biological imperative means we are driven to survive and one lesson we’ve learnt is it’s much easier to survive when we belong to a tribe. Little wonder that when stocks plummet, the average investor instinctively follows the tribe by selling stocks and fleeing to the ‘safe haven’ of cash. What the members of the tribe fail to recognise is that if they are willing to be lonely, this might be the perfect time to buy those stocks, because as the opening quote from François Rochon suggests, they are ‘on sale.’ The influence of the crowd clearly has a strong hold on most inexperienced investors. Buffett, on the other hand, is entirely unemotional when it comes to stock selection and decision-making.

         The efficient market hypothesis (EMH) states that current share prices reflect all available information. One of the main criticisms of EMH is that ‘all available information’ does not include human emotion. Human beings are rarely objective, something that has been proven time and time again. Rising prices induce greed, overconfidence and euphoria, while falling prices induce fear, panic and depression. Speculators buy when the price rises and sell when it falls, regardless of the fundamentals of the underlying business. Buffett, however, is entirely immune to the vicissitudes of the markets and the emotions caused by rising or falling prices. In fact, he advises to ‘be greedy when others are fearful and fearful when others are greedy … The less prudence with which others conduct their affairs, the greater the prudence with which we should conduct our own.’

         The willingness to be lonely and get comfortable with it stems from a core sense of identity that all the great investors possess. They have the courage to take a position. They know from experience and a robust investment process that the worst of times in the markets in terms of price performance is the best of times for opportunities to hoover up underpriced stocks. It is this contrarian mindset which sets apart the investors from the speculators.

         The greatest investors are truly able to separate themselves from the herd, whether that be physically, like Buffett, who works in Omaha, Nebraska – far away from the hustle and bustle of Wall Street. Or emotionally, by creating distance between themselves and the opinions and judgements of others. It is in this relative isolation that they are most comfortable. Where most investors crave the warmth of the centre of the herd, the successful investor is content to be lonely.27

         Focus

         
            Dedication of an unusual degree is required to achieve mastery, and in the simplest definition, one could say that genius is the capacity for an extraordinary degree of mastery in one’s calling. A formula followed by geniuses, prominent or not, is: Do what you like to do best, and do it to the very best of your ability.

            – David R. Hawkins, MD, PhD, and author of Power vs. Force

         

         When Bill Gates (the founder of Microsoft) first met Warren Buffett, he did not believe he would have anything in common with someone who ‘just picks stocks’. After rearranging several times, they finally met. The evening began with an icebreaker – they were each asked the question, ‘What is the single most important factor in your success?’ They both gave the same answer: ‘Focus.’ And so began a decades-long friendship.

         The market is always full of distractions, whether they be other people’s opinions, filling your diary with analyst calls and company meetings, or various administrative tasks. We marvel today at the speed and convenience of email, the internet and Zoom calls as great time-saving inventions, but they can also be huge distractions. Personally, I prefer to look at my emails only once in the morning and once in the evening. Unless you are an on-call brain surgeon, no one is that important that they need to be reachable every second of every day. We must be the master of our own environment, carefully cultivating our intellectual intake and avoiding costly distractions. No matter who you are, there are only twenty-four hours in a day, and outside of sleeping, eating and exercising, there are a limited number of high-functioning, productive hours left. Ultimately, we are each in charge of how accessible we are and how open we are to distractions. As the old adage goes, time is money.

         Jason Zweig, the editor of the 2009 edition of Ben Graham’s The Intelligent Investor, wrote:

         
            Think of Munger and Miller and Buffett: guys who just won’t spend a minute of time or an iota of mental energy doing or thinking about anything that doesn’t make them better … Their skill is a focus on self-honesty. They don’t lie to themselves about what they are and aren’t good at. Being honest with yourself like that has to be part of the secret. It’s so hard and so painful to do, but so important.

         

         28Adopting small, incremental and positive changes into your routine and persevering with them will ensure they become habits. Whether that’s writing in a daily journal and noting where significant portions of time are wasted or switching your phone to silent for set periods of intense concentration and focused productivity, these changes will add materially to your mental firepower when conducting your investment process. The point is not perfection but to always be moving in the right direction.

         Passion

         
            When asked what his favourite day of the year was to train, Daley Thompson, who won gold for decathlon at two Olympics, answered, ‘Christmas Day, as I know this is the only day that my competitors won’t be training.’ That is true commitment, and it is a key part of why he won.

            – Skip Rosen, author of Daley Thompson: The Subject is Winning

         

         I am yet to meet a single person who is happy in life who is not passionate about how they spend their time. In fact, I would say that the single biggest differentiator between people who are highly successful at investing – or anything else for that matter – and those who are just good at it is passion. The correlation between passion and success is unmistakable. Passionate people work harder and invest more physical and mental energy into achieving their goals. Passionate people tend to read more, study harder, and think more critically to further develop mastery over their subject. It is this drive to go further that forms the clear distinction between the ‘good’ and the ‘great’.

         As fund manager Howard Marks wrote, ‘Luck is not enough, but equally intelligence is not enough, hard work is not enough, and even perseverance is not necessarily enough. You need some combination of all four.’ It is passion that binds those things together. Luck will last only so long without passion. Intelligence might get you so far, but your edge will come from hard work. But hard work is next to impossible to sustain if you are not passionate about what you are doing. In Outliers, journalist and bestselling author Malcolm Gladwell suggests that the mastery of any subject requires a minimum of 2910,000 hours of activity and practice. There is no way anyone could achieve 10,000 hours without passion.

         Long term, you will not be able to outperform if you do not have a passion bordering on an obsession for your subject area. How else can you motivate yourself to do the work necessary for value-investing mastery? In The Investor’s Manifesto, William Bernstein, a successful investor in his own right, stated his belief that ‘Successful investors … must possess an interest in the process. It’s no different from carpentry, gardening or parenting. If money management is not enjoyable, then a lousy job inevitably results.’

         Many an investor’s best returns have been generated by allowing their passions to guide their circle of competence and investment research. If something piques your interest, that is the first sign that you may be onto a winner. If you want to be a successful investor, investing must be your passion. Each of us has our own calling. You know in your core when something connects with you or not. Allow your passions to guide you in life, and use those passions to accumulate and compound knowledge, to be the very best that you can be. As Nelson Mandela famously said, ‘There is no passion to be found playing small – in settling for a life that is less than the one you are capable of living.’

         Intellectual Honesty and Curiosity

         
            It is not the strongest of the species that survive, nor the most intelligent, but those most adaptable to change.

            – Charles Darwin, English naturalist and father of evolutionary biology

         

         Curiosity is one of the most important traits that all successful investors share. I define it as the desire for truth through the constant acquisition of knowledge. This is attained by questioning, seeking answers or explanations, and never taking anything at face value. Especially when other investors will settle for less-than-satisfactory answers. Continuous learning is at the core of all great investors’ processes. Buffett has been described as a ‘learning machine’. He has never stopped learning and looking for opportunities to improve himself and his investment process. On the importance of reading, Munger once said, 30

         
            In my whole life, I have known no wise person over a broad subject matter area who didn’t read all the time – none, zero. Now, I know all kinds of shrewd people who by staying within a narrow area can do very well without reading. But investment is a broad area. So, if you think you’re going to be good at it and not read all the time, you have a very different idea than I do. … You’d be amazed at how much Warren reads. You’d be amazed at how much I read.

         

         This thirst for knowledge explains how Munger read hundreds of books per year. Remember his quote at the start of the section on temperament: ‘The more hard lessons you can learn vicariously rather than through your own hard experience, the better.’ Learning through the successes and failures of others is the fastest way to become wiser and smarter. And it also comes with a lot less pain. In many aspects of life, experience counts; however, in investing, the effects of experience compound over time. Experience enables greater pattern recognition, which can result in better investment ideas and an improved ability to spot and avoid costly mistakes.

         The mental skill of critical analysis is also fundamental to successful investing. Perfecting that skill – developing the mindset of thoughtful, careful analysis – is intimately connected to the skill of thoughtful, careful reading. Each reinforces the other in a kind of positive feedback loop. Good readers are good thinkers; good thinkers tend to be great readers and, in the process, learn to be even better thinkers. So, the very act of reading critically improves your analytical skills. At the same time, the content of what you read adds to your accumulated knowledge, which is enormously valuable. Learning to be a careful reader has two enormous benefits for investors. First, it makes them smarter, in an overall sense. Secondly, it makes them see the value of developing a critical mindset and not taking information at face value. This critical mindset, in turn, has two requirements that relate to the reading process: (1) evaluate the facts; and (2) separate the facts from opinions.

         If you adopt the right mindset when it comes to your reading, any type of reading can be used to build your repository of knowledge. Obviously, a fundamental interest in business and finance is essential for successful investing – along with an understanding of accounting, which is the language of business. However, as our knowledge increases cumulatively, whatever the subject, expanding our minds by reading any material can make us more ‘worldly wise’. Much of our 31world is made up of the business of human affairs, and anything that can help us to understand how that world works, at any level, will be accretive to our investment process. The more you learn about human behaviour, the more you will develop your own ability to spot investment opportunities to evaluate.

         My favourite aspect of investing is the fact that it is a never-ending game. You can never truly ‘win’, as the game is constantly changing and evolving. As an investor, no matter what the scoreboard says today, there is always room for improvement. You can only improve by embracing your mistakes in a spirit of intellectual honesty and continuous learning. In terms of performance, the rewards for doing so are significant. (This is the opposite to what is done in most other careers, where people seek to bury their mistakes. As the old saying goes, ‘Success has many fathers, but failure is an orphan.’) This degree of intellectual honesty is only really found in academia and is demonstrated by peer-reviewed literature, where previously accepted scientific understanding can be questioned, tested and, sometimes, disproved – and such breakthroughs are celebrated as progress. This is intellectual honesty at its purest and a refreshing approach to error correction that we should all embrace.

         Intellectual honesty also includes personal integrity in how you conduct yourself and how you deal with others. Take, for example, Buffett’s ‘newspaper test’. How would you feel if the details of what you are thinking of doing were published on the front page of a national newspaper for all to see. If that makes you even slightly uneasy, don’t do it. As the saying goes, ‘It takes a lifetime to build a reputation and a single second to demolish it.’ Make sure to surround yourself with people you admire and who seek to make you a better person. If there is ever any doubt, cut them loose. Life is too short to be dragged down by people who lack integrity.

         In  a  VUCA  world  (volatile,  uncertain,  complex  and  ambiguous), embracing lifelong learning through intellectual curiosity may be the single most important factor in achieving success in life and in financial markets. Lifelong learning is closely associated with humility, having an open mind, a willingness to take risks, a capacity to listen, and honest self-reflection. If you can go to bed each evening a little wiser than when you woke up, the effects of compounding over many years will be even more spectacular, and not just for your financial returns. For the maths fans out there, a 1 percent improvement each day for a year yields about a 38× increase (1.01365) – the awesome power of compounding in action. Imagine the results over the course of a lifetime!32

         Patience

         
            The number one skill in investing is patience – extreme patience.

            – Mohnish Pabrai, Indian-American fund manager and philanthropist

         

         The ability to delay gratification today for the possibility of a larger gain tomorrow requires time to pass; it requires patience. Patience in investing encompasses the concept of ‘beneficial inactivity’, which is at odds with what we would usually expect. We often associate activity with success and importance. By nature, we are impatient. This inherent impatience is at the root of gambling, speculation and the pursuit of get-rich-quick schemes, and even the lottery. Gambling is clearly a ‘present moment’ consumption activity as opposed to the ‘delayed consumption’ activity that is investing. We often confuse activity with ability. This leads many money managers to constantly churn their portfolios, looking for the next hot thing. But that is not investing; it is, in fact, speculating. As Buffett wrote in Outstanding Investor Digest in 1997, ‘If you’re an investor, you’re looking on what the asset is going to do; if you’re a speculator, you’re commonly focusing on what the price of the object is going to do, and that’s not our game.’

         As value investors, we look for net present value positive bets. The best of these come around very infrequently and are realised over a long period of time. Munger expressed Berkshire’s approach at their 1998 AGM: ‘Around here, I would say that if our predictions have been a little better than other people’s, it’s because we’ve tried to make fewer of them.’

         This long-term investment strategy requires patience – extreme patience. Wall Street actively encourages short-term behaviour, as they are paid through commissions on activity. Investors also tend to reward short-term behaviour; they wonder why they should pay a fund manager if he or she is not doing anything. Ironically, it is for precisely this reason that an investor should focus on the long term rather than the short term. By lengthening their investment time horizon, they vastly expand their prospective investment opportunity set. The competition for these opportunities disappears as the rest of the market focuses on the next quarterly earnings release rather than the next five-to-ten-year trajectory of the business. With less competition, excess returns are more readily available. Always remember, not doing something can also be an important decision when it comes to your own portfolio management.

         33Stanley Druckenmiller, while manager of George Soros’s $40 billion Quantum Fund, wrote, ‘The key to being a successful investor and to building superior long-term returns is to preserve capital and wait patiently for the right opportunity to make extraordinary gains. The waiting is the hard part!’ Druckenmiller, along with Soros, famously made over $1 billion by ‘breaking the pound’ when the UK crashed out of the European Exchange Rate Mechanism (ERM) on Black Wednesday (16 September 1992).

         As a value investor, your interests are directly opposed to those of Wall Street and the crowd. Your job is to meticulously select and cultivate a small number of exceptional businesses and hold them. Be patient, and you will be rewarded for your inactivity. Beware the saying, ‘You’ll never go broke taking a profit.’ You may not go broke, but you won’t get rich, either. Great fortunes are made by buying and holding; just look at any rich list. A child at a Berkshire AGM once asked the question ‘How can I become rich?’, to which Buffett replied, ‘Charlie and I always knew we would become very wealthy … but we weren’t in a hurry … after all if you’re even a slightly above average investor who spends less than you earn, over a lifetime you cannot help but get very wealthy – if you’re patient.’

         Patience is so important to successful investing that we will return to it in Chapter 15.

         Decisiveness

         
            Your goal as an investor should be simply to purchase, at a rational price, a part interest in an easily understood business whose earnings are virtually certain to be materially higher, five, ten, and twenty years from now. Over time, you will find only a few companies that meet those standards – so when you see one that qualifies, you should buy a meaningful amount.

            – Warren E. Buffett, chairman of Berkshire Hathaway

         

         Because we discussed in the last section the importance of patience in the investment process, it may now seem counterintuitive to be discussing the importance of decisiveness or quick decision-making. When you first come across a great business, you may find that it is too expensive. As the saying goes, 34‘a rising tide lifts all boats’ – as the market rises, it lifts all prices with it. This presents a significant obstacle to any serious investor who wishes to deploy their capital. This is where patience is required to continue identifying other great businesses for potential investment but holding fire until the price of the first one corrects and drops below its intrinsic value. A rising tide may indeed lift all boats, but a receding tide affects boats in the opposite direction. Great businesses can often stumble, or the market can fall precipitously, and it is at exactly these moments that value investors need to be decisive and spring into action.

         As Buffett has demonstrated on multiple occasions during times of market panic, he doesn’t take weeks, nor even days, to reach conclusions on investment decisions; he knows intuitively, through all his experience and previous work, what is a bargain and what is not. He ignores all the news, unless it influences the intrinsic value of a business, focusing instead on remaining rational when all around him are losing their heads. He doesn’t need to know everything about the business, just the things that he has previously identified as key to its success. He has a knack for knowing what these are and acting with impressive speed. As he says, ‘The best thing that happens to us is when a great company gets into temporary trouble. … We want to buy them when they’re on the operating table … in the meantime we sit on our hands.’

         When it comes to decisiveness, Seth Klarman, the billionaire founder of the hedge fund Baupost Group, says that most successful investors tend to allow the ‘fear and greed of others to play into their hands.’ By having confidence in their own analysis and judgement, they respond to market forces not with blind emotion but calculated reason. Successful investors, for example, demonstrate extreme caution in frothy markets and steadfast conviction in panicky ones. When opportunity arrives, they act decisively, without hesitation. Or, as Buffett puts it, ‘When it’s raining gold, reach for a bucket, not a thimble.’

         Decisiveness is an essential component of any investor’s toolkit – the ability to react quickly when favourable prices appear unexpectedly. Experienced investors are far less likely to panic, and therefore they view a falling share price as an opportunity to buy. These investors succeed in the long run, at the expense of everyone else. Many attribute market timing to luck, but, as the first-century Roman philosopher Seneca wrote, and as all four successful investors mentioned here (Buffett, Druckenmiller, Soros and Klarman) have demonstrated, ‘Luck is what happens when preparation meets opportunity.’35

         Humility

         
            Those whom the gods would destroy, they first make proud.

            – Ancient Greek proverb

         

         Humility in life and humility in markets are two sides of the same coin when it comes to success. There is a fine line between confidence in one’s convictions and hubris or arrogance. Knowing where you are on the scale is vitally important. In life, the most successful people are those who fail well. Ray Dalio, the billionaire founder of the world’s largest hedge fund, Bridgewater, defines failing well as ‘being able to experience painful failures that provide big learnings without failing badly enough to get knocked out of the game.’

         I mentioned in the Introduction that my parents were both entrepreneurs. As such, they certainly experienced their fair share of setbacks. When we were in Australia, my father discovered that his business partner back in the UK had absconded with all the money from their joint property development. He had to rebuild the family finances from scratch. Although it was tough on all of us, I was amazed and inspired by his pragmatic assessment of reality and his grit and determination to get back up and try again. My parents are my role models when it comes to conducting myself with humility, optimism, and a drive towards ultimate success.

         Everyone makes mistakes; everyone experiences setbacks and failures; but successful people learn from them. In investing, we recognise our humility through the concept of ‘margin of safety’.

         Investing with a margin of safety was first described by Ben Graham in the core text for any value investor, Securities Analysis, first published in 1934, and still in print today. To summarise, a margin of safety is achieved when securities are purchased at prices sufficiently below their underlying value to allow for: human error, bad luck, or extreme volatility in a complex, unpredictable, and rapidly changing world. This final point is the most important. Rapid change in the world around us makes errors in our forecasting inevitable, so the purchase price must act as compensation and provide protection. When we invest with a sufficient margin of safety, we know that if we have made a mistake, we will have at least preserved our capital. If we were conservative enough, we will come out ahead, and if we were even slightly correct, our returns should be significant.

         36As investors we must acknowledge that, despite our best efforts, we will often be wrong. Dan Loeb, the billionaire investor who runs the hedge fund Third Point, said to a graduating MBA class at Columbia University (coincidentally also where Ben Graham taught), ‘Investing in public equities is a dangerous pursuit that requires risking real money based on limited information. Even when you are diligent about buying at a margin of safety, you will still make money-losing mistakes. Aspiring investors who require perfection have gotten into the wrong business.’

         On average we can expect to ‘fail’ in our investment selection about 40 percent of the time. This does not mean that we will lose money 40 percent of the time but that our investments will not live up to our original investment thesis about 40 percent of the time. It is therefore inevitable that successful investors will go through periods of poor performance, even extended periods of poor performance. Howard Marks once observed,

         
            It matters enormously how the fund manager reacts to these poor periods. The combination of client pressure and peer pressure can be intense. You need deep reserves of resilience. Confidence in your convictions. Confidence in yourself to come through the valley. A strong character will use the period of underperformance to lay the foundation for the next period of good performance, be re-examining every assumption, every thesis, discarding some and doubling down on others. A weak character will freeze, their decision-making impaired. Or they might take flight, mentally at least, and avoid the difficult thinking. … You need to keep your feet on the ground at all times and always remember that you are never as good or as bad as you (or others) think you are. … Ultimately, of course, it is all about character. If you do not begin your fund management career with a sense of your fallibility, you are likely to learn it. If you do not learn it, you are likely to fail.

         

         Humility is the fallibility that Marks is talking about. Once we are intellectually honest enough to accept that we will make mistakes, we can begin the process of insuring against them. At a minimum, the purchase price must reflect the risk inherent in the business; otherwise, your decisiveness should kick in with a firm ‘No!’ Patience (our old friend again) is also key, as the temptation to ride the new market fad will never be far from your mind. Most market participants fixate on their potential short-term return, paying little attention to the risks 37involved, that is, how much they can lose. Your job as a value investor is to do the opposite: to be long-term orientated and risk-averse.

         Remaining grounded when you experience success, especially repeated success, can be exceedingly difficult. Success can imbue us with a false sense of security in our abilities and thus alter our perception of risk.

         One of the most spectacular examples of the devastating impact of hubris is given in Roger Lowenstein’s book When Genius Failed: the rise and fall of the hedge fund Long Term Capital Management (LTCM). Following several years of spectacular returns, the Nobel Laureates who founded it believed that they had cracked the financial markets. They came to believe that they could do no wrong. The result? They lost 98 percent of their investors’ money.

         It’s useful to remember Munger’s quip about LTCM: ‘It’s remarkable how much long-term advantage people like us have gotten by trying to be consistently not stupid, instead of trying to be very intelligent.’ Munger followed up on this topic by adding,

         
            The biggest problem with intelligence is complicating things more than they need to be. Occam’s Razor. A successful investment usually hinges on only one or at most several critical factors; if you cannot boil it down to these and isolate them out of the myriad of things that could affect the business, then you cannot make a balanced investment decision. This is the art of investing. An eight-hour presentation on a stock is the polar opposite of this ability and, thankfully, where most people in the industry think the gold lies. … Intelligent people are easily seduced by complexity while underestimating the importance of simple ideas that carry tremendous weight.

         

         To be successful in markets, your investment style must evolve as you learn from your mistakes. The original value investors of the Graham school were educated during the Great Depression when companies were trading below their net asset (or liquidation) values. If there was a mathematical probability of making money because the share price represented a value lower than the assets of the company, Graham would purchase the shares. And to increase his probability of success, he would purchase as many as he could find.

         Out of this school – and as the markets changed, with companies now trading less frequently below their liquidation values – evolved the investment approach of Phil Fisher, a pioneer in the field of growth investing. In addition 38to performing Graham’s quantitative analysis of a business, Fisher also included a rigorous qualitative analysis. He was looking not just for ‘cheap’ stocks like Graham but also stocks that had the potential to significantly increase their intrinsic value over the long term. The humility to acknowledge that what works today may not work in the future and to constantly improve your investment process to incorporate new information is key to long-term success.

         We investors must always question our beliefs and be willing to change our minds when the facts change. Being wrong is an inevitable part of investing. Sticking with a failing strategy because we don’t want to lose face, or we believe we are too clever to fail, is just foolish. Nothing ‘always works’ in investing because the environment is in a constant state of flux, and efforts by investors in response to the changes will cause the environment to change further (second-order systems again).

         If you are currently in short supply, the first step in developing humility is to admit that you will be wrong. Even great investors are wrong – and wrong often. But when their focus is to protect their capital first and seek gains second, they will only buy with a significant margin of safety, thus minimising the impact of any potential mistake. You are going to be painfully wrong a lot, so knowing how to do that ‘well’ is critical to your long-term success. The difference between average investors and the most successful ones is that the most successful ones learn and grow from their mistakes, whereas average investors are set back by their mistakes or keep repeating them. Through recognition of our fallibility, we will begin to incorporate a margin of safety into our investment process, thus ensuring our long-term success. Stay hungry. Stay humble.39

         Summary

         
            Summary

            
               Investing is hard. That’s why having a disciplined, methodical, long-term investment strategy that makes sense is essential to making it through and being successful in almost any market environment.

               – Joel Greenblatt, founder, managing principal and co-CEO of Gotham Asset Management

            

            There must be a reason why there is only one Warren Buffett and why no other investor has come even close to his long-term performance. In the end, investors’ emotions will almost always get the better of them, which is why they make mistakes or fail. As discussed, Buffett seems immune to emotion. He seems to be entirely rational. That rationality is facilitated by a robust and continuously evolving investment process combined with decades of experience operating within his circle of competence. This rationality applied over the long term and all the other traits mentioned in this chapter constitute the temperament that produced Buffett’s exceptional results.

            Successful investing is hard, and that is why having a disciplined, repeatable, adaptable, and long-term investment strategy makes sense. Ben Graham laid out the fundamental principles of value investing three generations ago. Despite the enormous changes in markets and in the world that have occurred since then, these principles have stood the test of time:

            
               1. Treat a share of stock as a proportional ownership of the business.

               2. Buy at a significant discount to intrinsic value to create a margin of safety.

               3. Make a bipolar ‘Mr Market’ your servant rather than your master.

               4. Be rational, objective and dispassionate.

            

            Under the guidance of Phil Fisher and the encouragement of Charlie Munger, Buffett added another point:

            
               5. It is better to buy a wonderful business at a good price than a good business at a wonderful price.

            

            Of course, patience is required to wait for that wonderful business to be available to buy at a good price and to hold it long enough until it gets to a 40wonderful price and beyond. In this chapter, we also explored the qualities of humility, passion, focus and decisiveness. To me, Charlie Munger captured a near perfect balance of them all when he said, ‘It was obvious to me that if I worked at it, I would find a few things in which I had an unusual degree of competence. This is where I could make significant returns.’

            To be a successful investor, you must be wise, unemotional, rational and objective. When you find a business whose discounted future cash flows are worth significantly more than the present value of the business, you must act decisively to buy a meaningful amount, and then wait patiently for the rest of the market to arrive at the same conclusion. Everyone feels emotions, but the great investors balance risk aversion with opportunity to reach rational conclusions. This is the exact opposite of most people, who tend to swing wildly between delight when the market is rising and they are making money and fear when the market is falling and wiping out all their returns, and then some. They become greedier as prices move higher and more depressed as prices fall, the exact opposite of successful value investors. As Buffett says, ‘The stock market is designed to transfer money from the active to the patient.’

            Value investing is a lot like a sea voyage. Your objective is to travel through stormy seas to the safe haven of your destination, where you can float peacefully on calm water. Eventually you will learn to be at peace with the market no matter how it behaves. Through your passion for finance and business, you will build your own circle of competence to find potential investments. Through your search for truth, you will discover things about yourself and your investments. Some you’ll like; others, not so much. But all this self-knowledge and awareness needs to be incorporated into your investment process. Being humble in your successes and embracing your failures will make you a better person and a better investor. Finally, make investment decisions rarely, and only when the investment sits well within your circle of competence – when it has a significant margin of safety. When you find a suitable investment, think like an owner, and commit a significant amount of capital for the long term.

            Do all that and you, too, will be a successful value investor.
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